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Environmental Services Insider

2012 started out with the fundamental drivers for deal making in place: 

sponsors looking for realizations, an overhang of private equity capital, 

and a healthy lending environment for quality credits. Improving 

company performance brought optimism and a foundation for 

deploying capital.  The promise of deal fl ow was in the air.

Entering Q4 ’12, M&A fi nancing is down. Some lenders are behind in 

their lending goals and are being aggressive to hold on to assets and 

hit their budget numbers for 2012. It is competitive at every layer of the 

capital structure. The scarcity of acquisition fi nancing opportunities is 

forcing lenders to reduce pricing and terms to win deals. Leverage is 

going up and credit quality is being tested. At the same time, money is 

coming into the middle market from loan investors in search of yield.  

Survey participants say the current market dynamics hearken back to 

2007. Covenant-lite and PIK toggle features made a return in large 

market deals and pressure to loosen terms is fi ltering down market. 

To create deal fl ow, lenders are unilaterally approaching borrowers 

and offering to do refi nancings and dividend recaps at aggressive 

pricing and leverage levels. Lenders are trying to navigate today’s loan 

“bubble,” wondering how long it will last. There is still enough concern 

in the economic and political environment, lenders say, to keep the 

competitiveness from getting completely out of control. 

Uncertainty clouds the outlook for deal making in 2013. What is certain 

is that sponsors are sitting on dry powder that needs to get invested. 

Portfolio companies need to be harvested. That pent up demand needs 

a release. 
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the add-on,” offered Ian Larkin at Maranon Capital. “It is 

becoming more diffi cult to create value in a slow growth 

environment. You really have to add value to create value, 

either by growing businesses or reducing expenses. A 

lot of those expense reductions have already been done, 

and there is not a lot of organic growth, which leaves 

just one avenue to pursue for some of these companies.” 

“Organic growth is hard to come by for most businesses, 

especially if you consider an economy that is growing 

at less than two percent,” added Mike Foster, a senior 

managing director at Midwest Mezzanine Funds. “If you 

talk to sponsors, they are probably spending more time 

within their own portfolio looking for those add-ons than 

platforms. In order to grow EBITDA and ultimately get a 

good return on investment, they are looking for lower-

priced tuck-ins to accomplish that goal.” 

Quality

Lenders describe quality of deal fl ow coming 

to market as “average at best.” Because the 

number of quality deals in the market is down, 

it is more competitive for the more attractive 

debt opportunities in the market. “If there 

is a deal that has recurring themes—more 

predictable revenue and cash fl ow streams—

lenders fl ock more to it, making it more 

competitive and bidding up the multiples, 

both from a debt and equity perspective,” 

commented Jeff Kilrea, a managing director 

at CIT Group. “They are fewer and further 

between.” 

There is a premium for quality in the current 

environment. “Lenders want the better quality 

deals—the companies with better business 

value characteristics and good management 

teams. They don’t want customer 

concentrations and avoid companies subject 

to commodity price fl uctuations,” Kreft 

offered. “On storied deals, lenders really want 

to see the story playing out to be able to 

validate it. Those deals are a harder sell.” “As 

long as you have a good company, a good 

sponsor, and you can put a good structure 

on it, those are deals we want to lead or be 

Deal Flow
Expected M&A volume in 2012 is down, which resulted in 

a notable shift toward refi nancings and dividend recaps 

as lenders looked to book assets. Lenders are scouring 

existing portfolio companies and getting more aggressive 

on refi nances and dividends, said survey participants, 

and for the M&A deals that are in the market, doing what 

they can to win them. “Roughly 25 to 30 percent of our 

portfolio that was booked over the last 12 to 18 months is 

having some sort of event, whether it is a modest recap 

or a refi nancing,” commented Jamie Lewis, a senior 

vice president at RBS Citizens. “We are pawing over 

everything in the portfolio trying to fi gure out what kind 

of proposals we can take to the client.” Lewis added, “So 

much of what we do is defensive right now, because if we 

aren’t in front of one of our clients with an idea, somebody 

else is, and you run the risk of losing that company. At the 

end of the day, the real dial mover is loan volume.”

Lenders speak to a sharp uptick in deals 

looking to close by year end in advance of 

tax changes but not near the levels we saw 

in 2010. “Private equity has dry powder and 

is actively seeking investments,” said Scott 

Turco, a director at THL Credit Advisors, 

“with a number of sponsors trying to book 

realizations for 2013 fundraising.” 

The debt fi nancing markets are very open 

to dividends, said survey participants. 

In some cases, sponsors with portfolio 

companies that were in a process and 

taken off the market are now looking to 

do a dividend recap. “Investors are doing 

recaps to get liquidity with the idea to 

continue to enhance performance and sell 

down the road when the timing is right,” 

said Ira Kreft, a managing director at RBS 

Citizens Business Capital.  

Year of the Add-on

Add-ons continue to represent an 

important growth vehicle for portfolio 

companies, so far accounting for nearly half 

of middle market buyout activity in 2012. 

“The headline this year has been the year of 

“The headline this 
year has been 
the year of the 
add-on. There 
is not a lot of 
organic growth, 
which leaves 
just one avenue 
to pursue for 
some of these 
companies.” 

        —Ian Larkin

Maranon Capital
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a part of. But if one or more of those legs are missing or 

are compromised, we are just letting those opportunities 

go,” added Brian Baldwin, a managing director at Babson 

Capital.
 

“Some companies that may have had mediocre 

performance over the last fi ve years are now performing 

well. They are coming to market trying to sell at a fi ve-year 

high. There is a ton of that in the market,” commented Jeff 

Hastings, a market president at US Bank. “Companies did 

a good job stripping out costs and saw a slight uptick in 

revenue, but because they haven’t added costs, they have 

infl ated EBITDAs. They want a 6x multiple on an EBITDA 

that is 35 percent higher than any of the last four years. 

People are scared to death to touch those.” “If you have a 

really attractive company that has a strong management 

team and is in a growing niche, it will sell fast and it will sell 

for a lot,” said Mike Foster at Midwest Mezzanine Funds. 

“That is different from fi ve years ago when 

even mediocre companies sold for a lot. It 

was a rising tide. There is no rising tide to 

help mediocre companies right now.”

Off the Sidelines

Market uncertainty has been a drag on 

M&A. Concerns about the political and 

economic climate, changes in the regulatory 

environment, and the weight of global 

uncertainty are stalling deal activity. That 

uncertainty has trickled down to the 

company level. “There is a push and pull 

in the market. I think the pull is there. The 

push isn’t,” said Allan Allweiss, a managing 

director at LBC Credit Partners.  “Earnings 

throughout the year for some companies 

haven’t been uni-directionally as good 

as sellers had hoped. There is an element 

of holding on as performance cleans up, 

with the idea that waiting will bring more 

value.” “Companies that have survived 

have done a very good job of deleveraging 

and generating free cash fl ow, but from an 

equity perspective, some have had such a 

deep falloff it has taken a couple of years to 

get the earnings back,” added Mike Foster at 

Midwest Mezzanine Funds. “I think there is 

a feeling that the companies may be one or two years out 

from maximizing value.” 

Valuation expectations  are also keeping some sellers 

on the sidelines. Lenders talk of a sizable gap in the bid 

ask spread for businesses, sizing the differential at a turn 

to a turn and a half of EBITDA. “Many of the companies 

that were acquired at the peak of the cycle might have 

had some earnings challenges. Although they are not 

underperforming, they are not to where the sponsor’s 

expectation was at the time the deal was transacted,” 

added Stephen Krawchuk, a managing director at Crystal 

Financial. “Some are waiting for improvement in earnings 

that has yet to materialize.”

“The reality is that 2008 and 2009 were lost years. There 

just wasn’t a lot of activity. All companies were focused on 

cutting costs and skeptical of making capital investments,” 

commented Brian Schneider, a partner at 

Northstar Capital. “Everybody thought they 

would be a year ahead in terms of EBITDA. 

When you look at what private equity 

groups are holding, they are going to keep 

holding until they get to their target return.” 

Ian Larkin at Maranon Capital added, “It is 

taking some private equity sponsors longer 

to execute on their plan. Organic growth 

is still very hard to get. They have to grow 

their companies with add-on acquisitions. It 

takes time to do that.” 

Reinvestment risk is also presenting a 

challenge for entrepreneurs  and extending 

their investment horizon. “Given the state of 

the public equity markets, business owners 

are uncertain there are better alternatives 

than investing in their own company,” 

Schneider added. “Unless there is a specifi c 

need for growth, liquidity, or a succession 

issue, they are more confi dent in the returns 

they can generate.” “There is not a lot of yield 

out there,” added Whit Edwards, a principal 

at BB&T Capital Partners Mezzanine. “If a 

business owner thinks there is growth coming 

ahead, perhaps the best return on investment 

is continuing to grow the business and 

potentially sell at a later date.” 

Deal Flow

“If you have a 
really attractive 
company that 
has a strong 
management 
team and is in a 
growing niche, it 
will sell fast and 
it will sell for a 
lot.” 

       —Mike Foster

Midwest Mezzanine  
Funds
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Deal counts and values reflect private equity buyout transaction activity only.

Source: PitchBook.

*As of November 2012
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Lenders shared their observations regarding the dynamics in sale processes 

today. Valuation is a recurring theme, with softening company performance 

and lofty valuation expectations leading to a sizable bid ask spread in the 

marketplace.
 

“We’ve seen a number of processes where sponsors indicate they will meet the 

valuation guidance just to make it to the next round. They get in and kick the 

tires and realize it is not what they thought and they withdraw. The dropout rate 

is the highest I’ve ever seen it. More recently, we have seen a number of failed 

auctions due to unrealistic valuation expectations. People are trying to put the 

froth on everything.” 

Andy Steuerman, Golub Capital

“Buyers are paying full prices, so there is a real vigor around quality. If you are 

paying a full price on marketed EBITDA and actual is less than the marketed, 

it forces a renegotiation. A number of deals have hit bottlenecks or have been 

pulled, markedly more than last year. Throughout 2011, there was the expectation 

that markets were improving, so multiples were stickier. Buyers were moving 

through processes even if they found some issues. This year, if there is an issue, 

buyers are back to the table.”

Allan Allweiss, LBC Credit Partners

“We have seen several processes where the sponsor offers a higher purchase 

multiple and then retrenches. After completing market studies, the growth isn’t 

as robust as they had thought so they negotiate a price reduction. As much as 

they have capital to invest, sponsors are sensitive to the growth outlook. Most 

believe that growth for the traditional businesses won’t be that robust. They want 

to make sure they are buying smart.”

Tim Clifford, Abacus Finance

“M&A deals right now are priced to perfection, meaning sellers will sell if they 

can get the price that they want. In some cases that is happening but in many 

cases, we have seen soft numbers, particularly companies that have exposure 

to Europe, derailing an M&A process. We’ve also seen situations involving 

companies that are performing, but the buyer, because of various headwinds, 

whether it is in the economy or uncertainty around the fi scal cliff, can’t 

underwrite an aggressive growth case, so they dial back their purchase price. 

Buyers can’t get comfortable that a company is going to grow 10 percent per 

year when the economy is growing 1 or 2 percent. It puts a ceiling on valuations. 

In other instances, the seller doesn’t get that last few million dollars they were 

looking for so they decide not to sell.” 

Scott Reeds, RBS Citizens 

Process

“Buyers are paying 
full prices, so there 
is a real vigor around 
quality.” 

       —Allan Allweiss
            LBC Credit Partners
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“There is still a scarcity of good companies in the market, so the valuations for 

those assets are high. We are seeing some deals just not get done because the 

hurdle rate for diligence is that much higher given the multiples that buyers are 

willing to pay. Companies need to check out fl awlessly during diligence to get 

the deals done at those valuations.”

Whit Edwards, BB&T Capital Partners Mezzanine

“The competitive dynamic of a sale process is greatly diminished for the lesser 

quality companies. Auctions see the number of likely bidders decline very 

quickly, and the balance of power shifts from the sellers to the buyers. Sponsors 

are doing more diligence so processes take longer. It is defi nitely more of a 

buyer’s market for the lower-quality businesses.”

Mike Klofas, Babson Capital Management

“The recurring theme I hear from sponsors, I fi nd the good company, but I get 

blown away in the auction. Most of your bread and butter lower middle market 

private equity fi rms that are buying platforms have to really pay up. There are 

fewer quality deals, and if you are a sponsor and fi nd a nice middle market 

company, you can be sure there are 8 to 10 other fi rms chasing it. Sponsors 

are looking to put out cash and are bidding up the $6, $7, $8 million EBITDA 

businesses to 8x-9x.”

Mike Foster, Midwest Mezzanine Funds

“On the really nice assets, to differentiate their bid, sponsors may commit to 

fund the transaction with all equity. If bankers know they have a good asset 

for sale, they may run two buyers down a path of doing diligence to minimize 

uncertainty to close and potentially maximize value.” 

Whit Edwards, BB&T Capital Partners Mezzanine

“For the better businesses and more robust auctions, there is clearly a 

requirement for underwritten fi nancing at the fi nish line. Lenders are willing to 

underwrite. There is no hesitation right now. What we are not seeing yet are 

requirements for no-outs bids until processes have been really whittled down to 

one or two potential buyers.”

Scott Reeds, RBS Citizens

“There is still a scarcity 
of good companies 
in the market, so the 
valuations for those 
assets are high.” 

    —Whit Edwards                    
BB&T Capital Partners 

Mezzanine
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Rich Jander, a managing director at Maranon Capital 
added, “Banks have remained in a fairly conservative 
posture since 2008. Certainly when you look at spreads, 
banks versus non-banks, the majority of banks in the 
middle market are willing to transact on sponsored 
opportunities at L+300-400. For the non-banks, the 
majority are in the “we need L+500-600 minimum” to 
transact category.

Availability is also bifurcated between the larger and 
smaller deals, to a greater degree now than in more 
normalized markets, said some lenders. Traditional 
EBITDA thresholds are blurring in the current competitive 
market as lenders move down market in their search for 
assets. 

BDCs
BDCs saw the fi nancing environment and access to 
capital improve in 2012, with roughly $2.5 billion in 

equity and debt raised over the past year. 
The public equity markets opened up, with 
the announcement of three IPOs in 2012, 
including Monroe Capital Corp., Stellus 
Capital Investment Corp., and OFS Capital 
Corp.  Monroe Capital raised $75 million in 
October “…the fi rst new BDC in a year and a 
half,” cited Tom Aronson, managing director 
and head of originations. Commenting on 
the transaction, Aronson said, “The equity 
offering brings a signifi cant amount of new 
capital and is a great add-on to our current 
funds. It also diversifi es our capital base. We 
are expecting, particularly now with our BDC, 
to deploy a signifi cant amount of capital in 
2013.” 

“We continue to be very active in the market,” 
offered Karen DeCastro, a principal at Ares 
Capital Corporation. “While the market 
environment is less favorable for lenders, as 
debt issuers, BDCs have been able to raise 
attractive, low cost capital. As a result, we 
have recently been focused on senior debt 
investments given the lack of appropriate 
risk-adjusted return further down the balance 
sheet in today’s environment.”

Capacity
Loan investors are fl ush with cash. The upper middle 
market has seen technical fund fl ows and repayments 
from the bond markets. CLOs are continuing to raise 
money. Banks and fi nance companies are behind their 
asset deployment goals. All investors, be it banks, fi nance 
companies, BDCs, or institutional investors, have cash 
they need to put to work. “The middle market seems to 
be where most of the deals are getting done, which is 
attracting third party money and creating a lot of liquidity. 
Those investors are looking to put that money to work,” 
commented Chris Williams, a senior managing director 
at Madison Capital Funding. “The commercial banks and 
fi nance companies are active. The BDCs are active. I can’t 
really point to anybody that is not looking for middle 
market assets right now.” “While we view the market as 
generally balanced, all the different lender types are fully 
in the market and active,” added Allan Allweiss at LBC 
Credit Partners. “We are seeing a healthy appetite from 
banks for cash fl ow lending. Public BDCs have attracted 
some capital and look to invest it. By 
and large, I think everybody that is in the 
market is in the market to be active and 
looking to grow assets.” 

Segmentation
There is plenty of capital, but the capital 
is segmented, indicated Andy Steuerman, 
head of middle market lending at Golub 
Capital. Funding model dictates a lender’s 
cost of capital and where they are playing 
in the capital structure. “The market has 
a segmentation that really can’t change 
quickly,” Steuerman offered. “The banks 
are becoming more regulated. When you 
see leveraged loans at 3.5x/5x or 4x/6x, 
that locks them out of the market. A 
few BDCs have completed fund raising, 
whether it is secondary offerings or loan 
or note vehicles. The cost of capital is 
better, but it is still high. They still have a 
minimum fl oor that they have to earn an 
appropriate return.” Steuerman added, 
“Not everyone has the same cost of capital. 
Lenders approach the market in terms of, 
what structure can I offer the market to 
maximize my yield? What is my advantage 
given my capital base?” 

“The Fed’s efforts 
are fi nally 
starting to pay 
off. All of the 
capital that has 
been injected 
into the system 
is starting to 
leak out. ” 

—Brent Burgess

Triangle Capital
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“BDCs probably have the best access to capital they’ve 
ever had,” observed Brent Burgess, chief investment 
offi cer at Triangle Capital. Burgess points to small retail 
bond issuances, “baby bonds,” as a potential game 
changer in the market. “What has been holding BDCs back 
is access to capital,” Burgess added. “The equity markets 
have been relatively open, but most BDCs are still trading 
around book value. With these small bond deals, BDCs 
can get leverage. There is no borrowing base. It is a much 
more attractive form of capital.”

Liquidity in the BDC market is also segmented, said survey 
participants, because of yield targets, which leads most 
players to higher-yielding mezzanine and unitranche term 
loans. Participants also see them orienting to a slightly 
riskier set of transactions. 

Banks
Surveyed lenders speak to ample liquidity in the bank 
market. “Everybody is looking for good loans. Loan 
demand from non-leveraged deals, particularly in the large 
corporate arena, has been weak. Bank balance sheets are 
shrinking,” offered Jeff Hastings at US Bank. “When there 
is a leveraged deal in the market, people are being pretty 
aggressive to get loan outstandings.” Steve Kuhn, a vice 
president in the Structured Finance Group at Fifth Third 
Bank, added, “Asset based volumes have not been as 
strong so banks are making more cash fl ow loans.” 

Some surveyed lenders characterize bank participation 
as more of a “controlled aggressive.” Banks are being 
aggressive for credits they like that are in their footprint. 
“I think banks are willing to take slightly lower coupons to 
capture opportunities that make sense from a relationship 
perspective, that probably have a lower risk profi le, 
and can generate the ancillary fee-based business that 
everybody wants,” observed Rich Jander at Maranon 
Capital. “There is a real focus on, does a transaction meet 
those requirements. If not, then they are not necessarily 
going to play. “We haven’t seen banks make much of a 
signifi cant move,” added Robert Radway, chief executive 
offi cer at NXT Capital. “Part of that could be the leveraged 
lending guidance that has come out, which will essentially 
change how leveraged loans are viewed from a capital 
standpoint. It is evolving and making its way through the 
system but probably won’t show up with any degree of 
certainty until next year as banks go through their safety 
and soundness exams.” Jamie Lewis at RBS Citizens 
commented, “The pro rata bank market is pretty robust. 
However, banks aren’t going to be chasing leverage.” 
Lewis added, “They will be more aggressive to defend 

In August 2012, MassMutual Financial Group, 
through its wholly-owned subsidiary Babson Capital 
Management LLC, announced it was re-entering 
the senior lending market. Babson will provide 
senior loans for sponsored as well as non-sponsored 
companies generating EBITDA of $10 to $50 million, 
with a sweet spot of $10 to 30 million. Selectively, 
Babson will review deals that are less than $10 million 
of EBITDA with the right relationships involved. 
Joining the team are Ian Fowler, Brian Baldwin and 
Mark Flessner, former lenders at Freeport Financial.  

Why is Babson making a re-entry to the middle 
market senior lending space?

We believe that right now the supply of capital is still 
limited as it relates to relationship lenders that are 
going to be constant in the marketplace. The stable 
sources of capital that exist today represents a fairly 
shallow group that can provide liquidity to the private 
equity fi rms that are looking to do middle market 
buyout transactions. Babson had been in the market 
since the mid 1990’s and only exited in the sale of 
Antares. MassMutual has committed signifi cant dollars 
to the space again.

Given the relative lack of depth in terms of 
transactions coming to market, it feels like it is a 
lot more competitive than it would be on a more 
normalized basis. If deal fl ow were to pick up, we 
believe there is adequate capital to get deals done, 
but it is not exceptional. There are a lot of lenders 
that have exited the cash fl ow market that we don’t 
expect to return or that are transitory and get out or 
come back in at the peaks. 

What are your capital deployment plans?

Given current supply and demand dynamics 
and uncertainty in the economic and political 
environment, what we don’t feel is pressure to put 
money to work. We are going to put the capital to 
work if we like the risk adjusted return. Right now 
it is about building a good diversifi ed book for our 
investor Mass Mutual. 

L E N D E R  N E W S

InIn AAugugusustt 20201212 MaMassssMuMututualal

L E N D E R  N

Brian Baldwin
Managing Director



Inside the Middle Market

11

Capacity

There is competition up and down the balance sheet for quality assets. Surveyed participants shared their views on 
how lenders are leveraging scale,  relationships, and niche to seek an advantage in a competitive market. 

“I don’t want to call them auctions for senior debt, but they are 
certainly beauty contests.”

“Every station in the middle market has trickled down. 
We have $5 to $10 billion private equity funds that 
are regular participants in auctions for $25 million of 
EBITDA. Those sponsors are using their fi repower to 
bid deals with no fi nancing contingency. The $25’s are 
going after the $15’s; the $15’s are going after the $10’s. 
You are seeing some ripple down effect even in the 
fi nancing markets. Everybody is looking for ways to use 
an advantage—products, cost of capital, relationships, 
industry knowledge—and staying away from places 
where they are not competitive.”
Andy Steuerman, Golub Capital

“Sponsors are looking for certainty to close. Having 
multiple products—having a unitranche option, having a 
senior stretch option, having a vanilla senior option—is a 
way lenders are competing.”
Jeff Kilrea, CIT Group 

“We’ll screen three different structures for any 
transaction and go back to the sponsor with a menu of 
what they would like. It is pretty common now that we’ll 
go out with multiple structure proposals for the same 
sponsor for a deal.”
Chris Williams, Madison Capital Funding

“There is a big effort on the part of lenders to offer hybrid 
solutions to maximixe yield.”
Andy Steuerman, Golub Capital

“Being in the market and having an invested portfolio 
versus being a new entrant is important. To the extent 
you are the incumbent lender, it is advantageous to have 
detailed knowledge of the business. It is repeat business 
with sponsors with whom you have established strong 
working relationships. I think successful players in the 
middle market are benefi ting right now if they have those 
factors going for them.”
Scott Turco, THL Credit Advisors

“Our incumbency status within particular portfolio 
companies that are sold from sponsor to sponsor has 
driven a lot of our M&A fi nancing activity. The ability 
to hold on to assets and continue to invest in those 
businesses going forward brings signifi cant value.”
Karen DeCastro, Ares Capital Corporation

“We look for opportunities where, either because of a 
relationship or our industry knowledge, we can be the 
lead or serve in a meaningful role in the transaction 
that drives us to structure or yield that isn’t exactly the 
skinniest part of the market.”
Howard Widra, MidCap Financial

“On one end of the middle market you have the more 
opportunistic lenders and on the other end you have the 
more market driven lenders, where there is continued 
fi erce competition for very clean credits. We play 
somewhere in between. We tend to focus on strong 
businesses that may have one bright lights issue that 
requires a little more diligence and deters the market 
driven lenders.”
Doug Goodwillie, Kayne Anderson Senior Credit Advisors

“We have an appetite for story credits—the story can 
be about the industry, some element of cyclicality, 
management challenges. That story keeps the opportunity 
from being one that ten lenders might want to work hard 
on or one that the sponsor doesn’t want to try to educate 
ten lenders on. They are healthy companies with a good 
story where we can add value through more creativity 
around structure or responsiveness to a time need. We 
generally don’t compete on the deals where the second, 
third, and fourth level issues are being negotiated.”
Allan Allweiss, LBC Credit Partners

“Smaller one-stop or mezzanine is still a good place to 
be. Banks are less willing to fi nance the more challenging 
credits, and they are going to be very methodical 
so speed to closing is an issue. If you partner with a 
mezzanine group, you can close faster and have an equity 
minded partner. That seems to be one differentiating 
factor that sponsors want.”    
Brian Schneider, Northstar Capital

“We see signifi cant value in specialization, by industry, 
where we bring in-depth knowledge in our healthcare and 
insurance and fi nancial services verticals, and through our 
new micro-cap initiative, which delivers capital solutions 
to the lower middle market.”
Chris Williams, Madison Capital Funding

DIFFERENTIATION
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what they have; however, I don’t think banks are going to 
go off the reservation from a risk perspective. I think they 
will continue their fl ight to quality and be more aggressive 
with the strong borrowers and be more dubious with some 
of the weaker borrowers.”

“It is such a mixed bag with the banks. Some tend to be 
relationship focused but not in a broad manner. More 
than that, they can get caught up in a lot of regulatory 
pressures that are either in existence today or expected to 
be coming,” commented Brian Baldwin at Babson Capital. 
“There are banks that are active and picking their spots, 
but we just don’t see the banks today like we saw them in 
the late 1990’s and again in the mid-2000’s.”

Recent regulatory guidance is expected to impact 
bank participation in middle market leveraged lending. 
Responses from participants in our survey are mixed, 
some saying that banks are not pulling back, with behavior 
suggestive of a wait and see approach, while others 
observe the guidelines being implemented in practice. 
“It is going to be an issue that is relevant 
in the market over the next year as banks 
evaluate the guidance and determine how 
to play in the leveraged fi nance market,” 
remarked Ryan Golding, a managing director 
at CapitalSource. “While it is intended to 
be guidance, regulators will be looking at 
portfolios and evaluating whether or not 
deals comply. Banks will have to be more 
systematic and cautious as deals will need to 
exhibit attributes consistent with proposed 
guidance.” Golding added, “The market has 
been somewhat aggressive lately and we 
expect some pullback as proposed guidance 
remains a factor.”

“The guidance limits senior and total leverage. 
I think the banks are anticipating that,” 
observed Rich Rodgers, a managing director 
at GE Capital. “We have seen some banks 
draw a hard line and say, we will not go above 
those limits because that is what we are 
anticipating the regulation to be. Other banks 
are saying, we will comply when it is fi nal.” 
“Most banks have had leveraged lending 
limitations based on some OCC declarations 
over the years. Twenty percent of capital 
is generally an accepted cap on leveraged 
lending. Many probably have been operating 
under that cap for a period of time,” remarked 
Jamie Lewis at RBS Citizens. 

“We have maintained a consistent approach in our 
underwriting criteria,” said Jeff Hastings at US Bank. 
“Institutionally, we are not pulling back.” “Generally 
speaking, the bank market remains open to leveraged 
deals. The new regulatory requirements are coming, 
and it appears that the large money center banks are 
starting to factor the new reserve requirements into their 
models. I don’t think it has trickled down beyond that 
yet,” commented Scott Reeds, a managing director at 
RBS Citizens. “Where we are today, banks are 100 percent 
playing in the market. Where they are not playing is in 
covenant-lite transactions,” Golding added. 

“Lenders will be anxious to put capital to work, but 
they will have the natural constraints of the credit side 
of the house which will then have the responsibility of 
keeping deals in compliance with the new regulatory 
environment and burdens,” observed Steve Gurgovits, 
chief executive offi cer at F.N.B. Capital Corporation. 
“The ying and yang that is typical in the lender credit 
discussions is defi nitely going to skew towards credit in 

this regulatory environment.” Gurgovits 
added, “The community banks, even ones 
that have a C&I presence, are getting 
squeezed, and the regulatory compliance 
burden is making it diffi cult for them 
to lend.” Gurgovits added, “There are 
going to be some “zombie” banks. They 
aren’t in trouble from a capital adequacy 
standpoint, but they aren’t in a position to 
expand. It is going to be diffi cult for the 
smaller banks to stay competitive and be a 
source of capital in the market.” Gurgovits 
believes the changing regulatory landscape 
will create a greater need for alternative 
capital solutions like mezzanine.

Lower Middle Market
Active lenders in the lower middle market 
say liquidity is improving, a function of 
the slower deal environment and as more 
lenders dedicate resources to focus on 
the small end of the deal market. Lenders 
recognize the apparent void of fi nancing 
options, particularly senior debt, to smaller 
companies and are looking to capitalize on 
a large and underserved market. 

“The ying and 
yang that is 
typical in the 
lender credit 
discussions 
is defi nitely 
going to skew 
towards credit 
in this regulatory 
environment.” 

—Steve Gurgovits

F.N.B. Capital 
Corporation
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get overly aggressive on cash fl ow or enterprise value 
fi nancing to lower middle market businesses.” “We are 
investing in high-quality companies that happen to be 
small. The companies are stable and growing. We don’t 
think we are taking on added risk because of company 
size,” added Ike Epley at Deerpath Capital Management. 
“There is a total void in marketplace.” Epley added, “As 
loan size gets larger, it is more competitive, which is why 
we have done very well in the $5 to $15 million EBITDA 
space. We can perform the analysis and look at the cash 
fl ow of the business and make good loans.” Deerpath 
Capital Management targets middle market companies 
with EBITDA between $2 and $20 million, with a typical 
loan size of $5 to 20 million.

In the slow M&A market, lenders are looking to put on 
volume and are dipping down from traditional minimum 
EBITDA thresholds. “Ten million is breaking down,” said 
Brent Burgess at Triangle Capital. “The hard line is closer 

to $7 or $8 million for many lenders today.” 
“There are a lot more players trying to deploy 
capital and are going outside where they 
traditionally have been playing. We are seeing 
some institutions that traditionally fi nance 
companies starting at $10 million of EBITDA 
dipping down to $5 million,” said Whit 
Edwards at BB&T Capital Partners Mezzanine. 
“You can earn slightly higher returns on the 
smaller companies, but it is a different risk 
appetite.” 

More lenders are willing to look at deals in 
the $5 to $10 million EBITDA space given the 
lack of demand in conventional C&I lending, 
said bank participants surveyed. “There is not 
enough deal fl ow and leverage multiples are 
still much higher on the larger deals, so there 
is some more fl exibility in the sub $10 million 
EBITDA space,” commented Jeff Hastings at 
US Bank. “Regional banks and superregional 
banks are participating more in that sub $10 
million EBITDA space than they did a couple 
of years ago. I would say there is probably 
more liquidity even from the beginning of 
the year.” “Lenders are very active and want 
to grow assets,” offered Steve Kuhn at Fifth 
Third Bank. “We see a lot more lenders at 
our bank meetings—banks and unitranche 
lenders. Sponsors are getting those deals 
fi nanced.” 

Capacity
Lower Middle Market (continued)

The competitive landscape includes regional banks 
and SBICs, select fi nance companies, and increasingly 
unitranche players, said lenders surveyed. Many lenders 
characterize liquidity as “spotty” with few lenders 
interested in fi nancing lower middle market opportunities. 
Mike Klofas, a managing director at Babson Capital holds 
a different view, “I would not call it spotty. We fi nance a 
lot of deals for companies with $7 million to $10 million 
of EBITDA. There is still a lot of capital for those deals. 
Sponsors are not having a hard time getting them done.” 
The senior fi nancing market is particularly challenging as 
you get closer to $5 million of EBITDA, as many banks are 
less willing to provide fi nancing on an uncollateralized or 
enterprise value basis. “Banks have different appetites, 
and the ones that are lending are being highly selective,” 
commented Ken Berryman, a director at CapitalSouth 
Partners. “If you fi nd one that wants to lend in that area, I 
would call it a buyer’s market for the bank.” 
With less depth of lenders, capital providers 
to the space are realizing the benefi ts of a 
less competitive market, speaking to better 
pricing and structures.  

“While the lower middle market is 
ineffi cient and there is no dominant 
provider, there are still lenders chasing 
those deals,” observed Joe Gaffi gan, 
president at TCF Capital Funding. Gaffi gan 
referenced the example of a recent cash 
fl ow fi nancing opportunity for a $2 million 
EBITDA company. The sponsor sent it to 
fi ve lenders and received three proposals. 
“If that was a $10 million EBITDA business, 
there would be 10 to 15 lenders you could 
go to. In the lower middle market, that 
number might only be fi ve.” This hit rate is 
still indicative of suffi cient depth to close 
the smaller quality deal.

“We focus on the lower middle market 
companies with EBITDA ranging between 
$3 million and $25 million. We feel 
that our expertise lends itself well to 
underwriting the enterprise value of these 
unique businesses,” offered Tom Aronson 
at Monroe Capital. “Many traditional 
commercial banks have been unable to 

“While the lower 
middle market 
is ineffi cient 
and there is 
no dominant 
provider, there 
are still lenders 
chasing those 
deals.” 

—Joe Gaffi gan

TCF Capital Funding
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Lower Middle Market (continued) 

Deal fl ow

Surveyed lenders catering to the small deal market speak 
to strong deal fl ow. “The lower middle market is extremely 
active, and we are seeing better quality of product. I 
don’t think there is a shortage of capital by any means,” 
commented Tim Clifford, president and CEO at Abacus 
Finance. “We are very busy. The busiest we’ve ever been,” 
offered Brian Schneider at Northstar Capital. “Deal fl ow 
has been strong in 2012. The tick up in deal activity comes 
on signs of recovery in the Southwest and Midwest and 
a notable uptick in the Southeast,” commented Ike Epley 
at Deerpath Capital Management. “We have basically 
doubled the size of our fi rm over the past six months. We 
opened two offi ces in Florida and Houston and expanded 
our business development and loan origination capabilities 
with the expectation to grow the business throughout 
the United States. We are excited about our business and 
growth in 2013.  We are very positive about the 
future.”

Adding On

Much of that lower middle market volume is 
being driven by sponsor add-on activity. Add-
on acquisition activity will reach an all-time 
high in 2012, accounting for nearly 50 percent 
of middle market buyouts, underscoring 
the role of small bolt-ons to create greater 
scale within portfolio companies. Some of 
the most active middle market lenders are 
accommodating sponsors and providing 
fi nancing for sub $10 million EBITDA 
businesses because they know it is going to 
add to a platform. “Select competitors will 
drop down and fi nance the $7 to $10 million 
EBITDA deal for the right acquisitive sponsor. 
We’d like to do that too,” said Jeff Kilrea at 
CIT Group. “You can fi nd some really nice 
platform acquisitions where sponsors get in 
early, and if we are in early, we can grow with 
the company as they make acquisitions and 
upsize our credit facility.” 

Robert Radway at NXT Capital commented, 
“It is all a function of the sponsor strategy. 
If there is a fairly clear path either through 
acquisition or organic growth to getting that 
company up in the $10 to $15 million EBITDA 
range, lenders are going to have interest.”

“We have started to focus on lower middle market 
opportunities, companies with $7 to $10 million of 
EBITDA. We are open to it, and it seems like many of our 
competitors have started to focus more of their time on 
opportunities below $10 million of EBITDA,” added Ryan 
Golding at CapitalSource. “It is less competitive and you 
will get more modest leverage and better credit packages. 
By getting in early with a company and sponsor, it 
presents the opportunity to grow with them over time.” 

Lender news

Mainstay middle market lenders are dedicating resources 
to grow their loan volume in the lower middle market. 
In March 2012, Madison Capital Funding launched a new 
initiative, lowering its EBITDA minimum to $3.5 million. 
Since the launch, the middle market lender has seen better 
than anticipated volume and has already closed a number 
of deals under $5 million of EBITDA, a welcome “surprise” 
said Chris Williams, a senior managing director at the 

fi rm. Madison Capital is an active lender to 
small companies, with roughly 20 percent 
of its portfolio sitting between $5 and $10 
million of EBITDA. “We thought it made 
sense to go down there, and it has proved 
out to be a good move,” Williams said. “It 
is refreshing for some of these sponsors 
that work in the lower middle market. 
Many of them have very good banking 
relationships, but it is nice for them to now 
have a fi nance company option that is 
willing to go down to that level.” Williams 
added, “There are a number of small 
companies that have good characteristics. 
Some are market leaders in their particular 
niche. Those are the types of businesses 
that we are trying to fi nd and hone in on.”

Madison’s primary competition is 
commercial banks, Williams said. “If a 
sponsor is trying to execute a build and 
grow strategy, it comes down to who is the 
commercial bank that the company 
has a relationship with, are they used to 
doing leveraged lending, and do they have 
the mindset to watch the company grow 
and continue to upsize the facility? When 
the bank is not willing to provide that 
solution, that is where we typically have 
success.”

“The lower 
middle market 
is extremely 
active, and 
we are seeing 
better quality of 
product. I don’t 
think there is 
a shortage of 
capital by any 
means.” 

—Tim Clifford

Abacus Finance
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Mezzanine

Lenders are seeing a continuation of conditions from a 
year ago—oversupply in the mezzanine market and a 
lack of suffi cient demand. The competitive dynamic is 
accelerating as senior lenders take on more leverage and 
the unitranche product continues to gain more traction. 
Lenders say they are fi ghting for every basis point in 
pricing that they are able to get, and for the average deal, 
they are nowhere close to a warrant, which is indicative 
of a hot market. And with interest rates low, opportunistic 
refi nancings and recaps are taking mezzanine out as 
borrowers pay down debt. “There is not a lot of new M&A, 
so we are getting much more of our sub debt repaid 
through refi nance—more during the last 12 to 18 months 
than we ever had in the history of the fi rm,” commented 
Mike Foster at Midwest Mezzanine Funds. “It is hand to 
hand combat out there because everybody is scratching 
and clawing for every deal they can fi nd,” said Ken 

Berryman at CapitalSouth Partners.  “We are 
trying to take deals to the sponsors that they 
may or may not have seen on their own. Even 
if they have, we are getting up to speed on 
it and proactively calling them and inviting 
ourselves into the transaction. That is the way 
to get business done these days. You’ve got 
to go fi nd it.”

With more senior debt availability, less 
mezzanine is needed to fi ll the capital 
structure. Mezzanine players say senior 
lenders are looking for yield and reaching a 
little deeper than they have historically and 
pushing the mezzanine back as attachment 
points. Where senior leverage before may 
have been 3.25x-3.5x, there are many lenders 
willing to stretch to 4x senior now, said 
survey participants. “There have been a few 
deals where the mezzanine has not been 
needed because the senior lender has been 
willing to stretch. They lend to a portion of 
the capital structure that would have been 
mezzanine in the last few years,” observed 
Preston Walsh, a partner at PNC Mezzanine 
Capital. “At the beginning of the year, we 
were seeing total leverage at 4.25x-4.5x.  
Now we are seeing 4.5x-5.0x. There is an 
additional quarter to half turn of pressure.”

Capacity
Lower Middle Market (continued)

Golub Capital is launching a targeted effort to serve lower 
middle market sponsors. The lender brought in Brian 
Crabb to spearhead the effort, who brings middle market 
lending experience most recently from Fifth Third. Crabb 
will be tasked with building relationships with traditional 
middle market sponsors plus sponsors who focus on 
companies with EBITDA of $5 to $10 million. “We have 
clients that will do a $25 million deal and they’ll do an 
$8 million. But there are those fi rms that will only do $8 
or $6 million. We’d like to help them. We think there is a 
void in the market there,” said Andy Steuerman. “And it 
is not new to us.” Golub got its start providing fi nancing 
for the $5 to $15 million EBITDA businesses, establishing 
historically profi table roots as a lender to the lower middle 
market. “This is a strategic initiative for Golub. We want 
to be able to take our capital and start with a $20 to $30 
million facility and stay with that company and grow to 
$100 million on our own.” The Northeast 
and Midwest regions will be in focus initially 
as Golub builds out the platform, with plans 
to hit the market aggressively. Steuerman 
said Golub will go at the market from a 
one-stop approach with its GOLD product. 
“That is our core product. If we are going 
to fi nance a deal, we are going to take the 
entire structure. We think for those size 
companies that would be very effective.” 

In June 2012, Crescent Capital Group 
announced the launch of a new lower 
middle market direct lending strategy, 
bringing in former lenders from HighPoint 
Capital Management, and will look to 
provide senior cash fl ow fi nancing to 
companies with EBITDA as low as $3 
million.

Less senior availability in the lower market 
creates more opportunities for mezzanine 
and unitranche providers. “That is the exact 
reason we are going there, because we can 
provide both,” Steuerman added.  

“It is hand to 
hand combat 
out there 
because 
everybody is 
scratching and 
clawing for 
every deal they 
can fi nd.” 

—Ken Berryman

CapitalSouth Partners
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Some mezzanine lenders are taking on more leverage as a 
point of differentiation. “The market says a one-stop is at 
5.5x, they will go to 6x. Mezzanine is taking an incremental 
half a turn,” commented Andy Steuerman at Golub Capital. 
“They are taking an educated guess. That is their basis for 
competition. They are ultimately taking on additional risk 
at the same time pricing is compressing,” Steuerman said, 
adding, “We are being a little more cautious in mezzanine. 
We think the multiples, pricing, and economic risk are 
higher relative to historical norms, so we are being more 
judicious in our screening.”

Lenders are fi nding it diffi cult to hold the line on pricing. 
With fewer deals, less of the pie is available for mezzanine. 
One way to differentiate is to lower the cash rate. “The 
12/3 structure isn’t really getting deals done anymore,” 
commented Mike Foster at Midwest Mezzanine Funds. 
“We make a conscientious decision to get paid for the 
risk, even if that means we lose a few deals,” offered Mike 
Klofas at Babson Capital. “If we lose a deal by 100 basis 
points at 12/1 or 12/1.5, it doesn’t feel good, but you need 
to draw the line somewhere.”

Unitranche

Unitranche continues to gain traction as an important 
fi nancing alternative in the middle market, with providers 
speaking to high demand for the loan product in the 
marketplace. “We have clearly seen the unitranche 
solution play a more obvious role than in years past. 
There are a handful of players that can write big tickets 
and they tend to be very aggressive when they want to,” 
commented Robert Radway at NXT Capital. “There is a 
point at which the unitranche market is too thin so that 
for deals that require $150 to $200 million of debt, you 
potentially run up against a ceiling in terms of either hold 
size or the number of participants that are willing to play.” 
“In certain market dynamics, the pricing starts to get 
unattractive,” added Andy Steuerman at Golub Capital. “In 
a normal market or in a down market, it is a phenomenal 
product. In an overheated market, it is still a great product 
for the middle market and lower middle market. It can 
become less attractive the larger the company gets.” 
Radway estimated unitranche might have represented 5 to 
10 percent of the market four or fi ve years ago. Today, he 
pegs that number closer to 20 to 25 percent.

In the lower middle market, where senior cash fl ow 
is one of the harder pieces of the capital structure to 
secure, unitranche debt has become a viable fi nancing 
solution. “We are able to speak for the senior most part 
of the capital structure all the way through an equity co-

investment piece. Not everyone is equipped to provide 
that type of fi nancing,” offered Tom Aronson at Monroe 
Capital. “We have a great niche. These are deals where 
the perceived risk is high but the actual risk is low. We can 
leverage our expertise and have the ability to roll up our 
sleeves to really understand those opportunities.” 

Mezzanine lenders are feeling greater competitive 
pressure as unitranche lenders move down market. “In 
the past, the sub $10 million EBITDA market was fairly 
protected with the senior/sub structure and small deal 
size. We are seeing unitranche lenders becoming more 
active in our segment of the market, in part because there 
is just not that much M&A activity,” commented Mike 
Foster at Midwest Mezzanine Funds. “There has also been 
a lot more refi nancing and dividend recap activity relative 
to M&A, more than there probably has ever been, which 
has helped them.” Foster added, “What is also helping 
is the pick up in dividend activity. Dividend recaps are 
typically not of interest to banks, which is facilitating more 
deal fl ow for unitranche lenders because they don’t face 
the same level of scrutiny. In a better market, I would 
expect that money to be more transitory in the lower end 
of the market.”  
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the recession, and they may have doubled or even tripled 
EBITDA and gotten back to what may be a high water 
mark in terms of their profi tability. Where does it go 
from here? And what do you pay for that? Do you price 
it off the last year, the last three years, or the fi ve-year 
average?” Berryman added, “Two years ago, I would have 
said cyclicals are looking bright, and it probably would 
have been a good time to buy those companies at a 
reasonable price. Now we are taking a hard look at end 
markets and being very careful with the cyclicals.”

Automotive is the oft-cited example, which has shown a 
sharp rebound post-downturn. “Smart lenders took a view 
in late 2009 and early 2010 and fi lled up their auto bucket 
of exposure. They’ve done very well over the last two 
years,” commented Doug Goodwillie, a managing director 
at Kayne Anderson Senior Credit Advisors. “Jumping in 
now, in an environment buoyed by sustained low interest 
rates and a strong recovery over the last two to three 

years, is a much different bet. There was a lot 
of pent-up demand, much of which has been 
satisfi ed. If you jump in head fi rst now, maybe 
you’ll be fi ne, but then you are fi nancing off of 
what may be peak numbers. I think the smart 
money made those loans in 2010.”

“As lenders, we are in an odd phenomenon. 
Many of the companies are enjoying nice 
rebounds. So the logical question becomes, 
is that growth sustainable in an economy 
where we have uncertainty over the next 
six months following the election and into 
2013?” commented Jeff Kilrea at CIT Group. 
“The companies may have improved from a 
quality and performance standpoint, but from 
a credit perspective, I look and say, is that 
growth sustainable? Can I lend on it? Can I 
leverage it?”

“The further we have gotten away from 
2008/2009, the less that period is being fully 
modeled into a profi le. The industry standard 
three-year look back period doesn’t start 
with 2007 so you can see the cyclicality,” 
offered Allan Allweiss at LBC Credit Partners. 
“Many companies demonstrated positive 
year-over-year trends beginning from 2010. 
There is an accepted notion that 2009 was 
the worst that could happen for generations. 

Company Performance
Performance is still strong for many middle market 
companies, but for some, the rate of growth, both in 
revenue and EBITDA, is slowing. Lenders spoke of 
softening performance for some businesses during the 
second half of 2012 but…”nothing dramatic,” in the words 
of one lender, with the slowing observed across multiple 
industries. For growth-oriented businesses, there is a 
reason—a new product, a new customer, changes in 
the regulatory environment or business model—that is 
allowing them to grow.

Cyclical businesses have rebounded and reached pre-
recession levels but are leveling out as the outlook for 
growth is muted. Companies have been able to win back 
share at the expense of weaker competitors that weren’t 
able to capitalize on the rebound but now to really grow 
need to invest. Some are waiting to make decisions to 
invest or pursue M&A due to the pending regulatory and 
political environment. Businesses are playing it fairly 
conservatively in terms of their growth 
strategies, many lenders agreed. “For 
some cyclical businesses, while we are not 
necessarily seeing declines, we’re seeing 
slower growth relative to where companies 
are budgeting. We are generally seeing 
fl at to low-single digit growth in these 
businesses,” commented Karen DeCastro at 
Ares Capital Corporation. 

“End markets that are seeing the most 
growth this year—automotive and 
aerospace are two examples—had to 
fall the farthest to get the growth. The 
“average” companies that are in more 
mundane industries are scrapping to get 
growth,” observed Preston Walsh at PNC 
Mezzanine Capital. “The real prevailing 
theme is if companies are not gaining 
market share they are not growing.”

“We are seeing good numbers from the 
cyclical industrial businesses, but we are 
looking at those and asking, where are 
they in the cycle? Does this represent the 
peak, or are we still climbing the growth 
portion of the cycle? That is the harder 
one to predict,” observed Ken Berryman at 
CapitalSouth Partners. “You see companies 
that are showing a positive trend following 

“Stable is good in this environment.”

“The real 
prevailing theme 
is if companies 
are not gaining 
market share 
they are not 
growing.” 

—Preston Walsh

PNC Mezzanine 
Capital
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When we were closer to it, we all felt we could fall back 
into it. The further we’ve gotten away from it, the more 
we realize that the next recession is not going to replicate 
2009. The tempering of multiples has fl ushed out with that 
acceptance.”

Broadly, lenders are paying close attention to businesses 
that have exposure to Europe. “We are seeing companies 
that have material operations overseas and performance 
is soft. They’ve either ended a sale process or downsized 
dividend expectations because of the weakness globally,” 
offered Jamie Lewis at RBS Citizens.

Future of U.S. manufacturing bright

The domestic economy is showing modestly positive 
trends and hinting at a resurgence in the manufacturing 
sector, which bodes well for lenders to middle market 
companies. “We are still seeing some reasonable growth 
in niche manufacturing, whether it is related to shale 
activity or less outsourcing to Asia,” observed Steve 
Gurgovits at F.N.B. Capital Corporation. “While reshoring 
is a longer-term trend, we are starting to 
see some initial signs of that taking place. 
However, it is becoming challenging for U.S. 
manufacturers to fi nd a steady skilled labor 
force, which will be a longer-term issue. 
Training programs need to be reemphasized 
and addressed particularly if we are going 
to be able to onshore more manufacturing 
going forward.” “We always say in rust we 
trust. In the core industrials space, we do 
feel there is a renaissance of manufacturing 
going on in the United States,” added Rich 
Rodgers at GE Capital. “For certain industries, 
it may no longer make sense for products to 
be manufactured in China, given rising labor 
rates, regulatory burdens, and the political 
climate. We do see manufacturing coming 
back to the United States, which is positive for 
the way we look at lending opportunities.”

Industry 

Lenders discussed how they approach sectors 
and dynamics that are infl uencing lending 
decisions. They are picking their spots carefully, 
taking into account cyclicality, regulatory 
changes, and the economic and political climate, 
which impact company performance. 

• Healthcare, IT and tech enabled services, 
and software cited for strong year-over-year 
growth.

• Business services, valued-added distribution, and 
niche manufacturing are still attractive. Greater 
scrutiny of manufacturing end markets.

• Healthcare is a wait-and-see for some lenders. 
Companies must have good visibility into any 
reimbursement changes. For businesses with 
reimbursement risk, lenders are performing 
more rigorous due diligence. They are selecting 
opportunities carefully and collaborating with 
healthcare-focused sponsors that know how to 
navigate the regulatory environment. 

• Construction, automotive, and real estate remain 
“yellow light, red light” industries.  

• Greater scrutiny around defense and government 
contracting—sectors on the fi scal cliff budget list. 

• Building products still unattractive as a credit play. 
There is a sense that the market has bottomed but no 
measurable uptick. 

• For profi t secondary education remains out of favor 
with legislative issues in fl ux.

• Oil and gas seeing strong growth, l enders 
proceeding with caution.

“We have seen an increase in deal fl ow 
recently in the oil and gas and fracking 
space. Many of these businesses are 
experiencing a tremendous amount of 
growth over the last 12 months, and the 
owners are looking to either sell or take 
a dividend prior to the end of the year,” 
offered Tom Aronson at Monroe Capital. “As 
we evaluate these businesses, we continue 
to look at the strength of the management 
team and sustainability of the recent growth 
in EBITDA. It is diffi cult to underwrite 
companies that are not diversifi ed and are 
highly dependable on the cyclical nature 
of the oil and gas business.” “One of our 
specialties is oilfi eld services. That market 
has continued to be very active with all 
of the shale plays throughout the United 
States. We are seeing a lot of activity,” 
commented Ike Epley at Deerpath Capital 
Management. We are taking a measured 
approach and lending to companies with a 
long history. Many of the good businesses 
have just gotten better. We believe trends 
will continue to be strong for a signifi cant 
period of time.”

“In the core 
industrials 
space, we do 
feel there is a 
renaissance of 
manufacturing 
going on in the 
United States.” 

—Rich Rodgers

GE Capital
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• Technology, Healthcare, Business Services: 8x-10x+;  
light capex, unique niche. 

Observations shared by lenders illustrate these themes 
and underscore the almost “frenetic” appetite in the 
market as capital looks to be deployed:

“We are routinely seeing EBITDA multiples north of 6x-7x 
and some as high as 8x-9x. Strategics are coming in at 
even higher valuations. These are companies that proved 
some economic resilience from the downturn. They may 
not be higher growth, but because there are a fi nite 
number of good properties, the auction processes for 
these companies are highly competitive. So the valuations 
just tend to go up. I frequently hear from sponsors, we 
really liked the company but we were outbid by a turn, a 
turn and a half.”

Stephen Krawchuk Crystal Financial 

“Anything of quality that is in the auction format is selling 
for at least 7x.”
Brian Baldwin, Babson Capital

“Some deals are getting done because buyers are paying 
the perfect price for them. The businesses may not be 
growing tremendously but because of their recurring 
revenue and free cash fl ow characteristics, some buyers 
are willing to pay that perfect price for those good 
businesses. They may even stretch a little bit.”

Scott Reeds, RBS Citizens

“For many years, we have been providing senior cash 
fl ow fi nancing in the lower middle market for companies 
with EBITDA of $2 to $6 million almost always for roughly 
4x–6x purchase price multiples, but now all of the excess 
equity capital has moved the multiples up fi rmly to 5x-
7x, even 8x for stellar growers. Interestingly, I don’t think 
we have seen senior debt multiples move up much, but 
we have seen higher total funded debt and larger equity 
contributions for these deals. That purchase price multiple 
increase is a massive change for the lower middle 
market.”

Joe Gaffi gan, TCF Capital Funding

“For an A+ business, 9x-10x is the multiple. For everything 
else, it seems to be at least 7x.”

Brent Burgess, Triangle Capital

Valuation
Valuations remain elevated as capital, both equity and 
debt, chases scarce deal fl ow. Competition for assets 
is propping up purchase multiples, with key themes 
resonating in the market:

• Clear bifurcation in the market for quality. 

• Premium multiples assigned to size, industry, and 
growth. 

• Stability also fetching a premium: recurring revenue, 
sustainability of EBITDA. The greater the stability and 
predictability of company performance, the stickier 
the multiple. 

• Buyer seller disconnect with sizable bid ask spread 
in the market. Dynamic is being fueled by several 
factors: market uncertainty, company performance, 
and “lofty” valuation expectations. Valuation issues 
causing some sale processes to morph into dividends. 

Perception  of quality is highly subjective and takes 
into account company and industry dynamics and 
the leverageability of a business. Despite having an 
abundance of dry powder, sponsors and lenders are 
discerning and asset selectivity has never been more 
pronounced in the current market. Lender-defi ned, high 
quality would generally mean size and share of market, 
growth, diverse customer and supplier base, EBITDA 
margins of 15 percent-plus which refl ect high value-
add, high free cash fl ow, and low capex. Lenders assign 
a higher weighting to sustainability of EBITDA than to 
growth. “Once you start to meet all of those check marks, 
you have a pretty interesting business on your hands as 
a seller, and if you are a sponsor trying to fi nance that 
type of opportunity, you have a lot of lenders beating 
down your door,” commented Rich Jander at Maranon 
Capital. “We are seeing a range of 8x-10x for high-quality 
businesses.”

EBITDA size is a measure of stability, and there continues 
to be premium for larger companies. A breakpoint at $10 
million equates to a half a turn in purchase price multiple 
and above $20 million, an additional half turn. 

By Industry, broadly-defi ned:

• Manufacturing and distribution: 5x-7x, if cyclical, low 
tech, or heavy capex will fall at lower end of range; 
unique niche at higher end. 
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“It still seems to be a seller’s market. We are seeing a lot of 
7x-8x purchase multiples for businesses. If it is a business 
with good historical growth and good prospects for future 
growth, it will trade above 8x.”

Chris Williams, Madison Capital Funding 

“We are seeing valuations for really good companies 
between 7x and 10x. Deals that would traditionally trade for 
6x-6.5x trade for 7x-7.5x. Some of it is scarcity, and some 
of it is the amount of capital chasing these deals. If it is a 
recurring revenue stream, lenders are willing to lend more 
and at a lower cost of capital, which helps drive up the 
potential return for equity so they can afford to pay more.”

Whit Edwards, BB&T Capital Partners Mezzanine

“Companies that are less cyclical at least based on 
performance through the 2008-2009 time period, where 
you saw very modest declines in topline and EBITDA 
generation and a reasonably good chance of continued 
growth, purchase price multiples are ranging from 8x-10x. 
For more cyclical companies, there is more restraint, and 
you are seeing multiples in the 6x-7x range.”

Robert Radway, NXT Capital 

On Growth: 
“We have seen a barbell effect in purchase price multiples.
On one end are the companies that are trading less than 6x 
due to various business risks, not much in the 6x-7x range 
and usually much more than 7x for companies with strong 
fundamentals and visibility on strong growth. This has been 
good for our business as we are a very 
patient investor and can be a good 
partner, especially in those situations 
where there is a lower purchase price 
and some work that needs to be done.”

Brian Schneider, Northstar Capital

“Buyers still have to pay up for growth. I recently looked at 
two businesses showing strong organic growth, which begs 
the question off what EBITDA should you be buying or 
leveraging this business? In these situations, the companies 
more than tripled their earnings over the last year. The 
sponsor and lender are wrestling with what EBITDA to 
underwrite and what growth to give them credit for.”

Scott Turco, THL Credit Advisors

“One very successful lower middle market sponsor told 
me that he won’t look at an opportunity that trades below 
7x EBITDA because the implied message is the company 
is not growing fast enough. They just aren’t interested in 
modest growth deals.”

Joe Gaffi gan, TCF Capital Funding  

“Companies that performed through the downturn and 
continue to exhibit growth—growth in the mid to high 
single digits or more—and where buyers aren’t questioning 
the growth have a lot of people competing for them, so 
they are getting bid up to multiples of 8x or more. They 
are not the companies bumping along at 2 to 3 percent 
growth.” 

Ira Kreft, RBS Citizens Business Capital 

On Value: 
“Sponsors that are more apt to fi x or add-on, those 
valuations are typically in the 5x-7x range. They are good 
businesses with one or two issues or they operate in an 
industry without substantial growth prospects.”

Doug Goodwillie, Kayne Anderson Senior Credit Advisors

Source: Standard & Poors LCD.*NOTE:  Data not reported due to limited number of observations for period.

Purchase Price Multiples in Middle Market LBO Transactions 
EBITDA Valuation Multiples by Transaction Size

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
Oct-
12

<$250 million 5.9x 5.8x 6.4x 6.8x 7.5x 7.2x 8.3x 6.5x 6.6x 6.3x

$250-$499 million 6.3x 6.8x 6.7x 6.9x 8.0x 8.1x 8.5x 8.2x 8.0x 8.0x 7.5x

$500 million+ 6.4x 6.7x 6.9x 7.5x 8.4x 8.5x 9.9x 9.4x 7.5x 8.5x 9.1x 8.4x

4.0x

5.0x

6.0x

7.0x

8.0x

9.0x

10.0x

11.0x

NA*

NA* NA* NA*

NA*

NA*
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Highlights :

Change from Q1 ’12:

 

• Senior debt and total debt multiple creep 

a quarter turn on both sides.

• Senior spreads have tightened 25-50 basis 

points. 

• Libor fl oors have come in 25 basis points 

but still prevalent in majority of deals. 

EBITDA below $10 million
Broadly, multiples dial back a quarter to a 

half turn in leverage when you dip below $10 

million in EBITDA, surveyed lenders said. There 

is variability in the senior leverage number 

and can range anywhere from 2x to 3.75x 

depending on the credit profi le. 

Liquidity in the lower middle market is 

segmented into three pockets with funding 

model dictating pricing and terms: banks, 

fi nance companies, and one-stop providers 

and BDCs. “In the lower middle market 

as I defi ne it, $3 to $15 million of EBITDA, 

predominantly below $10 million, liquidity is 

coming not so much from the banks but from 

fi nance companies that are coming down 

market in order to deploy capital,” Clifford 

said. “It is still hit or miss.”  

“Banks are typically lower cost, lower 

leverage, and provide a little less fl exibility 

on amortization. Participants include banks 

in regional pockets and three or four national 

players that are aggressively pricing the deals, 

both spread pricing and Libor fl oors,” Clifford 

said. “Banks have had a higher appetite for 

leverage, selectively going up to 3x-3.5x for 

the right opportunities.”

Terms and Structure

“Everything is on the table.”

EBITDA between $10 million and $25 million

EBITDA below $10 million

Survey of Capital Providers
Leverage Multiples (Debt to EBITDA)

Median Senior Debt:   2.8x
Median Total Debt:      3.8x

Median Senior Debt:   3.5x
Median Total Debt:      4.8x

Source: BGL Research.
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“If a senior lender fi nds something that hits their strike 

zone or is already in their portfolio, they are going to be 

very aggressive with leverage and pricing. For a stable 

business with good cash fl ows, rather than putting on 

2.25x or 2.5x leverage, senior lenders will put on 3x 

leverage or more if it is something their credit committee 

is familiar with,” offered Brian Schneider at Northstar 

Capital. 

Finance companies have shown a concentrated effort to 

come down market in 2012. “We have seen them active 

at as low as $3.5 to $4.0 million of EBITDA,” offered Tim 

Clifford at Abacus Finance. “We did not see that last year. 

They are defi nitely coming more down market.” Finance 

companies will have a slightly higher cost of capital but 

will be more aggressive on amortization and leverage. 

Above the fi nance companies are one-stop providers, 

which is a higher leverage and higher cost of capital 

solution. 

Leverage and Pricing

Senior leverage steps up a half turn at each gradation. 

As leverage goes up you lose lenders and pricing goes 

up 50 to 100 basis points. “Although pricing is based on 

risk assessment, the capital provider’s source of funding 

dictates the pricing model and risk appetite,” Clifford 

commented. 

Banks
Senior leverage of 3.25x and below. Pricing will range 

from L+350-500 with fl oor of zero to 1 percent. A tighter 

band puts senior leverage under 3x, usually somewhere in 

a range of 2x-3x and total leverage of 3x-4x. If there are 

more assets on a deal, it is more competitive on spread 

pricing and Libor fl oors. 

Finance companies

Senior leverage of 3.25x-3.75x. For the very clean credits, 

lenders will go up to 4x senior. Spreads of L+500-600, 

most at L+500-550, with a 125 to 150 basis point fl oor.

Unitranche
Leverage for a unitranche facility is generally matching 

the leverage level on a comparable senior mezzanine 

execution, typically between 3.75-4.25x; all-in rate of 10-12 

percent.

Leverage on a stretch senior generally can be in the range 

of 3.25x to 3.75x.

Below $5 million of EBITDA
Senior leverage below 3x. Total leverage of 3x-3.75x or 

less. “You may fi nd that below $5 million all you can do is 

mezzanine,” said Whit Edwards at BB&T Capital Partners 

Mezzanine. “You may fi nd senior at 1.5x because that is 

all the assets can support, or you might have assets there 

and do all senior.”

Acquisition Financing Trends

Leverage Equity Contribution

Source: Standard & Poors LCD.
Middle market enterprise values between $25 million and $500 million.

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Oct-12

Senior Debt/EBITDA 2.7x 3.1x 2.8x 3.0x 3.5x 3.6x 4.0x 3.1x 2.6x 3.2x 3.9x 3.8x

Total Debt/EBITDA 3.4x 3.7x 3.8x 4.3x 4.8x 4.8x 5.4x 4.1x 3.6x 4.1x 4.3x 4.3x

2.0x

3.0x

4.0x

5.0x

6.0x

Senior Debt/EBITDA Total Debt/EBITDA

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Oct-12

Equity Contribution 42% 42% 43% 39% 37% 38% 35% 46% 51% 47% 43% 41%
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Terms and Structure
For EBITDA of $6 million and below, a seller note might 

take the place of institutional mezzanine. Some lenders 

saw seller notes used with increasing frequency in 2012, 

as a way of bridging a valuation gap and helping the seller 

place the sale proceeds. 

EBITDA between $10 million and $25 million

Leverage and Pricing

Leverage
Leverage on a “middle of the strike zone company” can 

look like 3.0x-3.5x senior and 4.5x-5.0x total. Lenders 

say that for the best credits, 3.5x/5x-5.5x is a common 

structure today. At the larger end of the EBITDA scale 

(EBITDA above $20 million), some deals are getting 

done at 4x/6x structures. Leverage on a senior stretch 

execution is roughly a half turn less than the total leverage 

on a comparable senior mezzanine execution. 

Pricing
Middle market senior spreads tightened from Q1 ‘12 by 25 

basis points. Senior pricing will range from L+350-500 

with a Libor fl oor of zero to 125 basis points. Lenders say 

most institutional senior is pricing at L+500. Bank pricing 

typically will come in at the lower of that range (100-150 

basis points lower than the institutional spread) typically 

with no Libor fl oor. Stretch senior is pricing with a 50-75 

basis point premium. “Tougher” deals with more diligence 

factors are pricing in the L+650-950 range. Senior 

leverage is 3x or less.

“It is extremely competitive for the best credits,” 

commented Jeff Hastings at US Bank. “You can see below 

market pricing by as much as 200 to 250 basis points 

from regional banks. If regional banks 18 months ago were 

at L+550, you are seeing some banks quoting L+350-

375 on the same type of transaction today. The mainstay 

middle market lenders are staying disciplined.” Hastings 

added, “We are trying to, but when there is a really nice 

deal in the market, you are seeing some pretty aggressive 

pricing and structures being offered.” 

“If it is a lower levered transaction, banks can be very 

aggressive. We have seen spreads be 200 basis points 

lower than market based on a lower leverage profi le, in 

footprint company or sponsor, and deal size that doesn’t 

require a large group of participants, so typically less than 

$30 million of senior debt so they can do it on their own 

or with perhaps one other senior lender.” 

EBITDA above $25 million
Senior leverage of 4x or more and total leverage of 

5.5x–5.75x with pricing in the L+400’s.

Unitranche
Leverage for a unitranche facility is generally matching 

the leverage level on a comparable senior mezzanine 

execution and typically falls between 4.5x-5.5x. 

Unitranche structures are pricing at all-in rates of 8.5-10 

percent depending on size and credit profi le. 

Second Lien
Second lien has opened up in the current market 

conditions. Pricing is 400 basis points wider than the fi rst 

lien, at 9.75-10.25 percent on 5-5.5x leverage. Facilities are 

used when EBITDA size exceeds $20 to $30 million, said 

lenders surveyed. 

Mezzanine

Pricing is compressing. Surveyed lenders say that the 14% 
fl oor is breaking down, with more data points below 14% 
now. In the smaller deals, it is more diffi cult to get 15%; 
14% is the new norm (12% cash and 2% PIK). There is more 
pressure on cash coupons, with lenders seeing more 11/2 
and 11/3 structures. Pricing goes up when quality goes 
down. 

• EBITDA below $10 million - 12-13% with 2-3% PIK 

• EBITDA between $10 and $25 million - 11-13% with 

1-2% PIK

• EBITDA above $25 million - 11-12% with 1.5-2.5% PIK

Warrants are nonexistent in sponsored deals, said the 
majority of lenders surveyed. Some lenders say they are 
seeing warrants in smaller deals and in situations where 
there is a story with the company or the capital structure. 
“Now it is hit or miss even in the smaller deals,” said Mike 
Klofas of Babson Capital. “It used to be that the smaller 
deals always had a higher return profi le with a warrant 
component as part of the return. Now we don’t get them 
all the time. There are a lot of smaller mezzanine fi rms out 
there that have smaller sized funds chasing these deals.”
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Equity

Equity contribution still remains at healthy levels. Sponsors 
are putting in equity checks, 40 to 50 percent in some 
cases, to compensate for full valuation multiples being 
paid. Data from Standard & Poors Leverage Commentary 
& Data shows a declining trend in sponsor equity 
contribution, falling to 40 percent through October, the 
lowest level since 2007.  

Lower middle market lenders typically look for 40 to 45 
percent, which is a combination of both new equity (~30 
percent) and rollover equity (~10 to 15 percent). Most 
sponsors will require seller rollover as a condition, which 
can range from 5 to 20 percent of the deal. 

Terms

Scarcity of deals means lenders are competing on all 
points to win deals, moving from structure and pricing 
to loosening terms in the credit agreement. The most 
aggressive behavior has been evidenced in the large 
market, with many surveyed lenders citing a return to 
2007. The traditional and lower middle market remain 
largely cushioned, however, lenders speak of some 
fi ltering down, particularly for the cleanest deals in a 
hyper competitive market. “For the very good credits, we 
are seeing lenders do what they have to do to win deals, 
whether it is slightly looser covenants, living with lower 
fi xed charge coverage, net leverage concepts, wider 
acquisition baskets, etc. They don’t want to lose the deal 
over digging in on one-off terms,” commented Scott 
Reeds at RBS Citizens.

Large market asks

• Larger cushions, routinely in 30% range, maybe as 
high as 50% in some cases

• Covenant-lite (excludes banks and tougher credits)

• PIK toggle

• Incremental facilities

• Equity cures 

• Net leverage tests 

Lenders have observed some fi ltering down to deals in the 
traditional middle market. The larger the private equity 
fund and the closer they get to the larger market, the 
more they are trying to bring larger market terms to the 
middle market, said participants surveyed. “Some of the 
structures that a $700 million deal could command are 
now being asked for in the $200 million deal,” commented 

Rich Rodgers at GE Capital. “We have seen those 
aggressive structures come down market and come down 
signifi cantly.” 

Traditional market asks

• Covenant-lite creep

• Equity cures 

• Amortization (examples): Term A (5%) and B (1%); 
Bank - 10% is now as low as 5%, maybe even 2.5% 

Structures in the lower middle market are under pressure 
but maintaining, said lenders surveyed. “I don’t feel like 
we have to give more away to get business,” said one 
mezzanine lender we interviewed. “The credit cultures 
are pretty sanguine. Lenders are keeping some discipline 
in the credit markets right now. They are not doing 
anything crazy, especially in the s maller deals,” remarked 
Brian Schneider at Northstar Capital. Some participants 
indicated that structures for the $10 to $20 million EBITDA 
companies are beginning to bleed down to the $8 EBITDA 
level, sometimes $7 million. 

Lower market asks

• Push back on fl oors 

• Aggressive amortization - Driven by the commercial 
fi nance companies with either 1% to 5%. Remains a 
differentiated line item when comparing term sheets. 

• More reliance on excess cash fl ow recapture

• Less restrictive baskets

Holds

High holds are being used as a differentiator and shrinking 
the bank groups in transactions. Lenders are putting 
larger hold levels on the table either to win transactions, 
or because there is so much liquidity, put capital out the 
door, lenders told us. “It is defensive in that the more you 
speak for, the greater the chance you might win or have a 
more meaningful role in the mandate,” commented Jamie 
Lewis at RBS Citizens.  

Lenders in the lower middle market are also feeling the 
impact. “As purchase price multiples increase, leverage 
often increases, and if the strategy is to take a leadership 
role, hold position is becoming a more critical factor,” 
commented Tim Clifford at Abacus Finance. “Our average 
hold position has defi nitely creeped this year.” Clifford 
added, “One’s success factor is your funding model—the 
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Terms and Structure
source and stability of your capital, the cost of that capital, 
and your credit quality. You just can’t make mistakes.” 

Today, fi nance companies are typically holding $40 to 
$50 million and the active banks, $35 to $40 million. These 
hold levels are up from $25 to $30 million cited earlier in 
the year. “Take a $75 or $100 million transaction, there 
are a handful of lenders that can speak to a $50 to $60 
million hold. That provides much greater certainty in terms 
of the execution for the sponsor. It is one way of creating 
competitive differentiation,” offered Robert Radway at 
NXT Capital. “The lenders that have captive distribution or 
captive syndication capabilities have the ability to speak 
for a much larger portion of a deal which tends to give 
that lender an advantage in terms of winning the lead 
mandate.” As you move up in transaction size, lenders are 
competing at a level where they need to hold much larger 
tickets—$50 to $70 million in on e transaction, said lenders 
surveyed. “The lenders fi nancing clean $25 million EBITDA 
businesses often hold $75 to $100 million in order to win a 
deal,” added Doug Goodwillie at Kayne Anderson Senior 
Credit Advisors.

“The middle market is an attractive space right now, and 
loan investors want to get into the market to put some 
assets to work there. Third party asset management 
vehicles are a means to accomplish that. Because we and 
a handful of others have these special purpose vehicles, 
we are able to take larger hold sizes,” commented Chris 
Williams at Madison Capital Funding.

“We have been very fortunate in our fund raising efforts 
and now have the ability to hold up to $150 million by 
ourselves without taxing any of our diversifi cation limits. 
And for an above-average credit, if we want to we can 
go higher,” offered Andy Steuerman at Golub Capital. 
“It is not every deal that we want to hold $75 million just 
because we can. In a portfolio theory, you’d rather hold 
less, but if it is a credit you’re really excited about you 
want to hold more. You have the capacity to do more. 
That is where the market is going.” Steuerman added, 
“We are calling it an arms race. Years ago you had a lead 
arranger who held $35 million and sold $115 million. Today, 
you have three lenders who want to hold $75 million and 
all take $50. There are fi ve or six of those lenders, and 
it is every deal.” Williams added, “There are fewer spots 
at the table now. Lenders that don’t have the strong 
relationships with the sponsors, that don’t have the ability 

to sit at the table at the eleventh hour and push for the 
lead because they don’t have the larger hold size, they are 
getting squeezed out now.”

“That dynamic is evolving very quickly. You are going to 
have the “haves” and “have-nots” in the middle market 
fi nancing space, and over time it is going to move some 
lenders out of the market. Ultimately, the larger hold sizes 
may eliminate retail distribution in the middle market,” 
Steuerman said.

In response, banks are reacting in kind, and for deals 
they like they will commit to big checks, said some bank 
participants surveyed. “It is specifi c to the institution 
and the transaction. On a $100 million facility, it is not 
uncommon to fi nd a bank holding $30 to $40 million,” 
said Jamie Lewis at RBS Citizens. “The more conservative 
the deal, the more the banks will hold. If the banks really 
like the deal and the leverage is reasonable, you will see 
banks holding a lot more than they would have 12 to 18 
months ago.” 

On club deals, many banks are stepping up and trying to 
do them as one bank deals, said lenders we surveyed. “In 
what would historically have been a two- or three-bank 
deal, we are trying to hold all or the majority ourselves,” 
offered Jeff Hastings at US Bank. “We have seen a 
dramatic hold level increase at just about every strong 
banking institution across the country. Those banks are 
looking to pick up solid loan outstandings in the event 
that the company is a borrower or to take over a one-
bank deal hoping to bring ancillary products in-house.” 
Hastings added, “US Bank is a classic example. If we were 
comfortable at $40 million three to fi ve years ago, we are 
comfortable at $100 million today. We are seeing that 
behavior out of the small regional banks, where they may 
have been comfortable before at $25 million and now are 
holding $50 million.”

Some survey participants expect the new bank regulatory 
guidelines will make it more diffi cult for banks to 
participate in this space. “The last thing they want to do 
is start taking larger hold sizes and putting more scrutiny 
onto their balance sheet,” Williams said. “Banks have 
historical ways that they have managed credit risk. It is 
very diffi cult for a bank with a historical hold position of 
$25 million to go to $50 million,” added Andy Steuerman 
at Golub Capital.
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“Scale and larger hold sizes represent a competitive 
advantage,” commented Karen DeCastro at Ares Capital 
Corporation, “particularly in times when the syndicated 
loan markets are weak. A buy and hold lender can provide 
fi nancing certainty. In addition, in club deals, sponsors 
know who their fi nancing partners are, whereas in a 
syndicated deal, paper could potentially get in the wrong 
hands.”

Underwriting

Lenders say there is a greater appetite for underwriting. 
The market is more predictable and more liquid, so the 
ability to underwrite and then syndicate concurrent with 
close or post close is an easier exercise today than a year 
ago. The need for a syndication depends on the sponsor 
and on the transaction. 

Surveyed lenders peg the facility size at $200 million 
beyond which an underwritten facility is needed. Others 
peg it closer to $100 million. “The middle market still tends 
to be a clubbed market with some modest underwriting 
backstop if need be,” said Brian Baldwin at Babson Capital. 
“I think sponsors realize how sophisticated the markets 
are and how aggressive lending can be and will want to 
put the deal together in the most effi cient way possible to 
expose the borrower to the least amount of fl ex possible.” 
Baldwin added, “A middle market private equity fi rm likely 
has three or four very good lending relationships. If it is a 
$100 million deal, they are going to pick a lead and tell the 
lead who to take the deal to. In those instances, no one 
is taking underwriting risk. Beyond $100 million is where 
lenders are either going to take underwriting risk or they 
are going to take unnatural hold sizes.” 

“Sponsors typically want to have a letter to share with 
the seller showing that they have committed funds. It is 
diffi cult to get a club put together in advance of that fi nal 
bid being made,” commented Steve Robinson, a managing 
director at GE Antares Capital. “Usually the sponsors rely 
on one or a few lenders to provide the commitment letter 
for a fully underwritten deal. In about 75 percent of our 
deals, we are issuing letters to underwrite the deal.”

“To the extent an underwriter is committing to an amount 
in excess of its target hold, there continues to be pricing 
fl ex in these deals. Banks and lending institutions whose 
primary goal is to distribute and make fees require pricing 
fl ex in order to protect the balance sheet and ensure 
a successful syndication,” DeCastro said. “However, a 
buy and hold investor who can underwrite and hold 
the entire debt facility can provide a fi nancing with no 
pricing fl ex. This provides both certainty of close and 
pricing, removing the uncertainty and risk of a weakening 
fi nancing market between the time of commitment to 
closing.” 
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the fi scal cliff, the debt ceiling, which would translate into 

a correction in the loan market,” commented Stephen 

Krawchuk at Crystal Financial. 

Staying the course also means more regulation on banks 

and businesses. 

On Deal Flow

Lenders are anticipating a fairly static environment with 

2013 looking a lot like 2012. A less than robust M&A 

pipeline portends a slow start to the year, but there is 

cautious optimism that pent-up demand from private 

equity dollars and companies will be unleashed and 

create deal fl ow. If the markets continue on their current 

trajectory, the level of opportunistic refi nancing and 

recap activity is expected to continue. “The private equity 

community still has a great deal of capital 

to deploy and a fi nite timeframe in which 

to deploy it. The sponsors have to buy,” 

observed Krawchuk.

“The core basics are there are 6,000 sponsor-

backed companies that in theory should be 

in the window for sale, and all this liquidity 

in the marketplace that at some point has to 

give. We have been saying the same thing for 

the last 18 months and it hasn’t materialized,” 

commented Jamie Lewis at RBS Citizens. 

“There will be a need to sell to realize returns. 

There will be a need to put money to work in 

terms of existing dry powder, and with any 

kind of economic improvement, I think you 

will see fl ow pick up again fairly substantially,” 

added Robert Radway at NXT Capital.

Rich Jander at Maranon Capital observed, 

“Maybe it just becomes more of a market that 

works on fundamentals as opposed to being 

whipsawed by external events like an election 

or tax changes. There are 200,000 businesses 

that fall into the middle market; a good 

number of those businesses are with families 

or owners who will have a need to transact. 

Private equity will have a need to transact 

because they need to raise the next fund or 

Outlook
On Uncertainty

Uncertainty—whether it is in the economy, the regulatory 

landscape, Europe, Asia, deal fl ow —is on lenders’ minds 

looking out to 2013.  The biggest concern, said survey 

participants, is political uncertainty and the fi scal cliff.  

All have the potential to quell deal activity. “A lot will 

depend on what happens with the political environment 

and how the “fi scal cliff” is dealt with. I think it is creating 

uncertainty on a lot of people’s minds as to where to 

be aggressive and when. That will be a key driver of 

expectations for 2013,” offered Robert Radway at NXT 

Capital. “If there is resolution or at least the promise 

of resolution and people believe it will happen, I think 

you will see confi dence be greater and people will be 

more aggressive. And that will lead to a better overall 

environment for sponsors and lenders alike.” Having some 

level of certainty around the fi scal cliff 

and the outlook for taxes and policy will 

help free up some demand for M&A and 

fi nancing opportunities. Private business 

owners and private equity fi rms can 

move on and make decisions about their 

companies.  

With the election results tallied, lenders 

agree that staying the course means more 

of what we’ve seen over the last two years, 

commented Ken Berryman at CapitalSouth 

Partners, “…not a contraction or a decline, 

just more of the same.” Lenders are hoping 

for a continued thawing of the economy 

but are forecasting muted growth. “We are 

not incredibly optimistic about economic 

growth in the U.S. next year. Our projection 

cases aren’t running anything that would 

exceed 2 or 3 percent,” remarked Rich 

Jander at Maranon Capital. 

Despite showing some modestly positive 

signals, the U.S. economy is not “out of the 

woods.” “I don’t think the U.S. economy 

has reached an escape velocity from the 

possibility of a correction. It would only 

take something, the European debt crisis, 

“There will be a 
need to sell to 
realize returns. 
There will be 
a need to put 
money to work 
in terms of 
existing dry 
powder, and 
with any kind 
of economic 
improvement, 
I think you will 
see fl ow pick 
up again fairly 
substantially.” 

—Robert Radway

NXT Capital
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because they need to put what remains in the current fund 

to work. So those good old fashioned drivers that we’ve 

been talking about for a long time and that fundamentally 

remain in place will drive deal fl ow.”

On Capacity

The consensus view shared by lenders is that supply 

issues will continue to prevail in 2013. There remains a 

signifi cant amount of liquidity which will continue to drive 

a supply demand imbalance in the market. “The supply of 

capital will still be robust,” observed Preston Walsh at PNC 

Mezzanine Capital. “Sustained low interest rates cause 

investors to consistently seek better yield—that money will 

fi nd its way to the private middle market.”

Some lenders see future loan demand constraining capital 

availability. By the numbers, Rich Jander at Maranon 

Capital highlighted, “$540 billion of refi nance needs to 

take place, $125 billion of that is in the middle 

market, and just under $400 billion of capital 

needs to be put to work from private equity 

sponsors.” Jander added, “Certainly the CLO 

market has come back, but is still roughly a 

quarter of what it was in its peak in 2007, 

and the volume is being driven by some of 

the larger managers that are getting access 

to that market. We expected to see more 

activity from nontraditional investors in the 

middle market senior loan asset class. There 

has been a lot of smoke but no spark or 

fl ame around that capital pocket. Banks are 

defi nitely focused on quality, and we don’t 

see them being a huge capital pocket in 2013. 

2012 is being touted as the best capital raising 

year for BDCs since 2007. You are still talking 

about only $2.5 billion in equity and debt 

capital raised. There are signs of new entrants 

percolating but again, not a signifi cant source 

of new capital. I think we are still searching for 

an answer.” 

Regulatory momentum will continue making 

it harder for banks as more stringent capital 

requirements are enforced. “Basel III and 

Dodd Frank will affect the banks. Nobody 

knows what the fi nal regulation is going to be, 

but within that regulation there is guidance on 

leverages which are lower than some clearing the market 

right now,” commented Rich Rodgers at GE Capital. “I 

think that will cause the banks to pull back a little bit or 

not be able to play.” Rodgers added, “I think we are seeing 

a very slow rebuilding of the shadow banking system. The 

liquidity is being generated by CLOs and nonbank shops. 

Those institutions are slowly coming back. The regulation 

on banks will probably give them some strength.” 

On Budgets

2013 is expected to be a challenging year. There is still a 

lot of liquidity in the marketplace, and the expectation 

is that structures will continue to be aggressive. Lenders 

are approaching opportunities rationally and picking their 

spots accordingly.

Most survey participants are anticipating modest growth 

in 2013 over 2012 in terms of overall volume in the middle 

market, and some say budgets will refl ect 

that. “Some lenders are being more 

conservative and not expecting any big 

increase, where they are trying to talk their 

way into a lower budget based on what 

took place this year,” observed Ira Kreft 

at RBS Citizens Business Capital. Lenders 

will take the growth if it is there, but many 

institutions are preparing for the downside. 

Despite the consensus view of a slower 

M&A market in 2013, there won’t be a 

tempering of capital deployment goals, 

said some lenders surveyed. “Despite all 

the comments about competitiveness and 

a supply demand imbalance, most lenders 

are going to have big budget numbers 

for loan growth in 2013,” observed Joe 

Gaffi gan at TCF Capital Funding. “Banks 

need to grow assets. That reality hasn’t 

changed, so I don’t see lenders tempering 

their growth plans next year. However, 

smart banks, like TCF, will only allow 

quality growth, and that occurs only if 

the competitive market allows it. If the 

leveraged loan market overheats, then you 

just have to recognize it and stay selective. 

It’s a long race.” “I can’t imagine that there 

wouldn’t be the continued pressure on 

“The supply 
of capital will 
still be robust. 
Sustained low 
interest rates 
cause investors 
to consistently 
seek better 
yield—that 
money will fi nd 
its way to the 
private middle 
market.” 

—Preston Walsh

PNC Mezzanine  
Capital
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“What we are not seeing is fi nancial institutions 
looking at their true cost of money. Many institutions 
are still underpricing credit facilities given the Basel III 
requirements. Once they start recognizing their true cost 

of capital, pricing has to go up.”

Jeff Hastings, US Bank

“I don’t know that leverage can go much higher without 
macroeconomic growth. Until there is growth in these 
underlying businesses, leverage caps out. If it is not where 
we are now, it is not far. Pricing is somewhat dictated on 
the volume of deal fl ow, and we all think deal fl ow is not 
going to go any lower. I don’t think pricing is going to 
drop much more. Finance companies have fl oors on how 
low they can go and bank pricing has come in a couple 
hundred basis points over the last couple of years. There 

isn’t much more room to go on pricing or leverage. 

Scott Reeds, RBS Citizens

“My estimation would be if we had 15 to 20 percent 
greater demand or greater deal fl ow broadly in the 
middle market, you would see terms fi rm and be more 

lender-oriented than borrower-oriented.”  

Robert Radway, NXT Capital

“Because of the amount of new capital being raised in the 
loan market and the number of new entrants coming in, 
we are seeing price compression, more liberal structures, 
and higher leverage points. It feels like that we may not 
yet be in a loan bubble, but there is defi nitely more air 
going into the bubble. I feel that risk is beginning to be 
mispriced, which tells me that at some point there will 
be a correction. But that could be 18 to 24 months out.” 

Stephen Krawchuk, Crystal Financial

Outlook
banks to get money out the door. Banks are phenomenally 

liquid and that is not going away. They need to generate 

loans, because it is the only way they are making money 

these days,” commented Jamie Lewis at RBS Citizens. 

“I already know I have growth targets next year. The 

challenge is going to be getting our jump off point in 

2013, and I think that view is shared across most fi nancial 

institutions.”

“We are defi nitely looking to grow but not by doing 

foolish things. If the market gets overly aggressive like 

it did in 2007, then we are going to be more cautious,” 

offered Chris Williams at Madison Capital Funding. “Our 

parent continues to have a very big appetite for this asset 

class. We have proven that our portfolio is very strong, 

and our model is sustainable over a long period of time.”

“Everybody wants to grow. I think there are limitations 

that are going to allow certain institutions to grow and 

others not to grow,” remarked Andy Steuerman at Golub 

Capital. “We can’t make the market do what we want it to 

do, so we have to constantly adjust. We are going to be 

as aggressive as we can for really good deals that make 

sense for our investment mission. Markets cycle. When the 

next cycle comes, we will be ready for it.”

On Leverage and Pricing

“Even with more volume, I would expect there to continue 
to be meaningful competition for assets from a lender’s 
perspective. At the end of the day, there is just a lot of 
liquidity and interest rates are low, so people are just 

going to keep pushing limits a little bit.”

Howard Widra, MidCap Financial

“I don’t think the fi nancing environment can get much 
more favorable for borrowers given that terms, structures, 

and pricing levels are so aggressive today.” 

Karen DeCastro, Ares Capital Corporation
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