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Mid-market distressed debt:
Preparing for the next downturn

Over the last decade, direct lenders have become a
significant source of funding for mid-market companies.
In the event of a downturn, how will these lenders approach
workouts? We spoke with four experts to find out.
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Debtwire: In your estimation, how prepared
are direct lending funds, BDCs and other nonbank lenders for the next turn in the economic
cycle? How are they positioning themselves to
withstand a possible downturn, if at all?
Jason Mudrick: “Bubble” is a pretty strong word, but
there’s definitely going to be a lot of pain in the private
credit space when we have an economic downturn. This
thesis around the disintermediation of banks has been a
very popular one since the financial crisis, and the return
stream created by direct loans can be very attractive
to the allocating community while it works, because
there’s no volatility associated with it. And these vehicles
have worked because the economy has been strong
for the most part. The problem is that when you have
an investment strategy that is very popular, it attracts a
lot of capital and a lot of new entrants, and that has a
number of effects.
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One is that you have a lot of competition for investment
ideas, which results in a compression of spreads and
pricing comes down. So what we’ve seen over the last
10 years is spread compression from low double-digits to
mid-to-high single-digits on these direct loans. Two, you
have a lot of new entrants into the market because the
capital has been there and the allocating community likes
it—so you end up getting a lot of marginal underwriters.
It doesn’t mean that everybody is bad at underwriting,
but a lot of the new entrants into the market don’t have
the underwriting skills or experience that others do, and
you also have a very marginal borrower that sees the easy
capital. So you get a lot of businesses receiving access to
capital that could have problems in a downturn.
Richard Shinder: I would agree with Jason and say that for
the most part, these funds are largely unprepared for an
economic downturn and a turn in the credit cycle. Now,
that’s a blanket statement and you can’t say that all of
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these lenders and funds are equally unprepared. But what
I would say is, to the extent that any of them are relatively
more prepared, it’s largely owing to their maintaining a
higher quality of underwriting standards. In other words,
the entities that I think will be best positioned for the
downturn are those that aren’t moving down in credit
quality as aggressively as some funds are.
That being said, in more a severe downturn, the lowering
tide strands all boats, and that’s when even relatively
sounder underwriting criteria can’t fully shield or protect
lenders from a rupture in credit market conditions. The
only way to adequately prepare for that is by making sure
as a fund that you have adequate resources to deal with
companies needing to be worked out and which require
meaningful remediation. I would say on that score, most
of the alternative direct lending community is largely
unprepared for a turn in the cycle.
Because of the nature of alternative credit vehicles—
whether they’re BDCs or private debt funds or the direct
credit investing arm of a PE firm or credit opportunities
funds—as well as their lack of regulatory oversight, they
have a financial disincentive for investing in non-revenueproducing infrastructure. You see it more on some
platforms than others, but I think when the tide turns,
most of the alternative direct lending community will be
unprepared because they are structurally and economically
disincentivized from being prepared for a downturn.
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That observation is not meant to be a knock on the
industry or on individual firms. Every business has the
notion of profit centers and cost centers, and while
nobody wants to have cost centers, there’s a reason you
have them. In the alternative lending community, because
it is a lesser-regulated ecosystem, there is less of a desire
to invest in things that only create a drag on profitability
and are only needed if and when certain things happen.
So it’s easier to defer that sort of investment until it’s
deemed necessary, by which time it’s often too late.
B.J. Rosen: I do think lenders are preparing, and I see
some different approaches. I agree with Richard that
most lenders are focusing on their underwriting, because
it’s likely to have the biggest effect. What impresses me
most, though, is the growing number of funds that are
looking beyond that, to factors such as sustained access to
liquidity and capital, and to ground-level skill at managing
workouts. I’m noticing that more and more funds seem
to recognize that, while driving good credit decisions may
be paramount, even the best drivers use seatbelts and
airbags. So they’re putting in place their other safeguards
now just in case—and I think that’s giving them and their
stakeholders real comfort.
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My working thesis is that a
lot of these direct lending
funds will not become
forced sellers.
Jason Mudrick, Mudrick Capital

Debtwire: To your knowledge, how prepared
are the current crop of lenders and borrowers
for workouts if they become necessary? What
are the useful precedents or other standards
for how they could proceed? If lenders decide
that selling positions is their goal, who will be
creating liquidity?
David Karp: If you look back to the time of the last financial
crisis, the number of funds and the amount of capital that
distressed debt funds had to deploy was significantly less
than it is today. Many special situations and distressed
funds who are also participating in alternative direct credit
cut their teeth during the last cycle, often owning pieces of
larger syndicates that were led by a larger fund that would
drive a restructuring or a turnaround.
Fast forward 10 years, and those funds or fund managers
working off of new platforms have so much more capital
that when loans are made, they don’t need to be in a
large syndicate. So you’re not going to have as many group
turnarounds like you did the last time, and many of the
fund managers are capable of and have the capital to lead
a turnaround on their own.
There is also a secondary market for alternative credit.
While it’s not as liquid and robust as the market for largeleveraged loans, there are a lot of funds that are looking
for middle-market private situations where they can come
in and add new capital and expertise. There are certainly
going to be players—potentially middle-market regional
banks, for instance—that don’t have the workout ability or
regulatory flexibility to be part of a turnaround. But there
are also many funds that do, whether it’s BDCs or private
equity funds or other permanent capital vehicles that have
the capital, the experience and the appetite to turn these
situations around.
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Jason Mudrick: My working thesis is that a lot of these
direct lending funds will not become forced sellers like
you see in the high-yield bond market or the syndicated
loan market. Because it’s a whole loan and they’re the only
holder of it, a lot of times these funds are marking it to an
internal model. And that creates a situation in which the
only way you take an actual loss is if you sell it.
That’s what we saw with the European banks during the
financial crisis. Everybody thought the European banks
were going to sell off a lot of their loans—the problem
was that they had them marked at 95 and the distress
guys were all trying to buy them in the 60s. They never
transacted because the only way that European banks
were going to take a loss is if they sold at 60—so they held
them and let the economy strengthen.
Another issue is that a lot of the companies that access the
direct lending market are very small, and if a company is
too small, it becomes difficult to restructure through the
bankruptcy process due to the expense. The entities that
are a bit bigger, usually with north of US$100m in EBITDA,
do not often access the direct lending market. So I actually
don’t think we’re going to find a lot of opportunity in the
direct lending space—even though I think there’s a lot of
marginal underwriting. We need bigger companies in order
to restructure their balance sheets efficiently and then to
have a capital market exit, which is usually an IPO or a sale.
Richard Shinder: In many cases, due to their relative
underinvestment in portfolio management and workout
capabilities, many lenders will really have no choice but
to either work out their own problems, and badly at that—
meaning without the appropriate resources with which to
do so—or they’ll be forced to sell such credits. Distressed
credit often moves in downturns from weaker hands to
stronger hands, but I think one of the challenges that will
likely exist in the next downturn, particularly in middlemarket or smaller-cap credits, is that it’s not entirely
clear who those strong hands will be. In past downturns,
that role has been played by broker-dealers and other
large, well-capitalized market intermediaries. But given
the regulatory changes that followed the financial crisis,
you really don’t have market makers holding distressed
corporate credit inventory the way they used to, or
corporate credit generally.
So it’s not clear to me who comes in and takes these
direct lenders out of their problem credits. It’s possible
that someone has the view that the next credit cycle will
disproportionately hit middle-market credit and smaller
companies generally but will leave large-cap credit
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unscathed. But in general, I think the opportunity set for
most of the large alternative asset managers will be so vast
in large cap that those managers will be more attracted to
relatively larger capital structures, given that for the most
part it requires the same amount of work to analyze a
smaller-cap credit as a large one, and moreover positions in
smaller capital structures can be more difficult to source—
meaning there is no opportunity for ROI on the intellectual
property investment in understanding a small-cap credit.

Debtwire: Do you think the changing nature of
the direct lending investor base will affect the
next distressed cycle? Will there be differences in
the way direct lending funds, BDCs and MM CLOs
approach workouts?
B.J. Rosen: I don’t want to generalize too much between
structures, because ultimately the fund managers are
much more important. The one point I’d offer your readers
to consider is that when a lender’s structure requires it
to announce the fair value of each loan publicly every
quarter, the dynamic for trading that paper becomes
different, in some ways that favor liquidity and some
counter-intuitive ways that don’t. It’s unclear on balance
how that will play out.

Debtwire: Which types of investors do you
expect to be best positioned to take advantage
of potential distressed opportunities that could
appear if/when the cycle turns?
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Jason Mudrick: I think a very important attribute to have
which will differentiate investors in distressed credit is
longevity of capital. Having locked-up capital is absolutely
essential to do middle-market distressed, because it is
effectively a form of private equity. There are very few
owners of these businesses once you restructure debt into
equity, and oftentimes the companies emerge privately
owned by five or ten distressed credit funds. That is a very
difficult strategy to implement successfully if you offer
quarterly or annual liquidity to your investors. So the
funds that we’ve been raising are five-year locked-up
vehicles with a three-year investment period and a
two-year harvest period. I don’t know if five is the magic
number—it could be seven, or something else, but the
point is that you have to have closed-end structures in
which everyone comes in at the same time and everyone
gets their capital back at the same time. You also have to
be very good at it, obviously.
David Karp: I agree with Jason—one of the big lessons of
the last turn in the cycle was that it’s very hard to have
a distressed hedge fund with quarterly redemptions,
as opposed to a fund with more private equity-style
committed or permanent capital. What that means for
middle-market direct lending is that now, you have more
capital vehicles that are much more prepared to lead a
turnaround, put in new capital, and work with a borrower
through ups and downs.
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The impact of cov-lite credits
Debtwire: Covenants and other investor
protections have loosened substantially in
recent years. Do you believe this will materially
alter the next distressed cycle?
B.J. Rosen: While no lender likes when the market moves
in a more borrower-friendly direction, direct lenders tend
to be better positioned on this front than other segments
of the leveraged loan market. Direct lenders are getting
more comprehensive collateral packages, have tighter
overall loan documents, and critically, get to choose their
own lawyers to negotiate the paperwork. So without
minimizing weakening protections, I think document
quality continues to be one of the key advantages of the
direct lending market compared to other similar products.
Richard Shinder: I think it’s self-evident that it will.
You saw it in the last downturn and there’s no logical
reason to think that covenant-lite deals won’t get hit
disproportionately hard in the next downturn. What tends
to happen in cov-lite deals is, because you don’t have the
trip wires that alert lenders and other creditors that there
may be an issue, you have a real agency problem. Equity,
who may be reasonably viewed as out of the money in
many cases, isn’t really motivated—fiduciary obligations
notwithstanding—to do anything other than play out its
equity option and swing for the fences, if you will.
So even though the value at risk may truly be that of
the creditors, as opposed to the company’s equity, the
company subsequently runs out of money or faces a
maturity and files for Chapter 11. And those companies
tend to be more badly damaged when they ultimately do
have a catalyst that eventually gives creditors a seat at the
table, because the stewards of the company haven’t acted
to preserve value.
David Karp: A looser maintenance covenant may impact
the ability of a lender to receive fees when those technical
defaults take place. But I don’t know how much it will
impact ultimate turnaround strategies, or whether those
looser covenants will result in diminution of value to the
point that you would’ve had a successful turnaround but
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for the lack of covenants and, therefore, the ability to start
working with a borrower more quickly.
Jason Mudrick: We see these lax lending standards late
in every business cycle. I don’t know that the covenantlite credit agreements are going to impact the distressed
cycle per se, as David said—I think it’s a bit hard to
generalize that way. But overall, I think what we see is that
a lot of companies that are insolvent don’t restructure
right away because there are no covenants for creditors
to force them into a restructuring. So that gives a lot of
optionality to the equity—usually it’s a financial sponsor—
to play out their option. We see a lot of companies that
probably should have filed already that haven’t filed,
and probably won’t file until the debt matures, and then
there’s no way around the maturity. So, that’s usually the
catalyst when you have a covenant-lite situation.
One theme that has been very topical is the situation in
which assets have been stripped out of lenders’ collateral.
Whether it’s IP assets as we saw in the case of J Crew, or
with Chewy out of PetSmart, that’s really something that
will affect recovery. These are valuable assets that lenders
thought were part of their collateral package, and they
wake up one day and they’re not.
Another relevant issue when it comes to covenants
is the expansion of the CLO market. A lot of these
middle-market loans are primarily held by CLOs, and
in my opinion, that’s one of the reasons we’re seeing so
many of these cov-lite loans. A typical CLO has about
150 credits in it, and the way a CLO manages risk is
through diversification. So what you end up seeing is the
underwriting that a CLO does on individual credits is very
weak. What they’re trying to do is get 150 names into a
warehouse so they can roll out their CLO and get onto the
next one. And because the CLO has become such a large
part of the market, that has allowed a lot more companies
to do these cov-lite deals. So it’s sort of a perverse
structure in which a lot of very marginal borrowers are
issuing debt into CLOs because the CLO managers have
a different incentive, which is to get an allocation and
diversify away the risk.
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Debtwire: Which particular aspects of the looser
covenants and investor protections do you think
could become most problematic in the event of
a downturn?

into how they’ll do during a downturn. Funds relying
exclusively on their historically strong underwriting to
inoculate them during the other side of the cycle provide
less of that visibility in my view.

Richard Shinder: It’s hard to say which kinds of covenants
are relatively more valuable than others, and generally
that’s because the covenants that are ultimately most
relevant tend to be specific to certain industries and
certain types of companies. For example, loan to value
covenants tend to be more meaningful in companies
with a heavy real estate or M&E depreciating asset profile.
Fixed charge coverage ratios are more relevant for certain
other kinds of companies. Lease adjusted leverage is most
relevant for companies that have a large store or fleet of
retail outlets. Liquidity or minimum availability is often the
most critical covenant for challenged borrowers, especially
for seasonal businesses.

Richard Shinder: CLOs tend to be most common in the
larger-cap credit environment, although as Jason noted
they have become increasingly prominent in the middle
market space, and those funds are buying syndicated
financings that are underwritten and distributed by the
large investment banks. And in those syndicated credits,
there’s been a more rapid race to the bottom around
terms, both generally and specifically around financial
covenants. And so, to Jason’s point earlier about CLOs,
it’s more of a relative-value investment play than it is a
bespoke structuring of a credit, with respect to terms and
pricing and documentation. As a result I think CLOs will
be particularly at risk.

Debtwire: Are there particular types of funds
(e.g., more established funds vs. newer funds,
mid-market funds vs. lower mid-market funds)
that you expect to be most vulnerable in the
case of a downturn?

On the other side of the coin, I think those direct lenders
who either do more traditional bilateral-style lending or
club-deal lending—where a lender or a small group of
lenders drives the deal terms and the documentation—
those lenders are doing deals that are likely to hold up
better in a downturn than widely syndicated credit with
massive holes in the credit structure.

B.J. Rosen: I don’t think it’s possible to predict, because
I don’t take for granted that historical performance trends
during an upswing will correlate neatly with performance
during the other part of the cycle. Personally, I’m attracted
to funds that have already successfully navigated a
speed bump or two, because there’s a degree of visibility
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