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These are the best lending conditions for years, say Gregory Racz, president and
co-founder, and Daniel Leger, managing director of MGG Investment Group

Why higher rates lead to more
NoN-sponsored opportunities

Is what is happening to

US regional banks good
or bad for private credit? And
for non-sponsor lenders in
particular?
What happened this spring is a contin-
uation of a 40-year consolidation cycle
driven by bank failures and regulation.
The recent failures just exacerbate the
absence of bank lending for mid-mar-
ket businesses, and most expect small
and mid-sized banks in the US to get
further regulated.

In the US, we have gone from more
than 14,000 banks in the late 1980s to
around 4,000 today, and those banks
don’t really lend money to businesses
in the way that we expect. They own a
lot of commercial real estate loans, but
they don’t serve middle market busi-
ness loans the way they used to.
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All of this is good for private credit
because it continues to create an oppor-
tunity for us to step in and take what
was once the natural role of banks. For
non-sponsor lenders, it is particularly
powerful because we already operate
in a less competitive space. Most of
the capital raised for private credit is
going to large, sponsor-backed lenders
and largely bypasses the non-spon-
sored space. While more challenging
to source the opportunities, the US
mid-market is estimated to be worth
about $10 trillion, making it an econ-
omy larger than that of Japan. There
are more than 200,000 businesses, and
only 5 percent of these are owned by

private equity, so there is a huge oppor-
tunity.

Overall, how does this

environment compare
with others for private credit?
This is the best environment for what
we do since 2009-10. With interest
rates having risen and capital scarce
because of the pressure on banks, we
can get paid more, and it is easier to
negotiate the tight covenants and other
investor protections that are standard
in our loan agreements. We are finding
we can get better origination fees and
higher floors, so the packaging overall
is more favourable to the lenders.

If base rates stay elevated,
what does this mean for US
lower mid-market borrowers?
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In our current loans, we find the inter-
est rate to be sustainable because the
growth rates of these businesses are
substantially above the cost of capital,
with very healthy mid-20s EBITDA
margins. With the amount of debt we
provide, which is typically about only
four turns, this can be supported by the
cashflows of the business.

For borrowers, it obviously means
the cost of capital is going to remain
high and we may reach a point at which
companies choose to issue equity or
not borrow. We don’t believe we have
reached that point yet, but we are get-
ting closer to it. But over time, borrow-
ers are going to be more cautious about
how much debt they take on.

What do elevated base

rates mean for the
majority of lenders? Will
defaults increase substantially?
Many often sponsor-backed business-
es took on as much as seven turns of
debt before interest rates went up and
at that level you are going to have a lot
of workouts. Given how few covenants
those sponsor-backed lenders have, by
the time they take possession of assets,
the recovery rates are likely we believe
going to be substantially below historic
levels. Recovery rates used to be around
70 percent and we are now looking at
potentially between 20-40 percent.

There have not been many bank-
ruptcies yet but when they occur, the
lenders are recovering a lot less. When
you add to the mix the threat of cred-
itor-on-creditor violence in the spon-
sor-backed world — given the lack of
covenants and protections that went
into those deals — by the time private
equity owners hand over the keys there
may not be much value remaining.

We think the low default rates are
thus far providing false comfort. They
will go up, though perhaps not as much
or as fast as people think because private
equity sponsors have so many rights in
existing structures. This may deliver
better outcomes for private equity but
not necessarily for their lenders.

“This is the best
environment for what

we do since 2009-10”

What does this

environment mean for
mid-market businesses that
need both debt and equity
financing?
There are a number of issues driving
demand. Obviously, the cost of bor-
rowing has gone up and there are fewer
sources of capital. The increasing num-
ber of issues in lenders’ portfolios also
means they have less capital to lend be-
cause they have things to address. Eq-
uity financing in the public markets has
also been difficult, with the TPO mar-
ket all but closed, and selling to strate-
gics is less attractive to businesses still
looking to grow not sell. So, if you are
a business looking for debt and equity
capital, you will have trouble finding
equity at an acceptable price.

This means it is a really good mo-
ment to be a lender that provides both
debt and equity financing to growing
mid-market businesses. We call these
types of investments structured solu-
tions. It allows us to support growing
mid-market businesses and become a
one-stop shop for them, where we can
get paid well on the debt (with all the
lender protections) while also purchas-
ing equity at very attractive mid-sin-
gle-digit multiples. We find that is a
powerful offering right now, with a lot
of demand with few other options for
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the business owner (and much less di-
lutive for the owner versus pure equity
financing).

There have been reports

about sponsor-backed
lenders looking to do more
non-sponsor deals. Are you
seeing that? And what about
the reverse? Are there more
sponsor-backed opportunities
for MGG in this market?
We are not seeing evidence of that yet.
There are two important reasons to be
cautious about moving into non-spon-
sored lending. One is sourcing because
itis hard to find businesses in the num-
bers you need — we saw 1,400 deals last
year and ended up funding 18. There is
little room for tourists.

Two, you need to do all your own
due diligence because you can’t rely
on a private equity firm’s due diligence
package. That s resource-intensive and
challenging for typical sponsor-backed
lenders.

On the other hand, we are seeing
more sponsors willing to accept our
terms, in part because we have the cap-
ital and, in part, because other folks are
nursing portfolios that need a lot more
attention. So, we have looked at more
sponsor-backed deals in the last year
than we have previously.

How will a higher-rate

environment impact the
private credit market longer
term?
If rates stay higher for longer, this is go-
ing to be a really great asset class to in-
vest in. Even rates a couple of hundred
basis points below where they are now
means a cash pay in low double-digits,
which is very attractive in almost any
environment.

From a regulatory standpoint, the
government is going to continue to
want private credit to support busi-
nesses more than banks, so we see a
huge opportunity for many years to
come, particularly in non-sponsored
lending. m
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The views expressed in this commentary are the personal
views of the respondents and do not necessarily reflect the
views of MGG Investment Group LP (“MGG”). The views
expressed are as of the date of publishing, and none of the
respondents or MGG undertake any responsibility to update.
Certain information provided is based on MGG proprietary
knowledge and data. Additionally, certain information has
been obtained from sources outside MGG, which in certain
cases have not been updated. While such information is
believed to be reliable, no representations are made as to
the accuracy or completeness, and none of MGG, its funds,
nor any of their affiliates takes any responsibility for, and has
not independently verified, any such information. There can be
no assurances that any of the trends described will
continue or will not reverse. Past events and trends do not
imply, predict or guarantee, and are not necessarily
indicative of, future events or results.

This commentary discusses broad market, industry or sector
trends, or other general economic, market or political
conditions and has not been provided in a fiduciary capacity
under ERISA and should not be construed as research,
investment advice, any investment recommendation or an
endorsement of any company, product, service or investment
opportunity. This reprint does not constitute an offer to sell
any securities or the solicitation of an offer to purchase any
securities. Past performance is not necessarily indicative of
future performance.
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