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The Middle Market is Alive and Well Despite Wider Pricing 

Post Labor Day Middle Market yields have widened as volatility flows into leveraged lending 
markets. Prior to Labor Day, strong technicals led to ever tighter pricing as lenders were left with little in the 
way of new supply and fierce competition from competitors. Stock and high yield bond market volatility have 
led to a general risk off trade as continued retail fund outflows and slower CLO issuance have boosted new 
issue clearings yields. Large Corporate yields have increased from 4.98% in 2Q15 to 5.27% in 3Q15 and while 
middle market average yields have moved less dramatically, the middle market typically follows trends in the 
broader market and we have seen new deals print wider in recent weeks. This volatility has, in part, been 
driven by concerns about macro growth and debates over where we are in the current credit cycle. In our view, 
today’s volatility presents attractive deployment opportunities for lenders with liquidity. As traditional mutual 
funds and ETFs struggle to manage cash balances and outflows, BDCs are left with opportunities to invest 
permanent capital without being forced to sell assets in order to meet redemptions. 

Figure 1. Middle Market vs. Large Corporate - Yield to Maturity (as of 10/7/15)   
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Middle market top line growth continues to be robust as indicated by the recently released Golub Capital 
Altman Index. While growth slowed in 3Q15 vs 2Q15, from 9.26% to 7.95%, these growth numbers are 
encouraging for credit investors as steady growth is at times preferred over excessive growth. When a 
company’s performance and growth far exceeds expectations, middle market lenders face repayment risk as 
the company finds more attractive refinancing options. Despite the technical difficulties appearing in the 
market today, we believe the health of the underlying companies in the middle market remains strong and this 
is evidenced in Golub Capital’s Golub Capital Altman Index. Golub Capital has teamed with renowned credit 
expert Dr. Edward Altman to develop an index to measure the earnings growth of the middle market. This 
index measures the median revenue and earnings growth of around 150 privately owned companies within the 
Golub Capital loan portfolio for the first two months of each calendar quarter. With a large portion of the 
middle market comprised of private companies, the transparency into the health of the market can at times be 
limited. This index provided a window into the middle market through one of the top middle market lenders in 
the space. What’s more interesting are the actual results of the index. Year-over-year growth for revenues and 
earnings measured in the third quarter were 7.95% and 3.95% respectively. See Figure 2.  

Figure 2. Golub Capital Altman Index Highlights; year-over-year growth (as of 10/7/15)

   

Revenues Earnings
3Q15 7.95% 3.95%
2Q15 9.26% 6.93%

Key Sectors 3Q15
Consumer Discretionary 8.55% 5.35%
Consumer Staples 7.87% 2.67%
Healthcare 8.84% 9.88%
industrials -0.68% -1.62%
Information Technology 6.65% -3.62%

Source: Company Reports, Wells Fargo Securities, LLC
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The report breaks down the results by sector, with health care leading the pack. Middle market healthcare 
companies grew revenues and earnings by 8.84% and 9.88% respectively. This growth was largely attributed to 
the increased access to healthcare as provided by the Affordable Healthcare Act. Only one industry saw 
negative revenue and earnings growth with industrials showing revenue and earnings of -0.68% and -1.62% 
respectively. Information technology saw positive revenue growth (6.65%), however it had negative earnings 
growth (-3.62%). Golub Capital attributed this earnings decline to increased investment in product 
development. See Figure 3.  

Figure 3. Quote from Golub Capital Middle Market Report (as of 10/7/15)

“These results show that middle market companies remain a resilient and dynamic driver of growth in the 
economy. While revenues and earnings in the period grew at a healthy pace, margins continued to be 
pressured by such factors as rising labor costs and the strength of the U.S. dollar, which is impacting the 
pricing power of U.S. firms with international competitors. The healthcare sector saw particularly strong 
growth as the Affordable Care Act increased access to health care services, and consumer segments benefited 
from increased spending. The information technology sector saw negative profit growth, reflecting, we 
believe, greater investment in product development.” 
Source: Company Reports

Based on the results of the index, it appears that when looking at the middle market itself, it is healthy and 
thriving. One possible reason for the index showing strong positive results could be due to the index measuring 
growth of companies within the Golub portfolio. One could assume that Golub would try to avoid investing in 
poor companies. Through the investment selection process, it is more likely that healthy companies make it 
into the portfolio. Furthermore, many of these companies are also private equity backed, providing capital and 
resources to grow the company. This index shows us that companies receiving funding in the middle market 
are thriving. As Golub and other companies inject capital into these companies, it is expected for overall 
earnings and revenues to increase. When looking at the middle market through the Golub Capital Altman 
Index or a broader view of the middle market as a whole, the space looks alive and well for investment 
opportunities.   

A Few Notes We Published…with some feedback…
**This section walks you through any recent publications we’ve put out… 

ARCC: Investor Day Highlights Platform Strengths; Raising Estimates on Repayments 
Note Published: 10/6/15

ARCC’s Investor Day: a look into the giant of the BDC space. ARCC held its investor day last week 
and provided an in-depth look into the workings of their company. We believe one can learn a lot about a 
company through their public filings, yet hearing management explain their business in person provides a 
better picture into how the company is doing and where they are going. We also received color on how ARCC 
views the market today and how that may shape their investment activity moving forward. Finally, the 
presentation gave investors a chance to learn more about the SSLP (Senior Secured Loan Program) wind-
down and the new SDLP (Senior Direct Loan Program) with Varagon. Finally, due to higher expected fee 
income and portfolio turnover we raised our 2015 and 2016 EPS estimates to $1.51 and $1.48, respectively 
from $1.50 and $1.46.

ARCC’s size and platform are key differentiators in the space. ARCC is the largest BDC with a 
market cap of 4,739MM and an over $8 billion portfolio at cost and is also backed by the broader Ares 
Management platform. This size comes with a depth of investment professionals and a long reach into a 
variety of markets with robust origination capacity. This size also enables them to do deals that other BDCs 
simply aren’t large enough to do (American Seafoods as a recent example). We believe that the platform’s 
scale and track record serve as a key differentiator as many in the space are facing difficulty.

ARCC’s strong track record should ease investor concerns amid the recent sell-off in the 
space. With among the most extensive operating results as a public BDC, ARCC turned to their historical 
performance metrics to ease investor concerns during a time of volatility in the space. Management also sees 
the Middle Market as an attractive space to be invested in; however, due to market volatility and increased 
competition, they may be more cautious in selecting investments.

Will SDLP growth be able to replace lost returns from the SSLP? Despite difference in size of the 
SSLP and the SLDP, ARCC believes the effect on intermediate-term earnings should be minimal and the 
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