
Right now, the US middle market has that certain “It” fac-
tor and continues to attract investors and lenders alike. 
Middle market companies—defined as those with annual 
revenues under $1 billion or annual EBITDA of $100 million 
or less—are a core part of the US economy. In fact, by itself 
the US middle market would be the third largest economy 
in the world at $5.9 trillion of GDP while employing 48 
million people.1  These mostly privately held companies also 
outperformed through the financial crisis (2007-2010) by 
adding 2.2 million jobs across multiple sectors and states 
nationwide.2

These important attributes, coupled with a global search 
for yield that has pushed investors deeper into nontradi-
tional alternatives, have helped strengthen the middle mar-
ket’s “It” factor of attraction for investors. 

The number of institutions interested in investing in the 
middle market has expanded, and now includes private 
equity funds, banks, Business Development Companies 
(BDCs), CLOs, finance companies, hedge funds, Small Busi-
ness Investment Company funds, insurance companies, 
credit opportunity funds, pension funds, endowments and 
sovereign wealth funds. As a result, middle market lending 
has become more mainstream. 

The segment encountered early concerns (in the early 
2000s) around a perceived lack of transparency and met-
rics, limited secondary liquidity and uncertain recovery 
rates. These experiences mirrored those of the high-yield 
market (in its development beyond private placements in 
the 1980s) and of the broader loan market (as it evolved 
from a bank-only market in the 1990s), and similar to their 
evolution, concerns in the middle market have been eased 
by the market’s long-term advances. 

The growth of both the broader loan market and in partic-
ular the middle market segment, have created a legitimate 
asset class. The amount of leveraged loans outstanding 
reached over $940 billion in the third quarter of 2017, up 
70% from year-end 2007, and is the most since tracking 

1  National Center for the Middle Market (NCMM)
2  National Center for the Middle Market (NCMM)

began (in 1997).3 The emergence of retail investment op-
portunities (loan mutual funds, Exchange Traded Funds and 
BDCs) has helped merge Main Street and Wall Street in 
this part of the market. Expanded transparency and accep-
tance, as well as performance over time, have continued to 
make it an interesting asset class: middle market loans have 
generated high-single-digit yields for nearly two decades 
and favorable risk-adjusted returns relative to other fixed 
income alternatives, as Figure 1 shows. 

FIGURE 1
Historical Effective Yields4
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In the current low interest rate environment, this yield pre-
mium offered by middle market loans has proved enticing. 
The floating rate nature (as loans are priced to a spread over 
LIBOR or PRIME) acts as a natural hedge as interest rates rise. 
LIBOR increased to over 1% in 1Q 2017 for the first time in 
seven years. It moved along with the two Fed funds rate in-

3  S&P/LCD
4  S&P/LCD, BAML HY Index, Effective Yields. No assurance is given that this trend will continue. 
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creases executed by the Federal Open Market Committee in 
2017, and it is widely expected that rates will rise again at 
its next meeting in December (as both market FED analytic 
tools and The FOMC minutes from the September meeting 
suggest). Further, the lower credit risk (asset security, senior 
positon in the capital structure, tighter credit agreements 
including covenants), private equity sponsorship, lower vol-
atility (given the smaller more private nature of the market) 
and shorter duration (average maturity of three to seven 
years), especially relative to HY bonds, all contribute to the 
“It” factor of middle market credit. As a result, fundraising 
has been robust, with dry powder in the market for private 
debt alone conservatively estimated at $230 billion as of 
December 2017.5 This has created increased competition 
for investment assets, put some pressure on structure and 
yields, and raised questions as to whether a supply/demand 
imbalance has created an overheated market.

Before we address those concerns, let us first turn toward 
current trends.

Looking first at the supply side of the equation, annual mid-
dle market new issue volume has averaged a total of $150 
billion post crisis and is up 14% year over year in the first 
nine months of 2017 to $114 billion, as noted in Figure 2. 
Like the broader loan market, the majority of issuance year 
to date has consisted of opportunistic refinancings, but un-
like the broader market, the middle market has experienced 
less pure repricing activity, as many middle market loans 
have more rigorous call protection provisions and smaller, 
more long-term focused lending groups. (The wider loan 
market saw over $400 billion, or 42% of total loans out-
standing, reprice in the first nine months of 2017).6

FIGURE 2

MM Quarterly Issuance7
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5  Preqin
6  LPC/Thomson Reuters
7  S&P/LCD

While private equity or sponsor-related M&A activity has 
increased in the second and third quarter of 2017, reaching 
levels not seen since 2007, there is demand for more. The 
improved performance of many companies post downturn, 
and the fundraising by private equity and debt providers, 
have combined to push purchase multiples to historical 
highs and have subsequently increased average leverage 
multiples, as demonstrated in Figure 3. 

FIGURE 3

Figure 3: MM LBO Purchase and Debt Multiples8
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Leverage ratios have expanded overall, but the middle mar-
ket average still trails the broader leveraged loan market 
(average debt multiples in the middle market expanded to 
5.6x EBITDA in the third quarter 2017 vs. 5.2x EBITDA at 
the end of 2016 and 6x EBITDA in the broader market this 
quarter). Additionally, loan-to-value ratios for credit inves-
tors have become more attractive as the average equity 
contribution in deals has reached a historical high of 51%.

Along with this growth in multiples, the market is also gain-
ing acceptance amid a loosening of other structural provi-
sions such as covenant lite, which generally refers to restric-
tions only on incurring additional debt, not limitations on 
maintaining certain leverage levels. These “incurrence-on-
ly” tests were historically reserved for bond issuances and 
first crept into the broader market and are now moving into 
the middle market. In 2007, prior to the Global Financial 
Crisis, only 25% of all first lien loan issuance was covenant 
lite; now it is up to 70%9 while in the middle market, cove-

8  S&P/LCD
9  S&P/LCD



nant lite accounted for 21% of third quarter volume.10

Additionally, flexibility within other details of the credit 
agreement, like allowing incremental debt without having 
to seek permission for potential acquisitions or dividends, 
and limited restrictions on pricing future pari passu (equal 
priority) debt, have increasingly moved down market. That 
is not to say that credit discipline has been fully compro-
mised, but rather as each respective market has matured, 
and competition for deals among lenders has intensified, so 
too has acceptance of some risk, much like the evolution of 
the markets themselves. These structural allowances, how-
ever, have generally been more concentrated among issuers 
with over $40 million of EBITDA. 

Therefore, while the number of entrants into the market 
has certainly increased, putting a squeeze on supply, the 
demand for alternatives (private equity and private debt) 
globally is expanding the market as a whole with long-term, 
committed capital. The demand, it seems, is largely here to 
stay. 

Estimates for total global private equity dry powder range 
from $600 billion to upwards of $1 trillion. Historically, 
46%11 of private equity deals have been valued at less than 
$1 billion, implying that there is at least $275 billion to 
$460 billion of dry powder for middle market private equity 
that will be in need of financing—and that is prior to mak-
ing any assumptions on leverage for a given transaction. 
Which, if one conservatively assumed the historical average 
dating back to 2000 of 55% debt-to-equity for each deal, 
would create a potential multiplier effect of at least 1.2x to 
that dry powder.

Thus, though the velocity of deals may not be quick enough 
to prevent some competitive tension and supply/demand 
imbalance in the short term, private equity dry powder 
should ensure a greater supply of deals needing to be fi-
nanced over the long term. Notably, this excludes expected 
refinancings of existing deals, which have averaged $75 bil-
lion annually over the past three years. (The middle market 
refinancing “wall of maturities”—or debt coming due—is 
currently estimated at over $530 billion through 2021).12  
While most asset managers and economists agree that we 
are closer to the end of this bull credit and economic cycle 
than the beginning, there is little to point to beyond an 
exogenous shock that would sharply change the current 
environment.

With low average leveraged loan default rates (current-
ly 1.9%)13 and heightened competition for assets, there 
is pressure on producing enhanced risk-adjusted returns 
. It is important for asset managers to remain disciplined 
and flexible in their approach to avoid chasing the market 
downward. Those asset managers with deep experience 
and relationships in the middle market and an integrated 

10  LPC/Thomson Reuters
11  Preqin
12  LPC/Thomson Reuters
13  S&P/LCD

platform to invest across the spectrum of credit (par, dis-
tressed, opportunistic, structured) and across a variety of 
products (first lien, second lien, unitranche, mezzanine) will 
be well-positioned as they seek to generate positive returns 
and minimize credit losses, especially in the long term.  Hav-
ing a broad platform with multiple strategies can also help 
credit managers make informed investment and portfolio 
management decisions and provides the ability to pivot 
within changing market conditions, and not be pushed to 
invest in any one strategy or structure. To date, the middle 
market’s tighter structures, senior security, reduced market 
volatility, shorter duration, lower historical default rates, 
strong recovery rates, yield premium, patient and resilient 
ways (investors committed to holding through maturity) 
and GDP/job creation, have underpinned its “It” status and 
broad acceptance as a proven asset class. These are more 
than just attractive qualities; they are, in fact, hallmarks of a 
successful, permanent, investment opportunity.

Economic and market views and forecasts reflect our 
judgment as of the date of this presentation and are 
subject to change without notice. In particular, forecasts 
are estimated, based on assumptions, and may change 
materially as economic and market conditions change. 
The Carlyle Group has no obligation to provide updates 
or changes to these forecasts.

Certain information contained herein has been ob-
tained from sources prepared by other parties, which in 
certain cases have not been updated through the date 
hereof. While such information is believed to be reliable 
for the purpose used herein, The Carlyle Group and its 
affiliates assume no responsibility for the accuracy, com-
pleteness or fairness of such information.

References to particular portfolio companies are not in-
tended as, and should not be construed as, recommen-
dations for any particular company, investment, or se-
curity. The investments described herein were not made 
by a single investment fund or other product and do not 
represent all of the investments purchased or sold by 
any fund or product.

This material should not be construed as an offer to sell 
or the solicitation of an offer to buy any security in any 
jurisdiction where such an offer or solicitation would 
be illegal. We are not soliciting any action based on 
this material. It is for the general information of clients 
of The Carlyle Group. It does not constitute a person-
al recommendation or take into account the particular 
investment objectives, financial situations, or needs of 
individual investors.
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