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Regulators 
criticize loans 
on concern 
about falling 
recoveries
By Kristen Haunss, Reuters

• Volatility in market raises concern about recoveries
• Forecast recoveries for first-, second-lien loans lag 
 averages
• Leveraged loans attractive as Fed raises rates

Recent volatility in the U.S. leveraged-
loan market has increased concern about 
diminished recoveries as regulators ratch-
et up criticism of the asset class.

Recoveries for first-lien loans are fore-
cast to be about 61 percent, down from 
the historic average 77 percent, Moody’s 
reports. Recoveries for second-lien loans 
are forecast at just 14 percent, down from 
the average 43 percent.

The pessimistic forecasts come as regu-
lators express concern about underwriting 
quality as market volatility increases. A 
benchmark of 100 of the most widely held 
loans fell 292 basis points since the start 
of November to 95.43 on Dec. 19. That’s 
the lowest level since February 2016, when 
both the equity and credit markets were 
pressured by the economy and lower oil 
prices.

“When you think about the next down-
turn, leveraged-loan recovery values are 

a concern,” said Andrea DiCenso, a co-
portfolio manager for the alpha strate-
gies team at Loomis Sayles. “It has me 
questioning, are the recovery values we 
used to assign to them kind of moot at 
this point?”

The $1.1 trillion U.S. leveraged-loan 
market is a hedge to rising interest rates 
because the debt pays investors a coupon 
plus Libor. As rates rise, so do the distribu-
tions lenders receive.

This is an attractive investment as the 
Fed continues to raise rates, hiking them 
on Dec. 19 for the ninth time in the last 
three years. The U.S. central bank has indi-
cated that pace will slow in 2019.

The U.S. loan market has almost dou-
bled in size since 2008, buttressed by the 
$582 billion U.S. collateralized loan obliga-
tion market, the largest buyers of the debt, 
which set a new issuance record in 2018 
with more than $126 billion arranged.

The uptick in CLO volume as well as 
investments in loan mutual funds and 
separately managed accounts allowed com-
panies to cut borrowing costs and loosen 
document terms, including removing 
lender protections.

More than $585 billion of U.S. insti-
tutional loans were arranged in the first 
three quarters of the year after a record 
$923.8 billion was issued in all of 2017, 
according to LPC data. About 73 percent of 
the leveraged-loan market is covenant-lite.

Former Fed Chair Janet Yellen, Sen. 
Elizabeth Warren (D-Mass.) and the Bank of 
England have all expressed concern about 
the loose underwriting as market senti-

ment has deteriorated.
Loans have a negative 2.6 percent per-

formance since the start of November, and 
banks have had to widen pricing and tight-
en document terms to entice investors.

JP Morgan deepened the discount on 
a loan for aviation company XO Manage-
ment to 93 cents on the dollar this month, 
the lowest original-issue discount since Q4 
2016, LPC data shows.

Some companies have chosen to pull 
or postpone their deals altogether, includ-
ing Ulterra Drilling Technologies, which 
delayed syndication of a loan backing its 
buyout by Blackstone Group, and IT-ser-
vices provider ConvergeOne, which post-
poned to January syndication of a facility 
to back its buyout by CVC Capital Partners.

Business development companies, 
investors in the middle market, have not 
escaped the volatility. The average share 
price to net asset value across the public 
BDC universe has plummeted to 0.796x as 
of Dec. 18’s close, the lowest level since 
early 2016, according to LPC analysis.

While CLO issuance has remained 
steady, even as tranche spreads widened, 
retail investors have pulled more than $6.6 
billion from mutual funds and ETFs since 
mid-November, including $2.5 billion in 
the week ended Dec. 12, the largest one-
week outflow since Lipper started tracking 
in 2003.

Loans are notorious for their slow set-
tlement times and Fed Gov. Lael Brainard 
in December raised concern about mutu-
al funds being able to meet redemption 
requests, a refrain the SEC has expressed.

LEVERAGED LOANS

Lincoln International’s Snapshot View on Loan Pricing and Terms
Borrowers by 
EBITDA: <$15mm of EBITDA $15mm to $40mm of EBITDA >$40mm of EBITDA

Security Type Pricing EBITDA Multiples Pricing EBITDA Multiples Pricing EBITDA Multiples

Asset Based 
Senior

L + 150 - 200 bps n/a L + 150 - 200 bps n/a L + 150 - 200 bps n/a

Cash Flow 
Senior

L + 425 - 525 bps 3.00x - 3.50x L + 400 - 525 bps 3.00x - 4.00x L + 375 - 525 bps 3.00x - 4.00x

Senior Stretch L + 500 - 600 bps 3.50x - 4.00x L + 475 - 600 bps 4.00x - 5.00x L + 450 - 600 bps 4.00x - 5.00x

Unitranche L + 575 - 675 bps 4.00x - 5.00x L + 550 - 675 bps 5.00x - 6.25x L + 525 - 675 bps 5.50x - 6.50x

2nd Lien Loans L + 825 - 925 bps 4.00x - 5.00x L + 800 - 925 bps 5.00x - 6.25x L + 775 - 925 bps 5.50x - 6.50x

Sub Debt
Cash of 11.0% - 12.0%
PIK of 1.0% - 2.0%
All-in of 12.0% - 14.0%

4.00x - 5.00x Cash of 10.0% - 11.0%
PIK of 1.0% - 2.0%
All-in of 11.0% - 13.0%

5.00x - 6.25x Cash of 10.0% - 11.0%
PIK of 1.0% - 2.0%
All-in of 11.0% - 13.0%

5.50x - 6.50x

Equity Minimum of 35% - 40% 
of Total Capitalization

Minimum of 35% of 
Total Capitalization

Minimum of 35% of 
Total Capitalization

Note:  The values presented above are based on prevailing metrics observed by Lincoln International in recent months; however, leverage multiples and pricing are highly dependent on a borrower’s credit profile and may be higher 
or lower than those shown above for certain companies. LIBOR floors, when included, are generally in the 100-150 bps range.




