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Insight

US private debt With sustained interest in US private
credit opportunities, we identify five trends of which
investors should be mindful

hen it comes
to responding
to investors’
wishes, fund
managers
rarely miss a
trick. The insatiable appetite of pensions,
foundations, endowments and insurance
companies for North American private
debt strategies has driven a flurry of fund
launches over the past three years, writes
Joe McGrath. According to PDI data,

146 North America-focused private debt
funds closed in 2018 - the third-highest
number in any year since the global
financial crisis, though slightly below the
158 closes recorded in 2016.

There has been a similar trend in
terms of the total amounts of capital
raised. Last year's aggregate total of
$59.5 billion was the second highest
since the crisis - an increase on the $46.5
billion reported in 2016, but below the
2017 record of $80.6 billion.

Concerns about loan covenant

standards are growing
Competition in the market has forced
private lenders to make concessions to
secure higher yields for their investors.
However, with lots of capital chasing
every opportunity, pricing has started to
tighten and leverage levels are creeping
up. “The US market has become

Private Debt Investor e

k& Defaults are at

an alltime low
because there are
no covenants upon
which to default.
What you will see,

in time, is that
recoveries are going
to be far lower 33

Patrick Marshall
Hermes Investment Management
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massively aggressive,” says Patrick
Marshall, head of private debt and CLOs
at Hermes Investment Management.

He argues that if institutional investors
are chasing a higher level of yield than
the market is prepared to offer, private
debt funds have to find another way

to compete if they are to secure those
higher yields from the businesses they
lend to. “That tends to be by competing
on the loan terms.”

Marshall adds that fierce levels of
competition have allowed chief financial
officers to demand less restrictive loan
terms in return for paying higher levels
of interest. Supporters of more relaxed
underwriting point to the fact that the
number of loan defaults remains low,
despite the ongoing concerns about
lending standards. However, he believes
this does not tell the full story. "My
argument is defaults are at an all-time low
because there are no covenants upon
which to default,” he says. “What you will
see, in time, is that recoveries are going
to be far lower.”

Loan leverage is rising
According to figures from Schroders,
the US leveraged loan market had
ballooned to $1.1 trillion by the end
of 2018, nearly twice what it had been
just seven years previously. This could
greatly inflate the losses investors will



Nervousness about the
economy is building

be expected to shoulder if market
conditions deteriorate significantly. “The
debt cushion beneath the average loan
has gotten smaller throughout this cycle,”
says Michelle Russell-Dowe, head of
securitised debt in Schroders’ US fixed-
income team. “This means loan losses,
in the event of default, are likely to be
higher - especially given the increasing
prevalence of loan-only deals - relative to
past experience.”

Marshall of Hermes Investment
Management agrees: “Where there
are defaults, performance will go down
quicker for investors.”

ESG investing
is creeping in

| Loan leverage
is rising

Nervousness about the

economy is building
Monetary policy has been a key focus
for private debt because of the inverted
yield curve: the yield on 10-year Treasury
bonds has dipped below that of shorter-
term bills. Until late July, the Federal
Reserve maintained it would not respond
to “short-term” swings in the markets. It
eventually cut the rate by 0.25 percent
on 31 July. This, coupled with ongoing
uncertainty about the trade war with
China, has caused some investors to
review their allocation to US private debt.

"Yield spreads have tightened

substantially,” says Schroders’ Russell-
Dowe. “Uncertainty exists around global
growth, geopolitical issues, tariffs and
trade, just to name a few. It feels again
that ‘priced to perfection’ is a theme that
demands review.

"Whilst we are no strangers to a
confluence of global risks, we should
expect to be compensated for this
additional uncertainty.”

ESG investing is creeping in
Investors are beginning to
expect that asset managers factor
environmental, social and governance-

September 2019 o
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Around 45% of capital raised between
1 January 2018 and 31 March 2019 was
for senior debt

CLO

3.4%

3.7%

Senior debt

A44.7%

Subordinated/

mezzanine Distressed
23.0% 29.2%
Source: PDI

based criteria into the terms of any loans
they make.

Once the preserve of the global equity
markets, the arrival of ESG metrics into
US private credit can partly be explained
by UN-backed organisation the Principles
for Responsible Investing introducing
new guidance on sustainable investing
for private debt funds.

“Responsibility for responsible
investing extends beyond the equity
stack and captures lenders too,” says
Matthew Craig-Greene, managing
director of data and analytics at
investment consultancy MJ Hudson.

“In response, the UN PRI launched a
tailored ESG due diligence questionnaire

k& Responsibility
for responsible
investing extends
beyond the equity
stack and captures
lenders too 39

Matthew Craig-Greene,
MJ Hudson
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Other

Vehicles with a real assets strategy accounted
for more than a third of the capital raised over
the past 12 months

Infrastructure

5.3%

Multi-sector
(corporate
and real
assets)

19.6%

Corporate

63.5%

Real estate

11.6%

for private debt funds in February,
covering policy and governance;
evaluation, pre-investment; and
monitoring, after a deal is done.”

US strategies deploy capital

quicker than European ones
Market conditions in the US have
stimulated a greater number of
opportunities for direct lending than
in Europe.

As a result, funds focused on US private

debt are deploying their capital far
more quickly than their Europe-focused
counterparts.

This trend is, in part, the result of
structural differences between the US and
European markets.

“The markets in the US and in Europe
are very different in size,” says Ken
Kencel, chief executive officer of Churchill
Asset Management. He explains that
over the past 15 years the volume of
institutional leveraged loans in the US
has, on average, been more than six times
greater than that in Europe.

“The pool of direct lending
opportunities is substantially smaller in
Europe, particularly as managers focus on
the deals the banks are not doing. As a
result, given the amount of capital raised,
the pace of deployment is much slower
compared to that of US funds.” m
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The big quotes

Wit and wisdom from
industry insiders

k& Standards for
credit issuance have
been very loose.
The defaults will
come later than they
otherwise would've,
but they'll probably
be worse 33

Howard Marks, co-chairman, Oaktree Capital
Management (February 2019)

k& The Fed has kept
interest rates low in
a way that's been
designed to push
investors away from
cash, from treasuries
and toward riskier
asset classes 99

David Golub, chief executive of Golub Capital
BDC, on the volatility in late 2018 (March 2019)

k& Low interest
rates, reductions in
quantitative easing
- it's creating a very
bad environment

forbonds

Tod Trabocco, Cambridge Associates’
managing director, on why private credit
returned 10.3 percent for the year to 30
September 2018 and bonds posted a 1.37
percent loss (April 2019)
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HPS agrees distressed debt
acquisition

HPS Investment Partners agreed to buy
Dallas-based distressed debt specialist
Talamod Asset Management. The New
York-based firm, which has more than
$46 billion in assets under management,
said it would absorb several key Talamod
employees, including founder and
managing member Andersen Fisher as
a managing director. Kyle Mapes and
Jay Steen, both of whom joined Talamod
shortly after it was founded in 2008,
joined HPS as executive directors.

e
Year in review The biggest US private debt stories

reported by PDI over the past 12 months

Goldman Sachs reaches final close
on senior debt fund

Goldman Sachs held a $4.4 billion final
close on its latest senior debt fund,
putting it among the largest 2019
closes so far. The New York-based
investment bank closed Broad Street
Senior Credit Partners Il at $4.4 billion.
The total comprises $1.75 billion in
limited partner commitments and
$2.65 billion of committed long-term
leverage, according to Tom Connolly,
global head of the private credit group.
Goldman is the largest single investor in

the fund, comprising 24.9 percent of LP
commitments.
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Kennedy Lewis hits $500m target  Brookfield agrees to buy

on initial fund Oaktree
Kennedy Lewis Investment Management Toronto-headquartered Brookfield Asset
closed its debut vehicle only a year after Management acquired a majority stake

opening shop. The oversubscribed fund in fellow alternatives manager Oaktree
hit its $500 million capital raising target Capital Management. An agreement

in November. It will invest in bespoke between the two sees Brookfield, which
financing arrangements and special closed its inaugural infrastructure debt
situations. KLIM said it was aiming for fund early in 2018, take a 62 percent

a 1.5x multiple on invested capital on stake in Oaktree, which closed its own
each investment, and that it was agnostic real estate debt vehicle on $2.1 billion
across industry, geography and security
type. The firm charges a management
fee of up to 1.5 percent and 20 percent
carried interest.

last October. The deal creates one of the
largest alternative asset managers in the

world. Between them the two companies
have assets under management of

$475 billion and fee-related revenues

of $2.5 billion.

6 Private Debt Investor e September 2019



Twin Brook pulls in record $2.75bn
for latest direct lending fund

Twin Brook Capital Partners closed on
$2.75 billion of equity commitments for
its AG Direct Lending Fund Ill, exceeding
its original target of $2 billion. The
vehicle will focus on US lower mid-market
companies with less than $25 million

in EBITDA. Fund Il is sector agnostic,
though Twin Brook has expertise in
healthcare, financial services, insurance
and technology.

Clearlake rakes in $1.4bn for
latest special situations fund

Santa Monica-based Clearlake Capital
Group held a $1.4 billion final close of
its latest distressed product, Clearlake
Opportunities Partners |l, surpassing

its $1 billion target. The fund will lend
to mid-market companies with an
enterprise value between $200 million
and $2 billion and is targeting a net IRR
of 15 percent. The firm's core industries
include technology-enabled services.

APR MAY JUN JUL

Ares closes on more than $1bn for
latest distressed fund

Ares Management held an interim

$1 billion close for its latest distressed
product: Ares Special Opportunities
Fund. The LA-based credit manager is
targeting $2 billion for the fund, which
seeks to invest in companies that are
stressed or going through transitional
change and need additional capital.
The vehicle received a $70 million
commitment from the Pennsylvania
State Employees’ Retirement System.
This is the first distressed-focused fund
launched since Ares hired Scott Graves
from Oaktree Capital Management as
head of distressed debt.

Y

Owl Rock’s direct lending fund
shoots past $1bn target

New York-based Owl Rock Capital
Partners beat its original $1 billion target
to hold an interim close of more than
$1.11 billion for its Owl Rock First Lien
Fund. The fund is looking to lend to
upper mid-market businesses with at
least $75 million in EBITDA and plans

to take an average position size of

1-2 percent of the fund in each company.

Insight

S46bn

Total AUM of HPS Investment
Partners, which bought Talamod
Asset Management

12

Number of months it took for
Kennedy Lewis to reach a final close
on its debut fund

62%

Stake Brookfield acquired in
Oaktree

S4.4bn

Total raised by Broad Street Senior
Credit Partners Il

S2bn

Total target for Ares Special
Opportunities Fund

S1bn

The now surpassed target of Owl
Rock First Lien Fund
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Insight

Editor’s letter

What's the name of the
credit cycle game?

Graeme Kerr

graeme.k@peimedia.com

question for sport lovers: are we watching a cricket or baseball match? This slightly

unlikely PDI poser cropped up at our latest US Roundtable when participants

considered the age-old question of where exactly we are in the credit cycle. “We’ve
been saying we’re in the seventh inning for a while,” said Randy Schwimmer, senior
managing director at Churchill Asset Management, preferring the baseball scenario.

For Bill Brady of Paul Hastings, the action was slower-paced and prone to repeating
itself: “For me this conversation is Groundhog Day over the past four or five years. I
actually think we have to move from baseball now to cricket, which can go on for five days
and end in a tie.”

Laughter aside — and there were chuckles all

k& We've been
saying we're in
the seventh inning
for a while %)

round — both participants had a serious point.
Whichever sporting metaphor you choose, the
action has stalled somewhat. Yes, we are clearly
close to the top of the credit cycle. Heightened
competition, compressed terms and worryingly
loose covenants all hint at a possible turn. But
we’ve been here for a pretty long time, and the
single biggest catalyst — a rise in interest rates —
is no longer a threat. If anything, rates are likely to fall further.

And this game clearly has life left in it. As this supplement makes clear, for all the
negative talk, opportunities abound, especially in the mid-market where there are
anywhere between 200,000 and 300,000 companies in the US alone. Direct lending is
attractive and there are appealing sectors — notably tech, with software-as-a-service one
of the most promising industry verticals, according to Brent Humpbhries, president of AB
Private Credit Investors.

The other heartening trend is new investors coming into the asset class across all
regions, including Asia-Pacific. These newcomers are seeking yield and, according to Eric
Lloyd of Barings, another Roundtable participant, private debt is a logical place for them
to look for it.

So it’s game on in what promises to be another pulsating year for US private debt.

Enjoy the supplement

GT?\.L vy ql:ia-—vw"'

Graeme Kerr
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KEYNOTE

INTERVIEW

The middle market:
past and present

Direct lending in the mid-market bas changed over the past frve years. As Twin Brook
Capital Partners approaches a milestone anniversary, founder and managing partner
Trevor Clark discusses the state of the industry and how it has evolved since 2014

Wasn’t the middle market

already very crowded in 2014?
What inspired you to start Twin
Brook?
Although Twin Brook was only founded five
years ago, many members of our team have
been in the industry for well over a decade.
Prior to starting Twin Brook, I had been in
the business for over 20 years and helped
found Madison Capital, so I was able to
bring that industry expertise and experience
to Twin Brook.

We brought together a highly moti-
vated, thoughtful group of leaders — all of
whom were excited by and committed to
executing on the opportunity we saw: to es-
tablish a reliable, consistent industry leader
dedicated to serving the lower middle mar-

SPONSOR
TWIN BROOK CAPITAL PARTNERS

ket. This was an opportunity specific to the
part of the market that we target, and where
many of us had operated for years.

While there were a number of estab-
lished direct lenders in 2014, there were very
few — particularly with our breadth of expe-
rience — that were exclusively focusing on
the part of the middle market that we were.
Many of these lenders, while in existence for
a long time, had shifted their strategies to
follow where the money was at a given time,
floating from the lower middle market to the
upper middle market, and sometimes even to
the broadly syndicated loan market.

September 2019

Unlike others, our strategy from the
start — and one that we remain committed
to today — was focused on sponsor-backed
transactions in the middle market, which
we define as companies with $3 million to
$50 million in EBITDA, with an empha-
sis on those in the lower middle market —
meaning with $25 million of EBITDA and
below. Furthermore, in Angelo Gordon, we
had the support of a parent company that
understood this approach and shared our fo-
cus on building a long-term business.

Why was - and is - having

a lender with experience,
specifically in the lower middle
market, so important?
There are a large number of companies in
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the lower middle market, and private equity
firms that focus on this sector typically have
a very active ownership style.

These sponsors are focused on ways to
meaningfully transform these companies
— whether that be through add-on acqui-
sitions or projects to improve operations,
professionalise management and staff, or
enhance infrastructure — which often re-
quires additional financing and ongoing
lender interaction.

Because of this, they are looking for
a lending partner with a long-term view
— one that has a demonstrated ability to
work alongside sponsors to grow portfolio
companies, and who will be in the trench-
es with them handling any issues that may
arise during this transformation process.
Sponsors are also looking to partner with
lenders who have a proven ability to man-
age through multiple credit cycles, particu-
larly in their part of the market. When we
started, and still today, there are few lenders
that focus on this sector, have been through
a full cycle in the space, and can provide
the consistency, reliability and expertise we
bring to bear.

Does that mean you consider

experience one of your key
differentiators and something you
compete on?
Certainly. If you look at the landscape of di-
rect lenders, it’s difficult to find firms with
leadership teams that have over 20 years of
experience executing on the same strategy
or focused on the same sector of the market
— and this is especially true when it comes
to the lower middle market. As a result,
our breadth of experience and the length
of time that many of our team members
have worked in this segment differentiate us
from many peers or managers in the broader
space.

Some might say that deals

across the middle market are all
alike, regardless of whether they're
in the upper or lower middle market.
Do you dispute this idea?
Absolutely. The middle market is distinctly
bifurcated, and there are clear differences
between the upper segment — defined as
companies with over $25 million of EBIT-
DA - versus the lower segment — defined as
companies with $25 million of EBITDA and
below. The upper middle market tends to be
more transactional and commoditised when

“Lower middle market
sponsors place greater
priority on the quality
of their relationship
with the lender”

“We may be seeing
slightly fewer financial
covenants — one or two
instead of three or four
— but we are avoiding
transactions that are
covenant-lite and

covenant-wide”

it comes to lending. Sponsors in this mar-
ket often seek the highest leverage, loosest
terms and the lowest interest rate, regardless
of a lender’s experience. In the lower mid-
dle market, we see less of that. Many lower
middle market sponsors place greater prior-
ity on the quality of their relationship with
the lender, whom they’ve often worked with
for many years, across multiple transactions
with a variety of portfolio companies. These
sponsors are not worried if a lender has a fi-
nancial covenant because they have worked
with them through both good times and
bad, and both parties understand — based on
previous experiences — how to resolve vari-
ous credit issues.

Although deals across the

market aren't all the same, are
there any types of companies or
industries that are popular among
lenders in a variety of segments?
Many direct lenders are generalists, so few
firms focus on just one or a select handful
of industries. With that said, healthcare and
financial services are two spaces where we
have closed a number of deals, and where
we have seen significant interest across the
broader industry.

Companies in these fields are particular-
ly appealing to us because they are operating
in highly regulated industries that require
a level of expertise that resonates with the
sponsor community. These borrowers pro-
vide a good example of characteristics we
target in all of our borrowers, including
business models with recurring revenue,
as well as solid margins and limited needs
when it comes to capex or working capital,
allowing for high free cashflow.

Has the lower middle market

experienced the same trends as
the upper middle market, including a
reduction in covenants and loosening
documentation?
It would be a fallacy to say our documents
look exactly the same as they did in 2014,
but that’s not to say all parts of the mar-
ket behave the same way when it comes
to lender protections. In the lower middle
market, there are still the traditional lender
protections that we believe are key to man-
aging credit risk. We may be seeing slightly
fewer financial covenants — one or two in-
stead of three or four — but we are avoid-
ing transactions that are covenant-lite and
covenant-wide. Other sectors — including

September 2019 e US Report 11
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the upper middle market — have seen more
significant shifts. In these sectors, pricing
is more dynamic, lender protections have
eroded dramatically, EBITDA definitions
are highly problematic and covenants are far
less frequent —all of which can affect the risk
profile of assets.

Do you think there will be

more covenant reductions
and loosening of documentation
among direct lenders as a whole? In
the industry at large, are there any
other trends or behaviours you have
concerns about?
As mentioned before, we have definitely
seen a shift away from covenants in other
parts of the middle market, and I would not
be surprised if the trend towards looser doc-
umentation continues in those segments.
However, many of the managers abandon-
ing covenants or not using lender protec-
tions have not lent in an environment where
they needed them. These lenders typically
were not in the market in the early to mid-
2000s, as we navigated the global financial
crisis, and may have never worked through
a downturn. This is the crux of the issue, as
you cannot truly understand the importance
of something you've given up until you are
put in a situation where you need it.

In particular, the number and size of
EBITDA add-backs that market partici-
pants are being asked to accept — from both
an acquisition and leverage perspective —
has significantly evolved and certainly been
a topic of much discussion in the upper
middle market. For those lending based on
enterprise value, this raises questions and
concerns about how sustainable those val-
ues are in the long term. Again, in the lower
middle market you are shielded from most
of those issues, but we always thoroughly
analyse the quality of a company’s earnings
and make sure we clearly understand how
EBITDA is being defined, as it can impact
the borrower’ debt service coverage cove-
nants.

Looking at other changes in

the market, do you find that
sponsors emphasise speed more than
before?
Increasingly, sponsors want a lender that has
the ability to compress the timeframe be-
tween first receiving a term sheet and clos-
ing a deal. We typically process a deal — start
to finish — in approximately 60 to 90 days,

but we have recently shown that we can
compress that timeline down to as little as
three weeks. Our team in Chicago currently
includes over 60 people and we have access
to Angelo Gordon’s outstanding infrastruc-
ture, so we can bring forth the resources
needed to get through due diligence both
quickly and thoroughly.

Additionally, sponsors are getting better
at knowing what information lenders need
and getting it to them quickly. However,
not every sponsor runs the same process,
so having long-standing relationships with
many private equity firms helps us come to
understand how each individual sponsor’s
process works.

Beyond building sponsor

relationships, what do you
consider to be key growth drivers of
Twin Brook? What are you doing to
keep the firm healthy through the
ups and downs of the coming years?
Since 2014, we've closed over 370 trans-
actions, issued total commitments of ap-
proximately $10.4 billion, and built a stable
platform with the wherewithal to survive
economic cycles. There are a number of
actions that have enabled this progress,
though I believe two of the most important
ones are the assembling of our world-class
team and our commitment to the lower
middle market.

From a risk management perspective,
our team’s extensive experience is critical
when it comes to managing a downturn. By
attracting, retaining, developing, and mo-
tivating a highly skilled team, we limit the
impact of market cycles.

It is key to ensure that for each borrower
in a lender’s portfolio, there is a committed
team with deep knowledge of the company,
and that your people have the bandwidth to
manage those credits.

At Twin Brook, the lead originator and
underwriter on each deal stay with that bor-
rower post-close, and individual underwrit-
ers are responsible for overseeing no more
than five to seven borrowers. We believe
that this underwriter-to-borrower ratio is
one of the most compelling aspects of our
ability to manage through a downturn. If
distress or another issue presents itself dur-
ing the life of a loan, additional resources
and people are at the ready to be brought
in. As a result, we believe that we have built
a scalable, proven model that is well-posi-
tioned for the future. m
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“Sponsors want a
lender that bas the
ability to compress the
timeframe between
furst receiving a term

sheet and closing

a deal”

Founder and managing partner Trevor Clark
is a member of Twin Brook's Investment

and Executive Committees and has been
responsible for overall operations of the
firm since its inception in 2014. Previously,
he was a co-founder and CEO of Madison
Capital Funding, overseeing operational
and strategic activities of the middle market
lending operation, and held positions in
loan underwriting and origination at Antares
Capital, GE Capital and Bank of America
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hether its direct
lending,  mezza-
nine financing,
M&A  funding or

non-sponsored
loans, private debt
has increasingly appealed to investors seek-

ing more favourable returns than the re-

cord low yields on offer in their traditional
hunting grounds. This demand has driven a

surge of interest in the asset class in recent
years and North America has been one of
the largest regions to benefit. Private Debt

Investor data show that around 36 percent
of all private debt capital raised in 2018 was
focused solely on the region.

Darius Mozaffarian, co-president at
US investment manager White Oak, ex-
plains that interest in the asset class is not
unique to any one investor type, and that
his clients range from small pension funds
to major insurance companies. “It’s a very
diverse mix,” he says. “There continues to
be a lot of demand for traditional direct
lending, mainly to sponsored companies.
This type of private credit has been around
the longest and is what most investors are
familiar with.

“Since the financial crisis, a majority of
capital raised has been to support leveraged
buyouts, which are largely private equi-
ty-sponsored transactions. After the crisis,
more private credit firms focused on spon-
sored lending.”

However, as more investors seek the
same opportunities, many have widened
their search for yield. This insatiable appe-
tite for US private debt has led them to seek

more direct lending opportunities. “We
spend a lot of time educating investors on

non-sponsored lending too,” says Mozaf- Competition, compressed yields and loose
farian. . .

The broad range of interest in US private terms all bint at a turn in the ¢y cl 6 but
debt opportunities is perfectly illustrated by t]? ere is OPP ortun lty anii d t b e 7is k ]0 e
the size and range of fund closures through-
out 2018, which spanned direct lending, McGrath Tepoﬁs

mezzanine financing, distressed debt and
special situations. Goldman Sachs closed the
largest private debt fund last year with $9.9
billion raised for GS Mezzanine Partners
VII in June, while GSO Capital Partners
closed a $7.12 billion distressed debt fund
in March. Both focus on the US as part of
a multiregional strategy. Meanwhile, Kayne
Senior Credit Fund IIT and Ares Senior Di-
rect Lending Fund raised the largest North
America-only funds, with each attracting $3
billion in commitments.

14 Private Debt Investor e September 2019
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Despite the widespread enthusiasm for
private debt, economists have recently ques-
tioned the health of the US economy, after
the yield on 10-year treasuries dipped below
that of shorter-term bills in May. Histori-
cally, economists have seen this inverting of
the yield curve as an indicator of a potential
recession, but this time is different, say fund
managers.

“While we have seen the yield curve
invert a couple of times, we have not yet
begun to see any related cracks in our port-
folio,” says Ken Kencel, chief executive of
Churchill Asset Management. “The ques-
tion on everyone’s mind continues to be:
what innings are we in? How long will this
stage of the US economic cycle last?”

Inflation concerns
Growing concerns about the threat of infla-
tion have led to some investors urging the
US Federal Reserve to slash interest rates.
“With the Fed’s decision to hold rates
steady against market expectations for one
to two rate cuts this year, inflation is one of
the biggest risks to markets,” explains White
Oak’s Mozaffarian. “Should higher inflation
come to bear, markets will be caught off
guard and the Fed will have to be reactive
and increase rates. A disruptive rate raising
process will be negative for market senti-
ment and can introduce more volatility.”
Mozaffarian warns that higher rates
— whether from a Fed reaction to infla-
tion or not — could also be problematic
for companies with significant borrowing,
especially to companies with highly lev-
ered balance sheets. Despite this, the Fed

“These 185,000
middle market

companies have

interests and ambitions
to grow their business.
As a result, we said

we need to expand our
product base to include

equipment financing

and asset-based

lending”

DARIUS MOZAFFARIAN
White Oak

Two record-breaking fundraising years have left North America-focused funds

with a lot of dry powder to deploy
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intends to maintain its course. In a speech
to the Council on Foreign Relations in New
York at the end of June, Federal Reserve
chairman Jerome Powell defended the deci-
sion to hold rates steady. “Monetary policy
should not over-react to any individual data
point or short-term swing in sentiment,”
he said. “Doing so would risk adding even
more uncertainty to the outlook.”

Investors in US private debt are not
just dealing with headwinds from domestic
monetary policy, though. They must also
contend with ever-growing levels of compe-
tition for good investments and the impact
this is having on pricing — factors that are
making the investments far less rewarding in
relation to the associated risks.

“As dry powder has increased substan-
dally, with fundraising continuing to trend
upwards, competition for deals is high,”
explains Joanne Job, managing director and
head of research at investment consultancy
M]J Hudson Allenbridge. “Therefore, pric-
ing has become tighter across the board.
Yields are compressing, and leverage levels
are increasing.”

Job explains that the increased competi-
tion in the market has also led to an increase
in the number of loan agreements with low-
er levels of lender protection.

“Covenants have become looser, with
the level of ‘cov-lite’ debt in the US dramat-
ically increasing,” she says. “As such, credit
quality is a risk, particularly as we near the
end of the cycle.”

Despite having to contend with these
pressures, investors have continued to flock
to private debt funds. PDI data show that
the aggregate capital raised by North Amer-
ican-focused vehicles over the past three
years totalled $81.6 billion. Although 2017
was the most active year, with $42.3 billion
raised, 2018 was also strong, with funds rais-
ing $39.1 billion.

To put these figures in context, this com-
pares with $22.7 billion raised over 2009, a
total that has nearly been matched by the
$20 billion raised in the first five months of
2019 alone.

Kencel is not surprised by the sustained
interest in direct lending. “We believe in-
vesting in directly originated senior secured
loans to private equity-backed traditional
middle market companies — between $10
million to $50 million of EBITDA - pro-
vides an attractive risk/return opportunity
for investors,” he says.

“With our portfolio as a proxy, these as-

September 2019 o USReport 15
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sets can offer yields in the 8 percent range,
along with floating interest rates, reasonable
leverage, solid loan-to-value and financial
covenants.”

Kencel’s view of the asset class is echoed
by others who have noticed the continued
support for mid-market opportunities.

“A lot of investor capital has flown
into the traditional middle market and is
a large part of the market,” explains M]
Hudson’s Job. “Direct lending remains the
largest sub-strategy by capital raised, but
mezzanine funds have also increased in pop-
ularity.”

Competition impact

Kencel, meanwhile, is expecting opportuni-
ties for directly originated mid-market sen-
ior secured loans to remain attractive in the
coming months and years, notwithstanding
the macroeconomic, fiscal and competi-
tion-related pressures.

“Everyone knows there will be an eco-
nomic downturn at some point, and we
believe senior middle market loans provide
investors access to attractive yields from
relatively conservative assets with inherent
downside protection,” he says.

“With record private equity capital fund-
raising and nearly $600 billion in expected
refinancing activity over the next several
years, the opportunities for directly orig-
inated middle market senior secured loans
are expected to remain attractive for larger
investment platforms that can access the
highest quality investment opportunities.

“We also believe private equity is in-
creasingly reliant on direct lending, as di-
rect lending dry powder in North America
is currently $70 billion — just 16 percent of
buyout dry powder.”

There is a logic to Kencel’s assessment.
After all, the majority of US-based mid-mar-
ket businesses have revenue streams that are
predominantly domestic-focused. S&P 500
companies, on the other hand, often have
revenues split evenly between US and inter-
national sources.

Investment group White Oak agrees that
the mid-market is where opportunities are
likely to appear in the medium term, though
its preferred approach differs slightly.

“What is the real need of middle market
companies?” asks co-president Darius Mo-
zaffarian. “Companies often need capital to
acquire a competitor or to buy out a minori-
ty shareholder. These, we thought, are good
candidates for term loans. Then, there are
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“While we have seen

the yield curve invert
a couple of times, we
have not yet begun to
see any related cracks
in our portfolio”

KEN KENCEL
Churchill Asset Management

those looking to purchase new plant or ma-
chinery, and these are good candidates for
equipment financing.

“The middle market in the US alone
is anywhere between 200,000 to 300,000
companies. That is an enterprise value of
between $50 million and $1.5 billion. That
portion of the market in the US is the bread
and butter of our GDP.”

Mozaftarian says that of those 200,000~
300,000 companies, only around 15,000 will
have a private equity sponsor, and that this
presents a different opportunity to investors:
“These 185,000 middle market companies
have interests and ambitions to grow their
business. As a result, we said we need to ex-
pand our product base to include equipment
financing and asset-based lending.”

Hunting resilience

As investors become more focused on their
preferred type of private debt exposure, they
are also becoming more discerning in their
choice of asset manager. Fund groups say
they are being quizzed more often on the
skills and capabilities of their staff, prior to
being awarded mandates.

“Selecting the right manager is impera-
tive,” says Kencel. “Scaled direct origination
platforms with strong relationships built over
time have the best access to high quality deal-
flow and the ability to be the most selective.”

He adds: “An experienced team with
a strong track record of disciplined credit
underwriting is of the utmost importance.
To gauge this, look to managers that have
already been through past economic cycles
and performed well.”

Mozaffarian agrees, saying that it is
important for investors to understand the
approach that a firm takes to underwriting
and to ask the right questions in order to
understand the experience within the core
investment team. “A lot of us have sellside
experience here and most of us come from
more of a bank lending or a principal invest-
ing background,” he says.

These skills may prove useful should
economic conditions become more choppy
in the months ahead. Experience from the
sellside during the global financial crisis may
certainly be useful should fund managers
need to deal with defaults more frequently.

However, identifying the correct combi-
nation of skills within a company is tricky
and investors will never truly be able to as-
sess the relevance of a fund group’ skills un-
til those skills have been called upon. m



COMVEST

— CREDIT PARTNERS —

Direct Lending to the Middle Market

With over $3.3 billion in AUM and a 20-year history, Comvest Partners
and its affiliates are a proven resource for middle market companies.

FLEXIBLE CAPITAL SPEED AND CERTAINTY PROVEN OPERATING
SOLUTIONS OF CLOSE RESOURCES
TRANSACTION SIZE
S30M - $200M
TRANSACTION TYPES
‘ Non-Sponsored e Sponsored
ﬁ""' -
— : - :

-
-

WEST PALM BEACH | CHICAGO | NEW YORK | LOS ANGELES

www.comvest.com — info@comvest.com



18 Private Debt Investor e

Analysis

E X P

E R T

Q & A

Software and technology is one of the most promising growth sectors in the US
direct lending market, with a shift to cloud computing belping support an attractive
opportunity set, says Brent Humpbhries, president of AB Private Credit Investors

[

The risks and rewards of targeting tech

AB Private Credit Investors is the mid-mar-
ket direct lending platform of AllianceBern-
stein, managing approximately $8.7 billion
in investable capital and lending across first
lien, unitranche, second lien, mezzanine
debt, structured preferred stock and minor-
ity equity co-investments. With a focus on
mid-size companies with an EBITDA of
$5 million to $50 million and enterprise val-
ues of $75 million to $500 million or more,
it recently launched a growth stage capital
initiative to capitalise on opportunities out-
side of traditional sponsored direct lending.

How do you see the overall

dynamics in US direct lending
today?
The cycle has clearly extended longer than
people expected, with the consensus now
that growth is slowing in the US, although it
remains in a strong position relative to most
other developed economies. We have seen a
significant inflow of capital into direct lend-
ing, leading to deterioration of underlying
documentation terms and spreads.

SPONSOR
AB PRIVATE CREDIT INVESTORS

That said, while it is easy to quantify
the supply of new capital coming into the
market, it is harder to measure the supply
that has left the market, particularly from
banks de-emphasising mid-market lend-
ing. One factor that is often overlooked
is the significant scale and fragmentation
within the US middle market. Estimates
peg the US middle market at $6 trillion in
revenues, which would be the third largest
global economy on a standalone basis, and
upwards of 200,000 companies. While there
are certainly a large number of lenders in
the space, many focus on different channels
such as sponsor versus non-sponsor, indus-
try verticals and deal sizes. This has enabled
platforms such as AB-PCI to still deploy
capital prudently.

From a relative value perspective, I be-
lieve this remains one of the best places for
investors to deploy capital. The private debt
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industry still generally targets net returns of
8-12 percent, which compares favourably to
the public debt and equity markets on an ab-
solute basis and is even more attractive on a
risk-adjusted basis.

Where do you see opportunities

outside the traditional
sponsored direct lending space?
The market is more competitive and you
need to be cautious and selective, but there
are still areas to expand the opportunity set.
One competitive edge we have observed is
within our industry sector expertise, where
we see software and technology as one of the
most promising industry verticals. The soft-
ware sector, including Software-as-a-Service
(Saa$), stands out given both the significant
amount of growth being witnessed in that
sector and the demand for private capital.

There are a number of factors driving

this, including the fact that technology is
prevalent in all aspects of our daily lives.
Venture-backed companies are also remain-
ing private for much longer periods of time
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and regularly reach the size and scale to at-
tract the interest of core PE buyout funds
and direct lenders.

The shift to cloud computing is driv-
ing significant sector growth, and the SaaS
business model is conducive to private debt
because it can support meaningful levels of
leverage given its predictable, recurring sub-
scription-based revenue streams. This is an
area where we are going to continue to see
growth, both in core private equity-backed
direct lending but also increasingly by ex-
panding into the growth stage segment of
the market by partnering with VC firms.

What is it about the growth

stage segment that is
particularly attractive at this point for
private debt?
Growth stage for us typically means com-
panies with annual recurring revenues in
excess of $20 million and up to $100 mil-
lion-plus, and enterprise values ranging from
$100 million to $1 billion or more. So,
growth stage does not mean early stage —
these are not small companies. When we
invest in growth stage companies, we look
for companies with well-established prod-
ucts and strong competitive positioning. We
are comfortable underwriting execution risk
in the growth stage segment, but we do not
take on significant technology risk.

From an underwriting perspective, this
is a natural progression of what we do today
in our core software private equity lending
practice, where we have strong expertise
evaluating Saa$S business models.

Away from debt capital, we also see a
significant opportunity to co-invest along-
side venture capital firms as they often need

additional sources of later stage, pre-IPO
equity for larger companies. Many times
the VC firms want to broaden their investor
base to support future capital raising rounds.
Odur ability to provide flexible growth capi-
tal across debt, hybrids and equity, as well as
our scale, are viewed as value-added in this
context. In addition, AllianceBernstein car-
ries a strong reputation as a public investor
in the technology sector at the IPO stage
and beyond.

How do you mitigate risk in the
high-growth segment of the

technology sector?
We have been investing in software for a
long time and believe we have significant
expertise in the sector. Our focus is to drive
attractive risk-adjusted returns for our in-
vestors by being selective on the opportu-
nities we pursue. We can take a discerning
approach to asset selection as we intend
to deploy capital within the growth stage
segment methodically, rather than simply
trying to grow market share. Our focus on
scaled businesses with established products
and solutions, along with enterprise values
typically of $100 million to $1 billion or
more is another way that we mitigate risk.
We view our approach in the growth stage
segment as less risky compared to venture
lending, for example.

We also focus on businesses with strong
IP and differentiated technology, and we
look at the lifetime value of a contract and
a customer relative to the customer acquisi-
tion cost. We avoid businesses that are not
generating good returns on investment from
their sales and marketing spend. We also
avoid businesses that exhibit concentration
within their customer base or value chains.

The number of US private companies is growing as the number of public companies shrinks
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A rush of capital is moving into

this space. What mistakes are
new entrants making and how can
platforms differentiate themselves?
We are seeing increased interest in the sec-
tor, including from new entrants. Many of
the newer competitors are deploying aggres-
sive tactics to gain market share that may ul-
timately backfire. One major area of concern
is lenders that do not place enough empha-
sis on ensuring a secured interest in IP. We
believe that IP is very important, particu-
larly when lending to software companies,
but also in other markets. For example, we
often see weak terms and structural protec-
tions that enable material IP to be held or
transferred outside of the guarantor group,
including instances where IP is located out-
side the US.

Another concern is around firms adopt-
ing a one-size-fits-all mentality when mak-
ing recurring revenue loans. There is a need
to size the debt quantum for SaaS businesses
using multiple factors, including capital ef-
ficiency, the growth rate, profitability and
stickiness of recurring revenue streams, in
addition to loan-to-value and debt-to-recur-
ring revenue multiples. Some new entrants
consider all recurring revenue to be created
equal, which it is not. Simply placing a mul-
tiple on recurring revenue without consider-
ing these other factors is not sound under-
writing in our opinion.

Companies are staying private

for longer. How do you see
this impacting the future of capital
markets and the evolution of LPs’
overall investment behaviours?
It is true that venture-backed companies are
staying private for longer periods and be-
coming larger in size. These companies are
also motivated to raise additional cash on the
balance sheet to fund growth initiatives or
simply to provide a liquidity cushion. This
creates additional demand from growth
stage businesses for private capital, includ-
ing private credit. Investor behaviour is also
shifting as direct lending has become an
established alternative investment segment
and investors have become more comforta-
ble with the tech sector in general. With the
number of US public companies nearly cut
in half over the last 25 years, it has become
essential for investors to allocate an increas-
ing amount to the private markets to gain
exposure to the largest and fastest growing
segments of the corporate economy. B

September 2019 e USReport 19
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The all-weather
technology strategy
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Lending into the I'T and software space could generate robust returns, even
in a downturn — provided you pick the right spots. David Turner reports

ia Uddin, managing director and
Z portfolio manager for private credit

at Monroe Capital in Chicago, is en-
thusiastic about lending to the tech sector
— but he backs this zeal up with hard data.

Monroe has financed more than 70 tech-
nology businesses in the US and Canada
over its 15-year history. Uddin says that,
along with healthcare, technology is the
largest sector on its loan book. He particu-
larly likes lending to software companies
that serve businesses, a category known as
enterprise software.

Advisory firm Gartner estimates that
global IT spending will rise to $3.79 trillion
in 2019, an increase of 1.1 percent on last
year. Much of this growth will come from
enterprise software, a market set to reach
$427 billion this year, up 7.1 percent from
$399 billion in 2018. Loan default rates
among tech firms have historically been low:
2.2 percent since 1995, and under 0.5 per-
cent for software, according to S&P LCD.
“The default rate for enterprise software
is low if you understand the space and the
products,” adds Uddin.

If anything, software’s attractiveness to
lenders has strengthened in recent years.
This is partly because of the huge amount of
private equity software deals, which present
a wide range of direct lending opportunities.

Observers detect a useful shift from
around 2010, when paying for software start-
ed to morph from the on-premise licence
system of large upfront payments and lower
maintenance payments, to the software-as-
a-service model of regular payments every
month, quarter or year, with software up-
grades included. Finding good credits is not
easy. One consideration is that the health of
software companies depends, at least in part,
on the health of the sectors they serve.

Buyer beware

Suhail Shaikh, head of US direct lending at
Alcentra in New York, illustrates the point
with a real-life example. In December 2018,
Alcentra lent to a business that had created
an online wedding services platform. “Wed-
dings are generally recession-proof,” he
says. “Regardless of whether the economy
is good or bad, people are going to spend

Worldwide IT spending is predicted to grow 1.1% this year ($bn)
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money on them” — though some economists
have attributed a decline in marriage among
America’s white working-class to a long-
term dwindling of economic opportunities.

Shaikh adds that if Alcentra were asked
to lend to a similar type of company that
served real estate investors, “we would take
a harder look at that, because the underlying
market would be a lot more volatile”.

On the other hand, lenders say technolo-
gy companies are better protected and more
attractive, even if they are serving cyclical
industries or if their product is — as Mon-
roe’s Uddin puts it — “mission-critical”. “You
and I use Word, Excel and Outlook every
day,” says Uddin. “If our business dropped
50, 60 or 70 percent, we would still need
that online storage software offering.”

There is also a danger in being too pos-
itive about lending to technology compa-
nies. Matthew Linett, managing director
and head of underwriting at Churchill As-
set Management in New York, says a good
software business could support leverage as
high as 7x EBITDA, but it would have to
be a “significant company” with the highest
market share in its niche. For smaller soft-
ware businesses “with otherwise attractive
attributes”, he suggests leverage of 5x or 6x.

Jeff Davis, co-head of private credit at
Eaton Partners, a placement agent and advi-
sory firm based in Rowayton, Connecticut,
thinks the many funds dedicated to tech-
nology lending are not being sufficiently
cautious: “These types of dedicated lender
need to be careful to avoid becoming too
comfortable with ‘owning’ their space, to
the point where they issue too many cov-
enant-lite leveraged loans, with too much
flexibility in call protection, restricted pay-
ments and the definition of EBITDA.” m
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As private credit continues to see substantial growth in AUM, as
more products are launched to increase competition and as capital
continues to concentrate around the largest GPs, Jess Larsen,
partner and head of Americas at FIRS Thvenue, says others must
adjust for a tougher environment

Preparing for
fundraising challenges

How do you see the current

fundraising environment for
private credit in the US?
Private credit continues to witness signifi-
cant growth as an asset class, growing from
$300 billion in assets under management
a decade ago to $800 billion today, and it
is expected to hit $1.4 trillion by 2023. As
banks have retreated from the asset class,
we have seen quality GPs coming into the
space and raising new funds and products
with new strategies, including many of the
credit hedge funds and private equity firms
pivoting into private debt.

There are currently about 400 private
credit funds in the market fundraising, not
counting pre-marketing, which is at a re-
cord high and is still projected to increase.

SPONSOR
FIRSTAVENUE

Hence, the competition for LP capital is
growing rapidly. At the same time, the LPs
are favouring the larger GPs as LPs’ private
credit programmes are maturing and focus-
ing on re-ups with the incumbent relation-
ships.

In 2010, only a quarter of capital was go-
ing to the larger funds, whereas today more
than half of the capital in the space is sitting
with the 20 largest GPs. This means it is be-
coming progressively more challenging to
start up new funds unless you already have a
loyal LP backing that can anchor your new
fund.

September 2019

What challenges do GPs

typically face when fundraising?
LPs have spent the last five or six years se-
lecting which direct lending GPs they like
to partner with, and therefore only a few
new relationships are being added. These
LPs have circa 400 GPs approaching them,
yet there are only so many the LPs can con-
duct deep-dive due diligence on. In the end,
they are likely to only invest with up to four
GPs, of which two are most likely re-ups.
This means it is highly unlikely they will
enter into any more than two new relation-
ships a year.

To further challenge the GP fundrais-
ing, the various high-profile pay-to-play
scandals over the past decade have materi-
ally changed the way in which LPs and GPs
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interact. Old-school dinners, lunches and
sporting events are no longer acceptable
means of relationship-building and LP en-
gagement.

How can GPs adapt their

offering to the current
fundraising environment?
There is a clear trend of GPs coming back
to the market much sooner than they have
historically done, which serves to increase
the number of GP managers in the market
and consequently adds to the competition.
Furthermore, the GPs are finding that the
standard practice of limited LP interactions
between funds is no longer viable.

Instead, a successful GP needs to be in
constant dialogue with its LPs and needs to
track the success of the dialogue in between
fundraises to ensure a strong re-up rate on
the next fundraise. All of which forces a
re-think and restructure of sales teams as a
result of the drop-off in some of those rela-
tionship-building options.

It has long been typical to structure
your sales teams according to personal LP
relationships, an unscalable and inefficient
structure for the new paradigm they are
facing. The more sophisticated GPs imple-
ment structures according to either asset
classes, LP types, geography, outsourcing
or a combination of the above, to match the
complexity of their products and the rapidly
changing fundraising environment.

GPs are also finding themselves re-
quired to pay much closer attention to the
terms and fees they are charging versus the
competition. As an example, the difference
between charging on committed as well as
invested capital versus invested only, which
the market is moving towards, can be im-
mensely hampering in attracting capital
from both existing and new LPs. The same
applies to American versus European water-
fall and fee skimming.

To avoid being met with “you are the
140th direct lender to call me this year and I
am not sure how you are all different”, GPs
must spend significant time before launch-
ing fundraises to precisely and concisely
articulate the differentiating factors of their
strategy versus the competition. Fund posi-
tioning work can make or break a fundraise.

What are LPs focused on when

it comes to US private debt
investing right now? What does LP
demand look like?

“The timeframe for
acting on private
credit co-investment
opportunities is a rveal

challenge for some
LPs”

If you go back six or seven years, mezzanine
was the dominant strategy in private credit,
and that continued up to 2017, where mez-
zanine and other subordinated strategies
like unitranche were very much in demand.
In 2017, LPs became much more concerned
about where we were in the credit cycle and
they were looking to reduce risk, hence they
pivoted more into senior secured strategies
higher up the capital structure.

Now, in 2019, the concern about the
credit cycle is only increasing and there is
even more tension out there in the system.
That is leading LPs towards increasing their
exposure to strategies such as asset-backed
lending, whether that is in real estate or

infrastructure, and we are witnessing a real
uptick in special situations and opportunis-
tic credit.

We are also seeing sophisticated LPs
looking very much at the less crowded space
of mid-market strategies, with the large GPs
operating in the large cap market.

We have been positively surprised about
the North American LPs’ appetite for non-
US strategies, in particular European strate-
gies. Though it is difficult to call how Brexit
is going to play out, it is certain it will create
volatility and opportunities. For that reason,
we are seeing an uptick in demand for Eu-
ropean special situations. We are also seeing
more LPs looking towards Asia, albeit to a
lesser extent.

With so much competition, how

can GPs clearly position their
funds?
With so many GPs fighting for the LPs’
attention, the old ‘spray and pray’ model
is no longer viable as a means of achieving
the best LP hit rate. Instead, managers are
building a better understanding and analysis
of which are the most relevant LPs to ap-
proach. GPs need to do careful research and
then differentiate their strategy so that the
pre-qualified LPs can quickly and clearly
understand their strengths.

Co-investment is a dominant dialogue
for LPs at the moment, but in the credit
space — even more so than private equity —
the timeframe for acting on co-investment
opportunities is a real challenge for some
LPs. Private credit does not offer the same
length of decision-making as private equity
and this substantially shorter timeframe can
pose real challenges for LPs that like to par-
ticipate in co-investments.

A lot of GPs are therefore beginning to
think about having the right LPs on board if
they are going to offer co-investment, and
more generally looking to build a mix of
LPs by type, size, geography and so on. Not
all LP dollars are necessarily created equal,
and GPs need to consider the appropriate
mix for their strategies and growth plans.

Going forward, the fundraising process
needs to be as process-driven as the GP’
investment process. At every stage, the
fundraising process needs to be continuous-
ly analysed to secure a clear understanding
of success drivers and momentum levers to
drive the fundraise to a successful close. An
institutionalisation of private credit GPs’
fundraising efforts is now inevitable. m
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The mid-market continues to attract private debt investors as the Federal
Reserve cuts interest rates. Could this provide more juice to the economy and
fuel a red-hot deal market, or are we nearing the end of the credit cycle,
Andrew Hedlund asks a panel of experts

rivate credit is in a precarious
position, as it has been for sev-
eral years. No one is quite sure
where the economy sits within
the now decade-old economic

expansion, and lenders do not
know if, or when, permissive EBITDA
definitions and loose covenants will come
back to haunt them. The appetite for pri-
vate debt among limited partners, many
of which have jumped into the asset class,
shows no sign of abating. So, where does
that leave us? Six industry participants of-
fered their views.

Let’s start with the age-old

question: where do you think we
are in the credit cycle, and what could
be the catalyst for a downturn?

Randy Schwimmer: We've been saying
we’re in the seventh inning for a while. Now
with the Federal Reserve rate cut it appears
we're in a rain delay, so this cycle could go
on for a while. That eliminates higher rates
as a catalyst for a downturn — at least for now
— which leaves trade issues as the most visi-
ble market worry.

Scott Essex: We are very late in the cycle.
‘This is the longest-running recovery in eco-
nomic history in this country. I think the
question is what will tip this cycle, which
is really unknown. International tariffs and
the exchange rate environment — those are
external [global factors]. An internal [factor]
is a growing dynamic between the politicisa-
tion of the Federal Reserve [by] the execu-
tive branch. That’s concerning.
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Bill Brady: For me this conversation is
Groundhog Day over the past four or five
years. I actually think we have to move from
baseball now to cricket, which can go on
for five days and end in a tie and which is a
whole other conversation.

What are conditions like in the

deal market?
Eric Lloyd: The competition is fierce. And
it’s not just leverage and pricing, but docu-
mentation terms and other things. In mar-
ket conditions like the ones we’re seeing
now, the scale of a manager’ platform really
matters.

We think its critical to have large,
well-resourced teams in place to underwrite
transactions, work through challenging situ-
ations and prudently manage portfolios. It’s
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Randy Schwimmer
Senior managing director,
Churchill Asset Management

Schwimmer supervises origination and
capital markets. His firm finances senior
debt and unitranche facilities for private
equity-backed companies. He is also the
founder and publisher of private debt
industry newsletter The Lead Left, which
has 50,000 subscribers and to which
Private Debt Investor is a contributor.

Eric Lloyd

Deputy head of global markets and
head of global private fixed income,
Barings; chief executive, Barings BDC

Lloyd is responsible for managing all pri-
vate fixed-income strategies, including
mid-market lending, infrastructure debt
and asset-backed securities. His firm pur-
sues various investment strategies, from
senior debt through to equity co-invest-
ments, in companies that generally have
between $5 million and $75 million of
EBITDA.
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Ira Kustin
Partner in the investment management
practice, Paul Hastings

Kustin advises fund managers on a wide
range of regulatory compliance matters
and on secondary transactions. He works
on all aspects of structuring, formation
and closing of hedge funds, private
equity funds and separately managed
accounts. Kustin also negotiates platform
agreements between private fund man-
agers and placement agents or other
similar institutions.

Andre Hakkak
Co-founder and chief executive,
White Oak Global Advisors

Hakkak’s firm offers multiple credit
strategies, including term loans, as-
set-based lending and factoring, and
equipment lending. White Oak’s senior
secured debt investments range from
$10 million-$500 million with hold sizes
of $10 million-$150 million in mainly
non-sponsored companies. His firm
operates multiple industry verticals,
including healthcare, transportation,
materials and government.

Bill Brady

Partner and head of the alternative
lender and private credit group,
Paul Hastings

Brady provides counsel on closing initial
transactions as well as restructurings. He
advises private lenders on an array of
healthy and distressed debt structures in
multiple forms: unitranche, first lien, re-
capitalisations and refinancings, among
other transactions. His practice spans the
US, Europe, Asia and Latin America.

Scott Essex
Partner and head of private debt
Americas, Partners Group

Essex sits on multiple investment com-
mittees and chairs the global direct debt
investment committee. His firm lends
across the capital structure from senior
debt to mezzanine loans globally in an
array of industries including information
technology, healthcare, and business
and financial services.
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“There are a lot of

smaller’ changes

to the terms in
transaction documents
that are bappening.
In isolation, these can
all be rationalised,
but in the aggregate,
they becorme more

concerning”

ERIC LLOYD
Barings

also important to be able to provide capital
solutions that are flexible and that meet the
needs of sponsors and borrowers as market
conditions evolve.

Andre Hakkak: We see some examples of
loosening provisions in loan documenta-
tion. For example, the definition of EBI'T-
DA used to be very clear. Now, when you
search for the legal definition of EBITDA
within a loan and security agreement, the
definition could be five paragraphs, maybe
a whole page. Similarly, many companies
today can add leverage on property, plant
and equipment that’s separate from just your
cashflows.

BB: The key in approaching deals in a mar-
ket like this is to be commercial and com-
petitive, but with a laser focus on what will
matter most in a workout or restructuring.
It’s important to focus on conditions [re-
lating] to any leakage, by way of restricted
payments or investments, on the borrower’s
ability to incur additional debt, whether it is
junior debt or pari.

RS: Conditions remain very constructive.
Yes, there are fundamental credit concerns,
like higher leverage. Those are medium-
or longer-term issues. They’ll become real
when the economy hits a bump or anything

that creates hurdles for issuers trying to
make pro forma adjustments work. Other-
wise you’re looking at a very different credit
than what you signed up for.

AH: The other thing that one has to be
thoughtful about is the cure period [on any
defaults]. Assuming there are any sort of
financial covenants and assuming that they
can even be breached, the cure period has
extended. There is so much money on the
sideline, there’s a lot of opportunity to pro-
vide protective advances to cure what seems
like a one year-plus cure period for credits
that may deteriorate over time.

SE: Despite the covenant-lite deal terms,
there’s something to be said for having a
little bit of cushion allowing the sponsor, in
our view, to work through their challenges
without having to come to the table. How-
ever, when there’s a payment default, it’s a
bigger problem.

What are the less-explored

areas of concern in the deal
market?
RS: Leakage, particularly with the debt in-
currence baskets that allow the borrower to
raise additional debt outside of the facility
that you're focused on — that’s a cause for
concern. Leverage is debt over EBITDA.
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“We believe that a

lot of investors are

leaning toward a
non-sponsor approach
because the reputation
is that you’re going to
get more favourable

terms”

ANDRE HAKKAK
White Oak Global Advisors
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If the EBITDA is squishy, thanks to adjust-
ments, and you've got squishy debt, thanks

to debt-incurrence, then leverage is squishy.
It becomes a challenge to make a solid un-
derwriting decision.

EL: There are a lot of ‘smaller’ changes to
the terms in transaction documents that are
happening. In isolation, these can all be ra-
tionalised, but in the aggregate, they become
more concerning. When you start layering
looser terms on top of looser terms, the risk
can grow exponentially. For us, this means
redoubling our efforts when it comes to
credit underwriting and risk management.

BB: A hole that exists in a large part of the
market is who can provide the new debt. A
most-favoured nation clause keeps [an out-
side lender] from ratcheting up the rate,

but often the MFN only applies to the in-
cremental debt. A worst-case scenario, re-
gardless of an MFN, is a situation where the
company needs additional liquidity, which
the sponsor provides in an incremental
equivalent. The sponsor ratchets up the rate
on their loan and they’re getting cash-pay
interest, which is like a recurring dividend
over time but with pari treatment in an in-
solvency — while you are potentially watch-
ing the ice cube melt.

A lot of investors have got more

familiar with private debt post-
2008. Given that, what are the most
common questions LPs are asking
about the asset class?
Ira Kustin: One development I think is rel-
atively new — and we’ll see where it goes — is
some high-net-worth ‘platforms’, sponsored

“I think it’s still pretty
rare to guarantee
co-1nvestment
opportunities to

LPs outright”

IRA KUSTIN
Paul Hastings

by brand-name banks or brokers, starting
to put together arrangements with private
managers in the credit space to get access
to sophisticated, high-net-worth individuals
who qualify to invest in the funds.

AH: One thing that we’ve been known for
in the marketplace is being more of a tradi-
tional lender [to non-private equity-backed
companies] and less focused on the spon-
sored marketplace.

Given some of the topical headline points
that were made earlier, we believe that a lot
of investors are leaning toward a non-spon-
sor approach because the reputation is that
you’re going to get more favourable terms.

SE: I would add that what we hear — it’s con-
sistent with the diversity already mentioned
— is that differentiation and lack of correla-
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tion to other traditional lending strategies.
Sourcing of transactions certainly brings that
differentiation — the ability to bring unique
content — as well as relative value within the
capital structure, [which] has always been
an important element to selecting the right
strategy within the private debt community.

RS: Unique or differentiated origination is
critical, based on investors we speak with.
Our scale and LP-GP relationships are ex-
tremely helpful to address that question.
Also, being late in the cycle, it’s common to
hear the question, “What’s your workout ex-
perience?” Fortunately, our team has worked
through a cycle or two. And after that, the
most common question investors ask is,
“How quickly can you put money to work?”

IK: One other trend I'm seeing develop is
investors coming to a manager and saying,
“I know this product is intended to focus
on X, Y and Z market segments. I'd like to
commit solely to a subset that will focus just
on X. Or I'll participate in the overall vehi-
cle’s full strategy up to some percentage of
my capital commitment, with the remain-
ing percentage allocated solely to the nar-

rower strategy.”
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“The key in
approaching deals in
a market like this is
to be commercial and
competitive, but with
a laser focus on what
will matter most

in a workout

or restructuring”

BILL BRADY
Paul Hastings

How often has co-investing

been coming up with LPs? It's
growing pretty quickly in the private
equity asset class, but have you guys
noticed any significant growth in
private debt?
SE: It’s been a conversation for many years.
There’s a desire to do co-investments, and
it often is determined by the size of the
team that has the willingness to do a co-in-
vestment and the size of their capital pool.
Probably the most important element is
meeting transaction timelines. Often, deals
have fairly quick timetables for underwrit-
ing [and] completing diligence, and the abil-
ity to transact can be a hurdle at times.

IK: T would say managers often are willing
to give significant investors not a promise
of co-investment opportunities, but at least
a willingness to offer them up if the terms,
timing and certain other factors are appro-
priate. But I think it’s still pretty rare to
guarantee co-investment opportunities to
LPs outright.

What are some of the issues that

are unique to private debt in
terms of fund fees and expenses?
IK: Expense reimbursement is an area
where this investment strategy is treated
slightly differently than others. For exam-
ple, this might include an affiliate that spe-
cialises in workouts or restructurings and
can provide these services to an affiliated
fund or account more efficiently than an un-
related third party.

It may make sense for the credit manager
to charge those expenses to the fund, where-
as in a private equity fund that would be sub-
ject to a management fee offset. Those are
things that just have to be disclosed clearly.

Has LP demand for the asset

class been softening, or has it
remained relatively robust?
EL: At Barings, we’ve been fortunate to
see continued support from our existing
investor base. We’ve also seen new inves-
tors coming into the asset class across all
regions, including the US, Europe and
Asia-Pacific. And while I think there’s some
merit to the argument that most of the in-
vestors who are going to invest in private
debt are already there, I'd also keep in mind
that the longer this low-yield, low-rate en-
vironment persists, the more investors ul-
timately need to find some form of yield.
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And, we believe private debt is a logical
place to look for that.

RS: Our investors show no signs of slowing
in terms of continued interest in investing
in the asset class. There remains, though, a
continued need to educate them on the nu-
ances of private credit.

The term encompasses a variety of strat-
egies with different risk-return parameters.
It’s like a big circus tent. There are a lot of
acts going on under that tent. You have to
understand whether you’re with the lion
tamers, the clowns or the jugglers.

SE: We've seen increased appetite for pro-
grammes that bring not only diversity from
a capital structure risk perspective and
geography, but also the types of content.
That would include real asset-based [debt],
and therefore infrastructure and real estate
[credit] coming into the same pool as cor-
porate loans. That has been something that
we’ve been able to raise capital for across the
world.

AH: Overall, the demand for private debt
globally remains robust, especially for man-
agers who can offer differentiated strategies.
However, each conversation can be more
nuanced. For example, a recent LP told us,
“[We’re at the] top of the cycle, I'm going to
slow down private debt [allocations].”
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“Our investors show
no signs of slowing

in terms of continued
interest in investing

i the asset class”

RANDY SCHWIMMER
Churchill Asset Management

“T'he most important
element is meeting

transaction timelines”

SCOTT ESSEX
Partners Group

But in the same conversation, we hear

they are adding to private equity. Why is
that? If investors are worried that we are at
the top of the cycle, we wonder why they
would want to go lower in the capital struc-
ture by investing in equity.

What's the best way to tackle a

restructuring scenario?
BB: I think the number one mistake that
I see made in some of these workouts is
lenders being reactive instead of proactive
and failing to get out in front of things. You
can be proactive without being necessarily
aggressive. You can be proactive externally
if the relationship calls for it. You can be
proactive internally [also] so you’re ready if
things take a turn for the worst.

AH: It’s a delicate balance when a sponsor
is involved. In the non-sponsored space,
timing is everything — the earlier a team
comes in to evaluate the business and come
up with a plan of action, the better.

EL: Each one is so unique. You may have
one interaction with a sponsor on a deal
where you’re the sole lender. They may say,
“OK, now you’re the agent on the next deal,
we know how you’re going to interact.” And
you may respond, “Well, not really.” Be-
cause there might be four or five other firms
involved in those deals. m
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Whether it is bigh leverage levels or covenant-lite loans, there are plenty
of issues weighing on fund managers’ minds, say Kevin Griffin, CEO and
CIO, and Greg Racz, president, of MGG Investment Group

What should keep
credit investors up at night”?

What's up with the corporate
leveraged loan market?

The two headline points are that cove-
nant-lite loans are eating the world (in Eu-
rope, 95 percent of levered loans are cov-lite,
according to JPMorgan Asset Management,
and 80 percent in the US) and the leverage
in those loans is very high. Indeed, real lev-
erage based off a borrower’s actual EBITDA
is even higher. This is due in part to the
massive EBITDA addbacks that are now
common in the private equity sponsor and
broadly syndicated market. Such addbacks
boost EBITDA as borrowers and lenders
agree to give credit to future proposed cost
savings that may, or may not, ever happen.

One example recently sported 5.2x debt/
EBITDA with addbacks, but more than sev-
en times without. That kind of nose-bleed
leverage typically is a non-starter for us.

SPONSOR
MGG INVESTMENT GROUP

Such high leverage is also one reason PE
borrowers have a 50 percent higher default
rate. There is a saying: little kids, little prob-
lems; big kids, bigger problems — it’s the
same with leverage.

Anything even crazier
happening?
Yes, sometimes it feels like The Twilight
Zone. The crazier things get, the more you
think they can’t get any crazier. Then some-
thing even more bizarre occurs.

First, rather than giving lenders thin re-
ports quarterly, some PE and BSL borrow-
ers now try to provide reports only every
120 days. We call this ‘info-lite’. In contrast,
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in the non-sponsor market, we generally re-
ceive much more detailed reports monthly.

Second, PE sponsors are often able to
move assets into unrestricted subsidiaries
away from lenders. This is so-called ‘collat-
eral-lite’. Third, PE sponsors are sometimes
now able to eliminate the right of lenders to
speak with borrower management. This we
call ‘access-lite’. For borrowers, this is great.
For lenders, not so much.

When is the downturn coming?

As baseball legend and coach Yogi Ber-
ra once said: “It’s tough to make predictions,
especially about the future.” Rather than try
to time the downturn, instead we try to put
ourselves in a good place to excel and take ad-
vantage of a downturn by having a portfolio
of defensive businesses and assets with low
leverage, senior secured first lien with a lot of
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covenants. Plus, you need real workout exper-
tise, through prior cycles, with proven success
minimising losses.

What should investors worry
about in this environment?
Credit investors are paid to worry about the
downside. So, in addition to the longest US
expansion on record, we worry about lots of
things: from how resilient is the borrower’s
business in a downturn, to leverage levels
(nearing record highs in market deals, which
we seek to avoid) to covenants (largely ab-
sent in PE sponsor and broadly syndicated
loans) as just mentioned. Another risk, albeit
rare and hopefully never an issue, is fraud,

which luckily we have not had.

How can an investor mitigate

the risk of fraud?
It is not easy, of course. Those who commit
fraud are often skilled at hiding it. But expe-
rience teaches the keys are ‘don’t trust’ and
‘independently verify’. We try to do a few
things to mitigate the risk: first, we typically
hire our own independent forensic account-
ants to conduct an independent audit and
quality of earnings review; second, we run
detailed background and reference checks;
and third, we do our own in-depth research
and diligence.

One reason we prefer non-sponsored
lending is we can do all of the above. In con-
trast, when dealing with PE sponsors and/
or bank-led broadly syndicated loans, the
PE firm and syndicating bank don’t want
the lender doing independent diligence or
having a direct open and ongoing dialogue
with management either before or after the
loan closes.

Have you ever spotted fraud?

Yes. During diligence in one deal a
couple of years ago we identified varied
orange to red (to blazing red) flags: signa-
tures on documents that did not look real;
alleged currency hedging that both made
no sense and was allegedly being done for
the company by a PE firm; people whose
identities we could not confirm either in
person or online; information that was un-
available because of “secret military nation-
al security” concerns. Both we — and our
long-time seasoned outside counsel — sensed
something was not right. We told the po-
tential borrower we were pencils down until
he resolved our concerns. We never heard
from him again. Then months later the FBI

“PE sponsors are
sometimes now able
to eliminate the
right of lenders to
speak with borrower
management. This
we call ‘access-lite’.
For borrowers this is
great. For lenders,

not so much”

“The crazier things
get, the more you
think they can’t get
any crazier. Then
something even more

bizarve occurs”

called saying they had arrested him for fraud
against a Texas bank.

Do you worry about changes in
regulation?

Changes in regulation in specific industries
tend to create more opportunities than not.
As to the banking regulatory landscape:
the 35-year massive consolidation in the
US banking system (during which roughly
10,000 of the 11,000 small banks in the US
have disappeared) has resulted in a struc-
tural opportunity unlikely to change for a
material amount of time, if ever. New bank
starts have plunged post-crisis and are all but
non-existent. Online lending has increased,
but our size borrowers can’t typically find
our size loans online and, more importantly,
would not want to borrow online. This is
because in the event of a covenant breach or
default, it is much easier to negotiate with
a lender like us who is a seasoned lender
and can work things out with the borrower
based on decades of workout experience.

How do you think about

changes in interest rates?
Our loans typically have floating interest
rates with LIBOR floors. If interest rates go
down, we are protected by the floor. If rates
rise, our businesses, which are on average
only 3x or so levered, should be able to pay
the added interest without much hardship.
In contrast, the much more highly levered
loans common with PE borrowers or the
broadly syndicated levered loan market
could eventually feel real pain in the event
that interest rates go up materially.

Anything else you worry about?

One thing we think a lot about is
technology and disruption risk. We try to
avoid sectors that are ripe for disruption.
We actually like businesses that are bene-
fiting from favourable technology trends
such as our NHL team borrower (live sport
is one of the few things people will watch
and sit through commercials for, and is one
reason sports teams have seen significantly
rising valuations) or our airport concessions
loan (longer security times force travellers
to spend more time, and therefore more
money, in airports). Then to turn things on
their head we also like things that are in ar-
eas being disrupted or are out of favour but
where we feel the leverage is low enough
and/or the risk is materially mispriced, so
the safety is a lot higher than others realise. m
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n the immediate aftermath of the Glob-

al Financial Crisis, Europe-based firms

looking to make acquisitions found their

financing options heavily restricted as

banks retreated from multiple areas of

lending. With limited liquidity in their
home markets, borrowers started looking
across the Atlantic for alternatives. Their
curiosity was rewarded.

Borrowers discovered the US Term
Loan B market was a suitable alternative
to their sadly lacking European funding
sources, with cross-border syndicated loans
available on favourable terms from a deep
pool of institutional investors. From mod-
est beginnings, US cross-border issuances
flourished and by 2017, cross-border loans
issued from the US Term Loan B market
totalled $68 billion, according to data from
S&P Global’s LCD Global Review.

“Whether you are playing in the largest
EBITDA space, the higher middle market,
or the lower mid-market, there are very
efficient alternatives for financing,” Ted
Koenig president and chief executive at
Monroe Capital, tells Private Debt Investor.
“Historically, there were limited efficient
financing options in Europe or elsewhere, - [
so transactions had tended to be financed e e Tl LA
out of the US.”

European challenge
In Europe, the market had been traditional- ro S S — O r e r
ly dominated by major banking institutions,
but with an absence of funding sources in
the aftermath of the financial crisis, special- : *
ist asset management groups and institu- | n a n C | n e n te rS
tional investors recognised an opportunity.
Very quickly, a market there developed too.
Figures from S&P Global show Euro- *
pean cross-border issuance totalled $22 u m C a rt e t e r r | tO
billion in 2016, climbing to $42 billion by
2017 and nudging up slightly more in 2018

to $43 billion.
The trajectory for US issuers, however,

has not mirrored this trend. Tn 2018, USis-  Etropean borrowers wanting generous underwriting
~border loan i fall .
S ST e oan ssuanees 0 terms used to venture across the Atlantic. But after
$61 billion, $7 billion down on the previous
year. almost a decade, they’re looking much closer to home,
“The market has gotten so efficient,” N
says Koenig. “Whether in the Netherlands, writes 703 MC GVﬂt]?

the UK, or Italy, there are greater numbers
of financing sources in local jurisdictions.

“Today, there are probably two dozen
financing sources, asset management firms
or financial institutions that could easily do
a financing transaction in Europe of up to
€350 million.”
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Another of the attractive qualities of
the US-issued market was that borrowers
were traditionally able to secure loans with
more relaxed underwriting terms than they
would have been able to in Europe. How-
ever, since 2017, the prevalence of cove-
nant-lite deals in the US market has been
widely reflected by European issuers.

A November 2018 report by Dechert,
Financing the Economy, looked at all types
of private credit issuances over the previ-
ous 12 months. It concluded 32 percent of
capital committed had been from North
American investors, with 31 percent com-
ing from European issuers.

Unnecessary effort
Many US managers, however, have been
content to focus on their domestic market,
which has been very strong. As a result,
most have been unfazed by the growing
queue of challengers in Europe from lend-
ers such as BlueBay Asset Management,
Intermediate Capital Group or Pemberton
Capital.

“If the market wasn’t as strong here in
the US, you would see more asset manage-

“Historically, there
were limited efficient
financing options in
Europe or elsewbere,
so transactions had
tended to be financed
out of the US”

TED KOENIG
Monroe Capital

ment firms looking at other places,” Koe-
nig explains. “The US has been very active
over the past five years in terms of trans-
action volumes. There has been enough
for the asset managers to stay focused at
home.”

Other industry experts offer a different
explanation for US managers’ reluctance
to be more active in Europe. The UK’ de-
cision to leave the EU may have led some
US managers to pause plans for new out-
posts in Europe until the political climate
has calmed, according to Matthew Poxon,
a partner at law firm Paul Hastings.

“There has been a pause in establishing
any new legal entities or corporate struc-
tures while the European political turmoil
plays out,” he says. “Those with existing
legal entities and corporate structures have
been actively exploring whether or not they
need to reorganise and or relocate them,
and some have implemented such reorgan-
isations already.”

But for those US managers already es-
tablished in Europe, there is still a healthy
appetite to finance European deals, accord-
ing to Poxon.

“We are seeing the highest amount of
interest directed towards businesses that
are less exposed to the risks of local market
volatility,” he says.

The road ahead

Regulation, the global macroeconomic pic-
ture and the availability of accommodating
underwriting terms will all play a part in
whether European investors continue to
embrace their domestic market rather than
venture across the Atlantic.

For European non-bank lenders, how-
ever, the signs are good. Basel III is likely
to dampen the appetites of banks for any
significant expansion into this market,
given that the regulation means it is more
expensive for them to hold these loans on
their balance sheets. For European insurers
and investment managers looking for alter-
native sources of returns in the now clichéd
‘low-yield environment’, private debt is a
no-brainer.

In the US, managers have been enjoying
the benefits of artificial stimulation from
the Federal Reserve and just before publi-
cation, another rate cut was implemented.
Any future withdrawal of this stimulation
could trigger a negative reaction.

At the same time, the US is about to
enter an election year, which could see US
managers’ home market become more vol-
atile.

“In the latter part of the year I think
there could be a tremendous amount of
volatility surrounding the elections,” says
Koenig.

“It is possible that the pace of trans-
actions and the amount of activity could
slow. You could have performance issues
or tax changes. There have been a num-
ber of transaction-friendly regulations
introduced over the past two years. If the
market changes, some of those provisions
put in place could evaporate and that could
lead to a substantial slowdown.”

Should any of these scenarios play out,
itis entirely possible that lending strategies
may change and cross-border activity may
be deemed to be more attractive to US
managers again.

“To date, there has been enough activity
so much of the US based managers haven’t
had to reach very far,” adds Koenig. “[But]
we are about to go through a challenging
period, we are going to have some currency
skirmishes and we are going to be in un-
charted territory.” m
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EXPERT COMMENTARY

Asking a few simple questions can reveal the essentials

of @ manager’s leverage strategy and its ability to protect
investors’ interests, writes NX1T Capital’s Neil Rudd

L ooking under the hood
of tund-level leverage

Investors considering a new fund always in-
vestigate its risk and return characteristics,
the manager’s track record, deal sourcing
and underwriting processes, and reporting
and controls.

For levered funds, investors also evaluate
the nature, use and terms of the fund-level
financing.

Or do they? When it comes to levered
funds, these factors tend to take a back seat
to the maximum leverage outlined in the
placement memo. Considering this ‘sticker’,
leverage is certainly one important measure
of risk, but it doesn’t tell the whole story.
Fund leverage deserves a closer look under
the hood.

There are various forms of fund-lev-
el leverage and no single right way to use
them. Each approach offers benefits, but
also has inherent potential risks that inves-
tors should understand.

SPONSOR
NXT CAPITAL

Starting with the basics

There are two primary forms of fund-lev-
el leverage: asset-backed credit facilities
and subscription facilities. Each is secured
by different collateral and is often used for
different purposes. Today, a levered fund is
likely to include both long-term subscrip-
tion and asset-backed facilities.

Asset-backed credit facilities These
are secured by a fund’s loans. Borrowing
availability increases over time, generally
in lockstep with the size of the investment
portfolio.

There are two common types of as-
set-backed credit facilities that have some
important differences:

September 2019

Approval rights The credit facility agent re-
views and approves each loan’s eligibility as
collateral. Once eligibility has been deter-
mined, the agent assigns it an advance rate
based on the underlying risk, which is typi-
cally measured by leverage and debt service
coverage. The agent retains the right to al-
ter the advance rate as these metrics change
over time.

Approval rights facilities have fewer
and more generous portfolio-level tests
— for example, high concentration limits —
which can give managers added flexibility
in constructing a portfolio. The ability to
work with the agent can also be beneficial
if loan-level performance declines, allowing
the agent to consider all relevant facts and
adjust advance rates as the loan is rehabil-
itated.

As added protection, the facilities typi-

cally have loan-level performance measures
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that must be triggered before the advance
rate can be reduced, rather than changes in
the broader credit markets.

When considering a fund that uses ap-
proval rights leverage, its a good idea to
investigate the length and nature of the
manager’s relationship with the agent, and
request details on historical approval rates
and the nature of advance rate reductions.

Non-approval rights These facilities operate
similarly to a CLO. A manager can contrib-
ute a loan to the pool at a defined advance
rate if the loan meets specific characteristics.
The pool of loans must also satisfy certain
additional concentration tests and other col-
lateral quality tests to obtain a full advance.
These facilities can offer greater certainty,
but they may also present obstacles to mak-
ing investments or optimising leverage if
they don’t ‘fit the box’. Similarly, if a loan
runs into difficulty, reductions in advance
rates or eligibility tend to be hard-baked
and may not allow for consideration of ad-
ditional facts.

Subscription facilities Subscription facili-
ties are secured by the fund’s equity capital
commitments and are generally less expen-
sive than asset-backed credit facilities. They
are most helpful early in a fund’s life when
uncalled commitments are substantial, be-
cause the size of a subscription facility de-
creases as capital is called.

Today, many managers maintain a sub-
scription facility to finance the portfolio’s
initial ramp, as it provides a lower bor-
rowing cost and more immediate access to
debt than an asset-backed facility. Once a
larger diversified portfolio has been built
and the amount of uncalled capital has de-
clined, these loans are then rolled into an
asset-backed facility.

As long as there is uncalled capital, man-
agers often retain a subscription facility to
avoid the time-consuming process of calling
capital for short-term expenses or funding
loans. Having a subscription facility availa-
ble also reduces the need to maintain a large
liquidity cushion, which could otherwise de-
press fund returns.

Recent press has put subscription facil-
ities under the spotlight due to occasional
abuses. Investors should definitely talk to
a prospective manager about a fund’s fee
structure and the impact of the planned use
of a subscription facility on manager fees or
carried interest.

“There are various
forms of fund-level
leverage, and no single

right way to use them”

Understanding a fund'’s leverage
strategy

Fund-level leverage facilities can seem com-
plex, but by asking a few of the right ques-
tions, investors can quickly come to grips
with the most important elements.

What fund-level leverage are you plan-
ning to use? Why is that facility best suited
to the fund? What is your experience man-
aging this type of facility? These questions
may seem obvious, but in our experience,
investors do not always ask them. Without
this information, it’s challenging to establish
a full picture of a fund’s potential risks and a
manager’s ability to mitigate those risks.

If more than one lender is required to
round out the facility, what is your syn-
dication strategy? Fund managers need to
balance the certainty of having credit avail-
able with the costs of assuming debt before
it is needed.

Taking down debt on a real-time basis
reduces costs and optimises returns, yet also
creates the risk that lenders may be reluctant
to provide expanded capacity when needed
due to a shift in the cycle or other institu-
tional reasons. Credit terms may also be less
favourable than those available today. This
can constrain a fund’s capacity and leverage,
and thus, its returns.

It’s helpful to ask a manager about the
size of its bank group, the quality of rela-
tionships with these lenders and whether
they have established exposure limits for the
manager that may come into play.

How will you avoid hitting a ‘maturity
wall’? A fund life of six years or longer is not
uncommon, but most banks will not provide
a credit facility for more than five years. In
addition, managers may choose less expen-
sive short-term financing with the intention
of extending it throughout the fund life.

If the market changes materially, a lend-
er may be unwilling to extend the financing
and require the manager to accelerate am-
ortisation or pay off the credit facility. This
may reduce or even shut off cash flow to in-
vestors, force asset sales or require addition-
al capital calls to avoid a payment default. A
discussion with the manager can help inves-
tors understand how it intends to mitigate
the risk of a maturity wall and balance the
fund life with the financing time horizon.

What systems and controls do you use
to track and fulfil the facility’s require-
ments? These facilities are complicated in-
struments with substantial compliance and
reporting provisions. Many credit facilities
require notification every time loans trigger
certain credit thresholds (specified increases
in leverage, for instance).

Financial reports and portfolio models
are usually submitted every quarter. The
facility may also require financial covenant
certifications, all of which must be tracked
and delivered in a timely manner.

Inadvertently failing to meet these re-
quirements can trigger liability or even es-
calate to default. The risk may be higher
for managers that have not operated levered
funds in the past and have not built the in-
frastructure to manage the requirements, or
for a manager that is working with a new
lender that may have different processes.

Look under the hood

Each form of fund-level leverage offers
benefits and risks. Asking questions about
a manager’s leverage strategy and ability to
execute it effectively should become a stand-
ard part of investor due diligence. Looking
under the hood to understand fund-level
leverage is a prudent step in making fully
informed decisions about levered funds and
their potential returns. m

Neil Rudd is chief operating officer at

NXT Capital. He oversees NXT Capital's
asset management platform and leads

the company's strategy and corporate
development effort, focusing on accelerating
product development initiatives, M&A,
strategic planning and expanding
connectivity with other ORIX businesses
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The best bet in your backyard

Relatively insulated from global trade volatility, the US business services
sector is attractive to domestic lenders, finds David Turner

irect lenders express enthusiasm
D about lending to business services
companies at any point in the cycle.

“In the US market, business services
is certainly in the top tier of those sectors
offering the most attractive opportunities,”
says Suhail Shaikh, head of US direct lend-
ing at Alcentra in New York. “Businesses
often have high cashflow, and revenues that
are contractual and sticky — this creates a lot
more visibility than for a discretionary con-
sumer or industrial company, where revenue
must be earned from scratch every day.”

‘This high “visibility” means higher lev-
erage. “In business services we see lenders
extending leverage well above 6x, because of
the visibility of cashflow and the stickiness
of revenue,” says Shaikh. By contrast, “for
manufacturing and more cyclical businesses,
we generally see lenders accepting one or
two turns less of leverage”. He says this rule
of thumb is Alcentra’s general practice too.

But business services companies also
look particularly good in 2019, relative to
other potential borrowers. Lenders note
that the sector is less exposed to the vagaries
of global trade, which tends to rise and fall
faster than GDP in the US. This consider-
ation is particularly important in the con-
text of the trade wars Washington has been
fighting on several fronts.

“Business services tend to be more do-
mestically focused and a little more insu-
lated, so you see a little less volatility,” says
Shaikh. Lenders also see many US-based
business services companies as less sensitive
to the domestic economic cycle — an impor-
tant consideration when observers are won-
dering how much longer the country’s re-
cord bout of uninterrupted growth can last.

Service risk

Timothy Conway, head of private credit
at First Eagle Investment Management in
New York, is nota doom-monger. He agrees
that business services looks less risky than
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“If you have less

business risk, in an
efficient market you
have bigher financial
risk. I see pretty
aggressive leverage for
some deals in business

services”

TIMOTHY CONWAY
First Eagle Investment Management

other sectors, such as manufacturing, and
he expects it to remain his own firm’ largest
focus for direct lending this year. However,
he sounds a note of caution. “If you have less
business risk, in an efficient market you have
higher financial risk,” he says. “I see pretty
aggressive leverage for some deals in busi-
ness services.” First Eagle is a conservative
financier, lending on average at about 4.5x
EBITDA for business services — a metric
Conway says is “a little higher than for some
other sectors”.

Within business services, Matthew
Linett, managing director and head of un-
derwriting at Churchill Asset Management
in New York, likes distribution companies
that provide products, such as parts to fac-
tories. “These companies are very attractive
to us because they generally don’t require
a lot of capex or heavy working capital, so
they present good free cashflow profiles,”
he says.

Agricultural services is also favoured by
many lenders and has even spawned its own
specialist funds. Jeff Davis, co-head of pri-
vate credit at Eaton Partners, a placement
agent and advisory firm based in Rowayton,
Connecticut, says: “As with other business
services, the presence of tangible collateral
is attractive to an agriculture lender: land,
industrial plants and equipment, receiva-
bles, and the commodity itself.”

Zia Uddin, partner in private credit at
Monroe Capital in Chicago, says his firm
likes tech-enabled business services. He
argues that because of their role in making
companies more productive and efficient,
they are resistant to the economic cycle.

He adds that these services are often also
less commoditised, and that the companies
that provide them are therefore in a strong-
er competitive position than business servic-
es firms that rely more on unskilled labour.
He notes that the growing cybersecurity
sector is attractive, while physical security —
based largely on security guards —is less so. m
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The growing size and complexity of the private debt market requires ever more
responsive administrative systems to meet investors’ and regulators’ demands,

say Maximilien Dambax and Tom Gandolfo of Alter Domus

Senvicing a growing market
through technology

With the acquisition of Cortland Cap-
ital Markets Services in 2018, Luxem-
bourg-based fund and corporate services
firm Alter Domus cemented its global capa-
bility to provide administration and compli-
ance for private debt managers. In this in-
creasingly complex space, characterised by
global and regional investment structures,
there is a need for greater transparency with
regard to investors and regulators. Maximi-
lien Dambax, Alter Domus’s head of fund
services, North America, and Tom Gandol-
fo, the firm’s head of sales, North America,
explain how outsourcing to a partner with
scale, expertise and cutting-edge technolo-
gy can help fund and investment managers
meet the challenges.

SPONSOR
ALTER DOMUS

How has the acquisition of

Cortland Capital Market
Services transformed Alter Domus’s
debt fund administration business in
the US?
Maximilien Dambax: It has been a real
game changer. From a successful but con-
centrated geographic reach in Europe, we
expanded our footprint in North America,
the deepest and most mature market with
half of all private debt activity globally.
More important is the service, people, ex-
pertise and technology we now have. We
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can provide a fully integrated suite of servic-
es from middle office through to back office.
We do this not only at the portfolio level,
but across multiple investment vehicles
covering commingled funds, joint ventures
and separately managed accounts, including
business development companies and collat-
eralised loan obligations.

Tom Gandolfo: Alter Domus gained a tre-
mendous franchise dedicated to alternative
investments. Cortland is one of the few fund
administrators that really has an end-to-end
solution which can support the private debt
community through services like admin-
istrative agency, trade settlement, CLO
services and fund accounting. When you
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combine that with the capability to service
each level of the structure — at the holding
company, special-purpose vehicle, fund and
asset levels — we think that’s a unique offer-
ing in the market today.

What other benefits does it

bring?
TG: We have 40 locations worldwide, so
that ability to provide a global one-stop
shop is a big value-add for our existing cli-
ents in the US, especially as Luxembourg is
such an attractive jurisdiction for fund for-
mations. About half of Alter Domus’s client
base was headquartered in the US pre-ac-
quisition, and we can now support them at
the local level as well.

MD: Its a two-way street. For example,
US-based managers can tap into our Alter-
native Investment Fund Managers Directive
solution in Europe — either by working with
us on the full set-up of their own AIFM or
through an outsourcing arrangement with
different hybrid solutions. On the other
hand, our European clients now have access
to a very strong and experienced team of
credit and capital markets practitioners in
the US, many of whom have been through
multiple credit cycles.

How is the increasing scale

of US private debt markets
changing the playing field for
managers and investors?
TG: The private credit market is expected
to top $1 trillion of assets. With increas-
ing investor appetite, a lot of managers are
moving into credit from other asset classes,
notably private equity and real estate. These
managers realise that their infrastructure is
going to have to adapt, which has led more
of them to consider outsourcing solutions
for reporting and administrative functions.
This allows them to focus on the business
of capital raising and investment manage-
ment.

MD: In addition to the infrastructure re-
quirements, there is the catalyst of the cred-
it cycle on special events like workouts or
restructurings. These scenarios require a
proper technology platform to capture data
and process it, as well as dedicated and spe-
cialised turnaround and restructuring teams.
The US has a little way to go to catch up
with Europe on the outsourcing trend, but
it is accelerating.

What demands are investors
placing on fund managers, and

how are those managers reacting?
MD: At the macro level, as private debt mar-
kets become more developed, some manag-
ers are moving beyond the blind-pool fund
model to offer alternatives, such as co-invest-
ments, JVs or separate accounts. Such struc-
tures offer exposure to certain assets and give
investors more control over their portfolios
— and potentially lower fees — while tapping
into the managers’ skills and deal pipelines.
And, on the asset manager side, those vehi-
cles are fostering stronger investor relation-
ships and providing an additional source of
funding to execute deals. The result is that
managers’ platforms need to be able to sus-
tain that diversity, while communicating ef-
fectively with different stakeholders, includ-
ing investors and regulators.

How is transparency evolving

and what are the key topics?
MD: Transparency requirements have dra-
matically increased in recent years. The
Institutional Limited Partners Association’s
Principles 3.0 are a good illustration of the
trend towards best practice, and how it di-
rectly impacts the middle and back office.
For instance, in addition to standardised
disclosures on fees and expenses, managers
have to provide data on capital calls and dis-
tributions with carry calculations, or fund
performance, with or without the use of
subscription lines. The challenge is not only
to capture and disclose the data, but also to
have the right level of automation to cope
with the volume and data aggregation in a
cost-effective way.

We have seen an important emphasis on
environmental, sustainability and govern-
ance procedures and protocols, going be-
yond a commitment to behaviour and into
documentation and verification. Frameworks
need to be put in place to measure and report
the true impact of ESG. It’s also impacting us
as an organisation, as we have a new genera-
tion that is spending more time investigating
and understanding ESG matters.

What are the regulatory issues

the US private debt industry
needs to consider, and how should it
prepare?
TG: There are a number of things happen-
ing on the regulatory front that managers
need to consider as they continue to raise
new funds. LIBOR is expected to end as ear-

ly as 2021 and it’s important to be prepared
for a new benchmark rate. From an industry
perspective, understanding the documenta-
tion and deals today, and having the ability
to adjust existing systems and data feeds to
link to a new rate, is going to be crucial for a
seamless transition.

There is the possibility of more stringent
privacy laws in the US, similar to the Gen-
eral Data Protection Regulation in Europe.
Counterparties need to be able to identify,
track and capture personally identifiable in-
formation quickly. Flexibility of systems and
investment in compliance procedures will
be increasingly important to comply with
those requirements.

Alter Domus also supports a number of
BDCs operationally, and the enactment of
the Small Business Credit Availability Act in
March allowed them to increase their lev-
erage profile to a 2:1 debt-to-equity ratio,
up from 1:1. This has resulted in more ac-
tivity in the BDC space and we think that
will continue.

How can technology and

data management tools help
managers meet the rising demands
of investors and regulators?
TG: Investors, regulators and other third
parties are increasingly data-driven. There
is an expectation to have self-service ac-
cess to information like portfolio and asset
performance, or trading history and trend
analysis, which is best achieved through a
web-based platform. Data is not the only
driver as managers use portal access to pro-
vide content to market their funds, articu-
late investment strategies and push regular
communications. Providing digital content
in the right way really strengthens the rela-
tionship between a manager and investors.

MD: Technology is definitely a critical en-
abler in transparency. Today the same core
information needs to be sliced and diced and
disclosed differently for managers, regula-
tors and investors. It’s definitely a balancing
act between industry and regulatory stand-
ards, with a certain level of flexibility needed
to accommodate specific LP requests. Butas
the asset class matures, we see customisation
as another way for managers to stand out
from the crowd. The investor experience
is also being reshaped through digitisation,
with data access through web portals pro-
viding huge benefits in terms of accessibility,
security and transparency. ®
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Digital lenders find a
nhome on Main Street

Online platforms have become part and parcel of the US small business lending
space, offering capital within days, if not hours. Vicky Meek looks at what’s next
for these digitally enabled credit providers

mall business is big business
in the US. There are nearly
30 million such companies
employing close to 50 per-
cent of the nation’s workforce,
according to the US Small
Business Administration. And, with banks
stepping back from lending to smaller
businesses in the wake of the global finan-
cial crisis, a gap opened up that has been at
least partially filled by technology-enabled
platform lenders, such as Kabbage and On-
Deck. Indeed, in late 2017, S&P Global es-
timated that digital lenders in the small- and
medium-sized enterprise space would see a
compound annual growth rate of over 20
percent in the five years to the end of 2021.
For some, the arrival of internet-based
lending represents a democratisation of the
credit market for smaller businesses, which
may struggle to access debt capital else-
where, while offering an efficient distribu-
tion model to those that are lending.
“Platform lenders fill quite a large
niche,” says Lawrence Kaplan, chairman of
bank regulatory in the global banking and
payments systems practice at Paul Hastings.
“They are disrupting the space and have
turned everything upside down by offering
loans based on monthly repayment afforda-
bility or repayments based on a percentage
of profits, and providing debt quickly — of-
ten within 24 hours. It’s highly efhicient
because lenders can reach these borrowers
very easily.”
Models differ. Square and PayPal, for
example, lend largely to existing users of
their payment systems so they can make

underwriting decisions based on, among
other things, sales data and deduct repay-
ment directly. OnDeck, meanwhile, is pub-
licly listed, lends from its balance sheet, has
a partnership with JPMorgan Chase and has
created a scoring system based on a combi-
nation of data sources, including transac-
tions, accounts, public records and propri-
etary information. But between them, the
platform lenders have advanced significant
funds to small businesses over the past dec-
ade: OnDeck says it has lent $10 billion and
Kabbage $7 billion.

Big bucks

Many also claim to be able to advance
fairly significant amounts — in the case of
Kabbage, up to $250,000; for OnDeck, up

to $500,000. Invoice-factoring clients at
BlueVine can get credit lines of up to $5

“Platform lenders fill
quite a large niche.
They are disrupting
the space and have
turned everything

upside down”

LAWRENCE KAPLAN
Paul Hastings
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million, according to their websites. And
more specialist online lenders are starting to
emerge — 6th Avenue Capital, for example,
can provide bridge loans.

So are these tech-enabled lenders mus-
cling in on business development compa-
ny territory? The past few years have seen
many private debt and equity firms estab-
lishing BDCs to access the small business
financing market. According to Deloitte,
there were 95 of these vehicles at the end
of 2018 with a shade over $100 billion of as-
sets, up from just 37 and $23 billion in 2009.

The answer to the question is: not ex-
actly. Many online lending platforms have
partnered with banks, thereby attracting
revolving credit facilities from traditional
lenders, for example. However, their reach
is also proving attractive to a number of
BDCs. In 2016, New York’s Prospect Cap-
ital was linked to the online lending space,
having acquired loans from OnDeck and,
later on, a securitised consumer portfolio
from Lending Club. More recently, securi-
tised portfolios have increasingly become a
means for BDCs to gain exposure to a va-
riety of small and medium-sized company
loans without a lot of origination legwork.

“We haven’t yet seen a convergence be-
tween direct lending vehicles such as BDCs
and online lenders,” says Ted Koenig, presi-
dent and chief executive of Monroe Capital.
“That may come, but we are seeing direct
lenders provide capital to online lenders,
and some invest in platform lenders’ se-
curitisation offerings.” Securitisations are
also increasing in size — Kabbage recent-
ly claimed it had completed the largest
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asset-based securitisation to date by a small
business online platform, at $700 million.

“BDC:s are actually benefiting from the
growth of online small business lenders,”
adds Sandeep Gupta, partner and co-leader
of Deloitte’s fintech practice. “The creation
of securitised products is giving BDCs ex-
posure to a large number of small company
loans — it’s helping the growth of BDCs. In
any case, the market is so vast and, as the
banks have moved away from small business
lending, there’s plenty of room.”

Tests to come
Yet despite the promise of relatively easy
access to traditionally hard-to-originate
small business loans, these developments are
starting to raise eyebrows. “Other groups
involved in this area have a history through
the cycles,” says Koenig. “Online lenders
have not yet lived through that. As long as
there are tailwinds in the economy, they
will continue to grow, but when conditions
change — and they will at some point — the
model will be tested. They’re largely assum-
ing a 6 percent to 8 percent default rate, yet
it could be as high as 20 percent.”

The trend for securitisations is of

particular concern. “Some are lending from
the balance sheet,” adds Koenig. “Others
are parcelling off loan portfolios and selling
them to investors that are not sophisticat-
ed in this area. There is the potential for
a repeat of what we saw in the mortgage
securitisation crisis if these loans default at
higher-than-anticipated levels. While these
loans are not being held in the financial sys-
tem and so don’t pose a systemic risk, some
people could lose an awful lot of money.”

“These lenders have not been tested in
a downturn,” says Gupta. “It will be inter-
esting to see what happens when more chal-
lenging conditions come into play. People
need to be mindful of what we saw with
CLOs in the last crisis and stay one step
ahead of a change in the cycle.”

It has already been far from plain sailing
for a number of platform lenders. Lend-
ing Club, for example, got into hot water
in 2016 when an internal review found
irregularities relating to $22 million of
loans, which led to founder and CEO Re-
naud Laplanche standing down (he’s since
set up a rival consumer lending platform,
Upgrade). Funding Circle, too, has had its
share of woes. Listed in October 2018, its

shares fell after it announced that it was
winding up its SME Income Fund, which
made loans to US and European small busi-
nesses. Reports suggested that rising default
rates and the cost of hedging currency expo-
sures were eating into returns. The online
lender has since launched private debt-style
closed-ended funds targeting the UK and,
separately, Germany and the Netherlands.

It’s an interesting move, although not
one we were able to explore in any great
depth with Funding Circle as it, in common
with the five other online lending platforms
we approached, declined interviews on the
growth of the market in the US.

It is believed to be the first online lend-
er to raise closed-ended funds, but there’s
not much to stop others from following in
its footsteps. With an average loan size of
around €60,000 for the Germany and Neth-
erlands-focused fund, Funding Circle won’t
be competing with the more traditional pri-
vate debt funds. But could this happen with
others? It depends on who you ask.

“These lenders are advancing relatively
small sums and, in many cases, rely on algo-
rithms to generate credit scores,” says Koe-
nig. “That’s very different from the funds’
traditional business of financing larger,
sponsor-backed transactions, where a high
degree of human involvement and company
underwriting is necessary because each deal
is bespoke.”

Data-driven

The technology used by online lenders
currently only offers advantages in high-
ly repeatable situations. However, at least
some of the human element will inevitably
be taken out of the private equity-backed
deal underwriting world over time, too, as
machine learning and data analytics become
more widely adopted and sophisticated. And
that leads some to believe that private debt
funds may well need to shift their models
in the not-too-distant future. “Will private
equity funds team up with online lenders?”
asks Kaplan. “In 10 years’ time that could
happen. Once people become more com-
fortable with platform lending and see that
it can deliver loans more efficiently, faster
and more cheaply, sponsors will absolutely
want to work with the online players.”

We will have to wait and see whether this
vision of the future pans out. It’s quite likely
the economic cycle will turn within that pe-
riod, and only then we will really know how
robust the model is. m
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EXPERT COMMENTARY

Can the statistical model that revolutionised a great American sport be
applied to private debt? Tom Quimby, managing partner with
Tree Line Capital Partners, thinks it can

Moneyball-

/

or portfolio

mManagers seeking yielo

In 2003, the author Michael Lewis pub-
lished Moneybail, a book about the Oakland
Athletics’ general manager Billy Beane, who
pioneered an analytical, evidence-based,
‘sabermetric’ approach to assembling a
competitive baseball team. Moneyball's cen-
tral thesis was that the collected wisdom of
baseball insiders is subjective and flawed,
and that a paradigm shift was occurring in
how to construct a team and value talent.
Beane realised he could spend a fraction of
the top payrolls and win by identifying over-
looked and undervalued players.

Beane shifted the mindset of his organ-
isation to buying wins versus buying play-
ers; and to buy wins, it was necessary to
buy runs. As he assembled a small group
of undervalued players, many of whom had

SPONSOR
TREE LINE CAPITAL PARTNERS

been rejected as unfit for the big leagues, he
proved the strategy worked. The A’ creat-
ed one of the most profitable and successful
franchises in Major League Baseball, and in
2004 the Boston Red Sox used the same sys-
tem to win the World Series.

As we sitin the 10th year of an economic
recovery following the global financial cri-
sis, the private credit markets are anything
but certain. Looking closely across the as-
set class, with a focus on the compelling
opportunities that exist in the lower middle
market, there are lessons that can be learned
from Moneyball. When applying the philos-
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ophy to credit, the shift in mindset is to be
guided by data and invest in risk-adjusted
returns (ie, wins) rather than simply invest-
ing in debt held by large companies regard-
less of the trends or metrics (ie, players).

It is important to understand how the
private credit markets have shifted and ma-
tured during this 10-year run. The asset
class, which has added $500 billion in capital
since 2009, can be split into three catego-
ries: the leveraged-loan market (companies
with typically $75 million in EBITDA); the
mid-market (companies with $25 million
to $75 million in EBITDA); and the low-
er middle market (companies with less than
$25 million of EBITDA).

The leveraged-loan market is following
pre-crisis trends. In 2018, 73 percent of loans
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issued were greater than 6x leverage and 41
percent were greater than 7x. The only other
time in the last 20 years when this has been
the case was in 2007. Moreover, 79 percent
of all loans outstanding are cov-lite and on
the road to no-document underwriting.

Mid-market direct lenders, which were
once said to be filling the void left by bank
consolidation following the crisis, are now
victims of their own success. This category
has attracted investors searching for yield in
their droves, but the result has been com-
moditisation. In a crowded market it doesn’t
take our friends in private equity long to
chip away at terms and effectively gut a
lender’s rights and the remedies available
to it.

When lending becomes competitive,
two things are sacrificed: price and struc-
ture. Spreads decline first as leverage creeps
up and discipline takes a back seat to deploy-
ment. Market terms shift, and the rights that
are critical during a downturn to equip lend-
ers to act in advance of defaults are watered
down, or even eliminated.

Moneyball and the lower middle
The lower middle market is where the mon-
eyball strategy can be put to work. Tree
Line Capital Partners is a direct lender and
focuses on making senior secured loans to
borrowers with between $3 million and $25
million in EBITDA. However, we also find
significant advantages in companies with
EBITDA of less than $10 million as these
companies are predominantly overlooked
and undervalued. For those willing to evalu-
ate the data, the lower middle-market deliv-
ers a niche opportunity.

In baseball, general managers using a
moneyball strategy will seek players who
consistently deliver a specific result neces-

sary to produce a run or a win. By focusing
on statistics and metrics, general managers
can set aside criteria such as size, height or
weight, which might play into their precon-
ceived notions of a player’s suitability. The
objective is to identify overlooked talent at
a discount price. For example, a player who
walks to reach first base is of equal value to
a player who hits a single to reach first base.
Beane discovered that on-base percentage
was an undervalued asset, and that power
hitters were overvalued assets as baseball
insiders valued hitting a single over a walk.

In the credit world, a perception can ex-
ist that a portfolio carries more risk or vol-
atility if it is comprised of loans to smaller
companies. Investors will often take com-
fort in a belief that larger companies will
mitigate risk in a distressed environment.
The idea that risk is simply a function of a
company’s size of revenue and EBITDA is
misguided. This ignores critically impor-
tant credit fundamentals, such as security
type, structure, yield, leverage, debt service
coverage and covenants. At Tree Line, we
apply a data-driven approach to our senior
secured lending strategy with a heavy em-
phasis on leverage, margin, coverage, sta-
bility and growth. We measure these factors
through a screening algorithm and it deliv-
ers a far more comprehensive assessment of
a company’s health and risk than simply size
of EBITDA.

Beane found value in overlooked players
and acquired them at a discount. Similarly,
lower middle market lenders can invest in
underserved companies and earn a premi-
um through favourable credit structures.
A willingness to look beyond the size of
a company’s revenue and EBITDA will
provide a more accurate understanding of
the risk-adjusted return associated with

The leveraged-loan market reflects pre-crisis trends (%)
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Cov-lite (all leveraged loans
outstanding)

LBO issuance with
6x leverage

LBO issuance with
7x leverage

Source: Tree Line Capital Partners

the lower middle market. This market has
provided Tree Line with an opportunity to
consistently deploy our investors’ capital in
senior secured loans with outsized returns
and favourable structures. The sheer size
of the lower middle market, with approxi-
mately 175,000 companies, creates an im-
mediate advantage as it enables disciplined
direct lenders to construct a highly selective
portfolio.

We have observed significant growth in
private equity activity in the lower middle
market. New entrants are forming and spin-
ning out of blue-chip middle market private
equity firms to chase the large opportunity
set, avoid auction-led processes and obtain
attractive valuations with the prospect of
buy-and-build strategies. The lower middle
market private equity community has never
been more sophisticated or capable.

Lower middle market lenders are work-
ing with companies that are typically small-
er but which have established track records
and a demonstrated ability to generate con-
sistent cashflow.

In this case, smaller is not synonymous
with venture or unproven. Lower middle
market companies will typically have reve-
nues of between $10 million and $100 mil-
lion and are meaningful participants in all
sectors of the US economy.

We take comfort in our current weighted
average leverage of 3.8x, our weighted aver-
age fixed-charge coverage of 2x, our weight-
ed average loan-to-value of 41 percent and
the significant cash equity from reputable fi-
nancial sponsors. These metrics are a result
of an intensive, direct underwriting process
that has been developed over the course of
our careers and is designed to perform in all
phases of a cycle.

Putting the philosophy to work
Moneyball has taught us to set aside subjec-
tive thinking and look more closely at the
ingredients of what it takes to win. In the
current environment, we believe niche and
specialised strategies will outperform over
the long term.

Simply flocking to platforms and compa-
nies with size will not get it done in the face
of 7x leverage, cov-lite loans. As the prevail-
ing conversation is focused on the frothy
conditions of the leveraged-loan market and
the mid-market, the lower middle market
presents an opportunity to capture alpha in
disciplined structures for those willing to
take a moneyball approach. m
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Indicators from the National Center for the Middle Market show growth remains
strong among US mid-market businesses, but there’s growing uncertainty

erformance indicators from US
P mid-market firms were somewhat
mixed in Q1 2019, according to the
National Center for the Middle Market.
The 8.7 percent average year-on-year rev-
enue growth was the second highest record-
ed, but the number of firms reporting over-
all improvement in company performance
fell to 67 percent for the first three months
of the year from 73 percent a quarter earlier.
Despite these challenges, most mid-mar-
ket businesses enjoy strong growth. Com-
pared with the same period last year, a sim-
ilar proportion of firms — 44 percent — say
they have plans to expand into new domestic
markets over the next 12 months. Mean-
while, 48 percent say they will be introduc-
ing a new product or service. m

8.7%

Year-on-year revenue growth in Q1

1/3

Mid-market share of US private sector
GDP and employment

9.4%

Projected revenue growth
for next 12 months

Year-on-year revenue growth rates among US mid-market companies improved in the first
quarter of 2019
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Mid-market companies have reported a year-on-year productivity increase for the past three
quarters
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Capital investment: 35% of mid-market companies are putting money aside rather than spend

Other
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Consistently delivering the Lower Middle Market a relationship
approach. With 70% of our deal flow coming through our
Repeat & Referral channel, sponsors and borrowers choose to
work with us again and again for a reason.

$1.2B 92% $3-30M S$5-150M

Issued Agent or Lead Target Investment
Commitments Lender EBITDA Size
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Lending to non-sponsored businesses or underbanked industries requires

greater resources but can generate higher returns, say Robert O’Sullivan,
Greg Reynolds and FJason Gelberd of Comvest Partners

Why complexity pays in the middle market

Comvest Partners is a US middle mar-
ket private equity and credit firm with
$3.3 billion in assets under management.
Robert O’Sullivan, managing partner, and
Greg Reynolds and Jason Gelberd, partners
and co-heads of direct lending, talk about
the complexity premium that can be found
in less competitive lending sectors such as
non-sponsored borrowers or underbanked
industries, including specialty finance (eg,
leasing companies). They also discuss their
approach to lending to non-sponsored and
non-traditionally sponsored (eg, family
office-owned) businesses. Other topics in-
clude the importance of having access to in-
dustry operating expertise, the resource-in-
tensive nature of non-sponsored lending,
and the need for disciplined loan structures
- including maintaining comprehensive and
stringent covenant protections.

Has the middle market become
very competitive?
Robert O’Sullivan: Sponsored lending has
grown significantly, with more competition

SPONSOR
COMVEST PARTNERS

in the market — and particularly, the larger
part of the middle market. Lending has be-
come somewhat commoditised, resulting in
pressure on pricing and structure.

How can lenders respond to this

increased competition?
RO: We focus on segments of the mid-mar-
ket that are generally less trafficked by other
lenders. Consequently we think we can get
a good risk-adjusted return, with premium
yields and better structures. These less com-
petitive areas include non-sponsored and
non-traditionally sponsored borrowers. We
also finance sponsor-owned businesses in
situations that are typically more complex or
where we think we have an information edge
through Comvest’s private equity indus-
try operating resources available to us. We
focus on sectors where we have significant
investing experience and access to operating
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expertise, such as healthcare, and industries
we consider to be underbanked, such as fi-
nancial services companies.

Greg Reynolds: The common character-
istic of our deals is complexity because it
reduces competition. This is sometimes re-
ferred to as the ‘complexity premium’. If you
are willing to take on the complexity and
have the necessary resources, you achieve
negotiating leverage to position yourself to
be able to achieve conservative loan struc-
tures — lower leverage, lower loan-to-value
ratios — with comprehensive controls, while
receiving a material pricing premium.

How would you characterise a
non-traditional sponsor?
RO: A non-traditional sponsor is either a
small or first-time sponsor, or a manager
without third-party capital.

For example, a family office or fundless
sponsor seeking to buy a business with a
combination of debt and equity that is not
a regular borrower like a seasoned PE firm.
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Is it hard to find

non-sponsored firms?
Jason Gelberd: Yes, and this is precisely
what makes it less competitive. Non-spon-
sored lending requires more work and re-
sources than sponsored lending, starting
with a more elaborate origination infra-
structure.

RO: While everyone at Comvest has some
origination responsibilities, 11 people out
of about 100 work full-time on private debt
and private equity origination at our New
York, Los Angeles, Chicago and West Palm
Beach offices. As originators, we target
about 2,000 intermediaries ranging from
one-person boutiques to middle market
investment banks that we have established
relationships with over the past 20 years.

But once you have a potentially

suitable non-sponsored
company, it can still be hard work?
GR: Yes, origination is just one component.
We feel proper non-sponsored company
diligence requires private equity-type due
diligence. An important factor is being part
of a broader platform with a long history of
private equity investing. We can utilise the
firm’s industry operating resources to help
us make well-informed decisions. In gen-
eral, the underwriting process is lengthy
and labour-intensive, which usually reduces
competition from more volume-oriented
lenders.

RO: 1 absolutely think completing
non-sponsored deals would be harder with-
out our private equity division’s experience,
knowledge and capabilities.

Which lending metrics make the

most sense?
JG: For cashflow-based loans, many lenders
focus on leverage, and our average leverage
historically has been about 3.8x. However,
we focus most on the loan-to-value ratio,
which averages slightly under 50 percent in
our cashflow-based loans.

What about specialty finance

structures?
JG: Historically, about one-third of our
portfolio has been borrowing base-gov-
erned, asset-based transactions, which are
typically loans to financial services busi-
nesses. Within this focus, we lend to finance
companies, including various consumer and

commercial specialists. This is a market I've
been active in for more than 10 years, be-
ginning with overseeing the development
of Goldman Sachs’ lender finance group.
While there, I saw how loans performed
in different economic cycles, learned a lot
about structuring and risk mitigation, and
saw how predictive models informing our
lending held up during a recession.

This sector is attractive to Comvest be-
cause we believe it is a proven strategy that
requires expertise, thus reducing compe-
tition. You need deep knowledge of differ-
entiated sector sub-segments, and generally
companies are non-sponsored, which we
like. Some of the key origination focus areas
are companies doing small business finance,
consumer point-of-sale transactions, health-
care, and auto and motorcycle finance. Con-
versely, we avoid some sectors, including
real estate finance, because of performance
during the last cycle.

What sectors are interesting

right now?
JG: Comvest has significant healthcare in-
vesting experience and access to sub-sector
industry expertise through our operating
partner network. We recently lent to a chain
of paediatric urgent care clinics where we
had experience and knowledge of consumer
habits and spending due to a prior private
equity urgent care investment in Fastmed.
Accessing our existing relationships enabled
us to have a greater understanding of the
industry drivers and the competitive envi-
ronment, which gave us the confidence to
underwrite a growing niche player in the
healthcare sector.

Similarly, in financial services, we take
advantage of our expertise and acquire sig-
nificant data by completing multiple trans-
actions in the same sub-segment. We've
completed numerous transactions with
companies that lease used motorcycles, pri-
marily Harley-Davidsons, to consumers.
Used motorcycles generally have a very pre-
dictable and flat depreciation curve after a
few years, which makes them attractive as-
sets to lease.

What is the best way of
approaching covenants?
GR: We have on average four financial per-
formance covenants per transaction. While
this metric is important, we find it more
important to understand the type of cov-
enants, how tightly the covenants are set,

and whether borrowers have the flexibility
to make significant adjustments to measure-
ments such as pro-forma EBITDA. Because
we compete in niche middle-market seg-
ments, we normally have negotiating lev-
erage with covenant protections. We focus
covenants on key performance indicators,
such as recurring revenue when lending to
a software company.

Additionally, we target relatively tight
covenant tolerances compared with the
borrower’s projections — typically around
a 20 percent cushion. Finally, we strive to
maintain simple and well-defined defini-
tions within our credit facilities on all terms,
including those that are fundamental to cov-
enant calculations.

Is there more competition than
there was a few years ago?
RO: Compared with two or three years ago
there is more competition broadly in middle
market direct lending, but we’ve seen sig-
nificantly less in the complex pockets of the
middle market where we operate.

Although there are always new mid-
dle-market lenders, many existing firms
have left due to poor performance or have
been acquired by larger platforms. Other
former competitors for loans of between
$50 million and $100 million — our sweet
spot — are concentrating on larger deals
because they have grown their assets sig-
nificantly or returned to traditional sponsor
lending.

Where are we in the cycle,

and how does that affect your
attitude to lending?
GR: We assume that we are at the peak
of the economic and credit cycles, which
strongly influences our market participation
and loan structuring.

We are cautious about heavily cyclical
industries, such as consumer durables, and
we concentrate on less cyclical industries
like healthcare. Having said that, we track
and analyse our existing portfolio closely,
and do not see signs within these companies
that a slowdown has begun.

JG: We also focus on senior-secured debt
these days. Having to trade some return for
maintaining disciplined structure has always
been our mantra. The team has worked to-
gether through multiple cycles and has deep
experience to respond to whatever disloca-
tion may be awaiting us. m
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Distressed debt's appeal surges
amid market uncertainty

Bain Capital is the latest manager to target non-performing
real estate loans, a strategy that has been attractive to institutional

resh from raising its first real estate
’: fund, Bain Capital formed a half-bil-

lion-dollar venture in July to acquire
distressed real estate debt. Joining forces
with a New York lender, the Boston-based
private equity firm sees opportunity in the
loan-to-own space.

The group is allocating capital to the
partnership from its credit platform’s dis-
tressed and special situations strategy. But
Bain is far from the only firm interested in
non-performing loans.

Through the first two quarters of 2019,
real estate funds that include distressed debt
as part of their mandate closed on $18.75
billion, according to data from Private Debt
Investor’s sister title PERE, making it the
most popular debt strategy this year. Funds
focused on senior loans have closed on $4.6
billion while subordinate or mezzanine debt
gathered less than $1.1 billion.

For distressed debt, the H1 equity haul
was the largest half-year volume for such ve-
hicles over the past five years. Since the start
of 2016, an aggregate of just $23.65 billion
has been closed on by similar funds.

Much of the capital entering this space
has gone into diversified real estate funds
targeting equity and debt strategies. Lone
Star raised the largest amounts, raking in
$8.2 billion for Lone Star Fund XTI and $4.7
billion for its Real Estate Fund VI. The next
three-largest closings, however, involved
debt or credit-specific funds. Cerberus Glob-
al NPL and Cheyne European Strategic Val-
ue Credit attracted $4.1 billion and $1 billion
respectively, while Lone Star’s $750 million
second North America-focused residential
mortgage fund rounded out the top five big-
gest funds targeting distressed debt.

investors, writes Kyle Campbell

“By almost every key
metric the New York
City market peaked
in the 2015-16
timeframe and we’re
seeing it come down,
albeit slowly, from
that peak”

DAVID DEsPREZ
Bain Capital

A common thesis is that mature pricing
has driven cap rates down, and that this has
made some equity acquisitions less appeal-
ing. Taken in tandem with other market
trends, some managers see this pricing envi-
ronment leading to a rising demand for re-
financing and, ultimately, to more defaults.

David DesPrez, Bain Capital Credit’s
vice-president of distressed and special sit-
uations, sees opportunities arising in three
areas in particular: luxury condominiums,
subsidised multifamily properties and retail.

Underwriting is an issue in all three
property types, he tells PERE, with de-

velopers and landlords assuming certain
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prices that now seem unattainable because
of changing market dynamics or new reg-
ulations. He says Bain Capital Credit saw
these trends playing out on a large scale in
New York, where it has made SKW Fund-
ing, a private lender and distressed debt
platform based in the city, its local partner.

“By almost every key metric — transac-
tion volumes, average condo price, land
prices — the New York City market peaked
in the 2015-16 timeframe and we’re seeing
it come down, albeit slowly, from that peak,”
he says. “We are also seeing pullback from
lenders, so it's become incrementally more
difficult for borrowers to refinance or to get
any outside-the-box debt.”

Carol Faber, co-chair of the distressed
property practice at Akerman, a Mi-
ami-based law firm, credits the uptick in in-
terest to widespread uncertainty in the real
estate market. Although there are few signs
of distress in the market at present, she says
many investors were wary of the long-run-
ning growth cycle. “People are starting to
think a downturn is coming sooner than
later,” she says. “They want to be well po-
sitioned to take advantage, so they’re talking
about it and trying to raise money for it, but
they aren’t necessarily deploying it just yet.”

Faber says although fund managers have
been more disciplined with their use of lev-
erage following the global financial crisis,
the real estate debt space has also become
more complex since then. “They sliced
and diced the capital stack in a number of
different ways, so to the extent that there
is distress, the workouts will be a lot more
complicated than they were last time,” she
adds. “But where there are challenges, there
are also opportunities.” B
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3G ights high The firm’'s $10b ital rai
sets sights hig e firm's n target capital raise
puts its vehicle at the top of the US funds in market
leader board, while di d I
eader board, while distressed proves a popular strategy
Manager Target size
Fund ($bn) Strategy Sector
3G Special Situations Fund V 3G Capital 10.00 Subqrdigated/mezzanine debt Corporate
(origination)
Apollo Hybrid Value Fund Apollo Global Management 3.00 Distressed debt (acquisition) Corporate
ggangCapnal Distressed & Special Situations Bain Capital 3.00 Distressed debt (acquisition) Corporate
Energy Investment Opportunities Fund Goldman Sachs Asset Management 3.00 Distressed debt (acquisition) Corporate
Apollo Structured Credit Recovery Fund IV Apollo Global Management 2.50 Distressed debt (acquisition) Corporate
TCW Direct Lending Fund VII TCW Group 2.50 Senior debt (origination) Corporate
Carlyle Credit Opportunities Fund The Carlyle Group 2.00 Sub§rdirjated/mezzanine debt Corporate
(origination)
Related CRE Debt Fund Related Companies 2.00 Subqrdirjated/mezzanine debt Real estate
(origination)
TSSP Capital Solutions TPG Sixth Street Partners 2.00 Distressed debt (acquisition) Corporate
York Structured Credit Opportunities Fund ~ York Capital Management 2.00 CLO Corporate
QOaktree Special Situations Fund |l Oaktree Capital Management 1.75 Distressed debt (acquisition) Corporate
ABRY Advanced Securities Fund IV ABRY Partners 1.50 Senior debt (origination) Corporate
BlackRock Middle Market Senior Fund BlackRock 1.50 Senior debt (origination) Corporate
Bridge Debt Strategies Fund Il Bridge Investment Group 1.50 Subo_rdw)ated/mezzamne debt Real estate
(origination)
Carlyle Middle Market Fund The Carlyle Group 1.50 Senior debt (origination) Corporate
Churchill Middle Market Senior Loan Fund Il Churchill Asset Management 1.50 Senior debt (origination) Corporate
CRG Partners IV CRG 1.50 Distressed debt (acquisition) Corporate
Evolution Credit Partners | Evolution Credit Partners 1.50 Sub§rdirjated/mezzanine debt Corporate
(origination)
Kayne Real estate Debt Fund |l Kayne Anderson Capital Advisors 1.50 Subqrdirjated/mezzanine debt Real estate
(origination)
MTP Energy Opportunities Fund |l Magnetar Capital 1.50 Venture debt (origination) Corporate
Torchlight Debt Opportunity Fund VI Torchlight Investors 1.50 Senior debt (origination) Real estate
Dune Real estate Fund IV Dune Real estate Partners 1.25 Distressed debt (acquisition) Real estate
Falcon Private Credit Opportunities VI Falcon Investment Advisors 1.25 Subqrdirjated/mezzanine debt Corporate
(origination)
. . . - Corporate
Avenue Energy Opportunities Fund |l Avenue Capital Group 1.00 Distressed debt (acquisition) infrastructure
Guggenheim Distressed Debt Fund Guggenheim Investments 1.00 Distressed debt (acquisition) Corporate
LBC Credit Partners V LBC Credit Partners 1.00 Senior debt (origination) Corporate
Ninepoint Monroe US Private Debt Fund Ninepoint Partners 1.00 Senior debt (origination) Corporate
OHA Credit Solutions Fund Oak Hill Advisors 1.00 Subqrdmated/mezzanme debt Corporate
(origination)
Owl Rock First Lien Fund Owl Rock Capital Partners 1.00 Distressed debt (acquisition) Corporate
PIMCO Private Income Fund Pacific Investment Management Co 100 Subqrdirjated/mezzanine debt Real estate
(PIMCO) (origination)
Source: PDI

September 2019
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Asset Management

We have been providing middle market companies with consistent and flexible financing solutions for over a
decade and have invested across market cycles. We access the market through long-established private equity

sponsor relationships and employ a highly selective, disciplined investment process.

With the scale and resources of our parent company, Nuveen, a $1 trillion asset manager2, our platform offers

more solutions for institutional investors than ever before.

$6.5bn

of committed capital

@ Boulder Scientific Company™
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www.churchillam.com

$11bn

of senior loans invested
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Co-Lead Arranger
Unitranche Credit Facility
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Sole Lead Arranger

Senior Secured Credit Facility
Morgan Stanley

INVESTMENT MANAGEMENT

Jan 2019

All information as of July 31, 2019, unless otherwise noted. 'By the Global M&A Network at the USA M&A Atlas Awards. 2As of 6/30/2019.

The specific investments listed above do not represent all of the securities Churchill has purchased, sold, or recommended for clients over the past year. The reader
should not assume that the investments listed above were or will be profitable. This presentation contains no recommendations to buy or sell any specific investments
and should not be considered investment advice of any kind.

Investments in middle market loans are subject to certain risks. Please consider all risks carefully prior to investing in any particular strategy. These investments
are subject to credit risk and potentially limited liquidity, as well as interest rate risk, currency risk, prepayment and extension risk, and inflation risk. Churchill
Asset Management is a registered investment advisor and an affiliate of Nuveen, LLC.

FOR FINANCIAL PROFESSIONAL USE ONLY. NOT FOR PUBLIC DISTRIBUTION AND NOT FOR USE BY RETAIL INVESTORS. PLEASE REFER TO DISCLOSURES FOR IMPORTANT INFORMATION.



Twin Brook

CAPITAL PARTNERS

A\n Angelo Gordon Company

Lower Middle Market.
Higher Expectations.

Twin Brook Capital Partners is a direct lending finance company focused on providing cash-flow based
financing solutions to private equity-owned companies with EBITDA between $3 million and $50 million,
with an emphasis on companies with $25 million of EBITDA and below.
www.twincp.com




