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orth American
fundraising during
the first half of
2024 ran far
behind the results
of the first half of
2023, according to the latest Private
Debt Investor data.

Roughly $46.2 billion was raised
in North America through the first
half of the year, less than 70 percent
of the $66.7 billion raised during
the first half of 2023. That means
that North America accounted for
slightly less than half of all global
fundraising, but still the highest
percentage share, writes
Sergio Padilla.

So far, 87 funds have been raised
successfully, and while enthusiasm
still abounds for dealmaking, it may
look different than in years past. "A
lot of the large [credit managers]
went out and raised very large funds
last year and therefore they don't
need to come back and fundraise
more, especially with the serious
decline in M&A activity,” says Ben
Clarke, founder and CEO at Spartan
Advisors.

He adds that the decline in
leveraged buyouts this year also
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k& We're in an
election year - which
historically creates
volatility 73

Ben Clarke, Spartan Advisors

weighs heavily on fundraising. The
relationship between leveraged
buyouts and private debt is obvious,
given that the latter provides the
leverage. Fewer deals means less
capital required, which in turn slows
down deployments.

The difficult environment for
fundraising also skews the odds in
favour of the largest managers that
have pre-established relationships
with limited partners.

Wider economic trends
Broader economic trends related
to inflation, interest rates and even
the US presidential election have
influenced decisions to deploy and
raise capital.

Adam Weiss, managing director
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Fundraising trends A difficult environment for fundraising
skews the odds in favour of the largest managers

of credit for Petra Funds Group, sees
those as the driving forces behind
fundraising numbers this year.

But he believes interest looks
to be solid for the fundraising
environment for the remainder of
2024. "There's an assumption that
there’s still capital that's going to be
deployed, and there’s still a massive
fundraising interest in this sector,”
Weiss says.

Meanwhile, the average size of a
North American private credit fund
is growing. During the first half of
2024, the average size of a North
American-focused private debt fund
was $864.6 million, the largest ever -
much higher than the 2023 average
of $761.9 billion.

Record target-hitting

Funds are also reaching their
target size at the highest rate on
record. During the first half of 2024,
78 percent of debt funds met or
exceeded their target.

One of the more dramatic
examples is the $10.4 billion HPS
Specialty Loan Fund VI. The fund,
a North American senior debt
direct lending strategy, held a final
close in June far ahead of its $7.5
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billion target. “For the established
managers who've been in this space
for a long time, and continue to
have good results, they have their
base LPs, and now there’s new
appetite coming in,” says Weiss.
He adds that investor interest has
been piqued by senior secured
direct lending, which tends to be
attractive to insurance companies,
high-net-worth individuals and
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registered investment advisers. That
dynamic directly disadvantages
smaller managers, who cannot
build on the same sort of existing
relationships the larger managers
already have.

The interest in senior direct
lending is apparent, however, as a
whopping 67 percent of fundraising
during the first half of the year went
to senior direct lending funds.
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North America-focused private debt fundraising ($bn)

“It's symptomatic of market
sentiment towards risk,” says Clarke.
"For starters, we're in an election
year - which historically creates
volatility. And if you're going to
go and deploy capital for your
underlying investors, you probably
want to be more senior in the capital
stack than junior.”

Evergreen fund structures

That same cautiousness has also
renewed an interest in evergreen
fund structures. Going forward,
these structures have the potential to
grab a greater portion of allocations,
and are currently in high demand

by LPs.

“Historically, drawdown structures
have presented investors with
challenges in hitting and maintaining
their targeted allocations,” says
Dan Pietrzak, global head of private
credit at KKR. “Full deployment can
take several years, defined by a
more traditional investment period,
after which distributions are kicked
back.”

He adds that this dynamic
forces investors to manage
uncalled commitments during
draw-in periods and makes
them more likely to park cash
elsewhere in their portfolios while
remaining underexposed to private
credit.

"We have observed a steady
increase in LP demand for open-
end structures,” he says. “These
provide a number of benefits
including faster deployment and
capital compounding, ability to
stay invested for longer without
having to re-underwrite new funds
or subsequent vintages of the same
strategy.

“They also provide more efficient
liquidity management, since LPs
have the option to receive quarterly
interest income or reinvest all
proceeds to compound and grow
their exposures over time.” m
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Editor’s letter

Investors look to the future
despite fundraising slump

Graeme Kerr
graeme.k@pei.group

ust what should we read into the H1 North American fundraising figures

showing a sharp fall compared with a year earlier? On the face of it, another

reminder that the grim economic mood is reverberating for far longer than
many of us thought. Just $46.2 billion was raised for North America-focused
private credit funds in the first half of 2024, the lowest figure since pre-covid,
according to Private Debt Investor data. Just 87 funds closed, well below half of the
218 that successfully completed capital raises in the whole of 2023.

And yet, beneath the fall in fundraising lie solid signs of a rebound. Market
participants interviewed for this report
say LPs are continuing to favour private
debt over other asset classes and, liquidity
constraints not withstanding, are keen to

k& Beneath the
fall in fundraising
lie solid signs of
arebound 7

invest more.
That sentiment comes over loud and
clear in our cover story for this report
(p. 26) where we pick out five key themes
for US investors. There has been something of a sea change among LPs over the
past few years as allocations mature and familiarity with the asset class increases.
From an initial focus on direct lending to the mid-market, differentiation
has become the order of the day, with many LPs looking to diversify. It’s always
difficult to pick out just five investment themes in a market expanding as fast as
private credit, but the topics we have chosen — tech and healthcare, speciality
finance, open-end funds, real assets and ESG (more in Europe than the US) -
are a reminder that while the first half may have disappointed in terms of capital
committed, the future looks bright for private debt in an array of different
sectors.
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Graeme Kerr
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INTERVIEW

We believe lending to smaller business bas some distinct advantages for
investors, says Trevor Clark, founder of TPG Twin Brook
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The lower mid-market offers LPs
an attractive diversification play

How do you define the
lower mid-market and
how does it differ from the core

mid-market and upper mid-
market?

We define the lower mid-market as
companies with EBITDA of $25 mil-
lion or below. The core and upper
mid-market are a bit more difficult
to define, given that direct lenders
playing in those markets are increas-
ingly competing with the broadly
syndicated loan market. We are now
routinely seeing direct lenders sup-
porting companies with EBITDAs of
$200 million or more. As a result, in
the upper mid-market we are finding
that the borrower-lender relationship
is becoming more commoditised. Ul-
timately, for a lender that means the

SPONSOR
TPG TWIN BROOK

interest and the fees you get paid go
down as the size of your borrower in-
creases.

There is also a structural risk com-
ponent that differentiates the core and
upper mid-markets from the lower
mid-market. In upper mid-market
companies, you typically see more
debt as a multiple of cashflow, which
increases financial risk. You also typi-
cally have more covenant-lite packages
with unrestricted subsidiaries and the
ability to add debt at the same level as
other lenders in the syndicate, creating
less lender protection. So, in our view,
you’re ultimately getting paid less for

effectively taking on more risk.

On the flip side, in the lower
mid-market there is typically a strong
borrower-lender relationship and lend-
er protections are standard practice,
so we believe you ultimately get paid
more for effectively taking on less risk.

What is the appetite

amonyg institutional
investors for lower mid-market
lending?
We have been lower middle market
lenders for over 20 years and raising
capital from a broad institutional base
for the last decade. In the last three
years, we have seen clear recognition
that the lower mid-market is offering
a very different opportunity compared
with that which many of the large

September 2024 e US Report 7
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“We continue to

see a lot of white

space for lenders to
successfully transact

in the lower mid-
market, and we expect
those opportunities

to multiply in the
remainder of this year

and into the next”

global asset managers active in the up-
per mid-market are offering.

Whether that recognition is due to
the portfolio overlap analysis, which
shows many of those managers present
in the same transactions, or whether
it is due to lenders moving down the
balance sheet, adjustments to cashflow
or the volatility of returns, the upper
mid-market is getting called into ques-
tion. We believe the differentiation
that a scaled lower mid-market lender
can bring is now really clear to institu-
tional investors.

Many large global institutional in-
vestors entered the private credit mar-
ket via an allocation to upper mid-mar-
ket direct lenders, but those investors
are now looking to lower mid-market
lenders for a compelling diversification
play. We are seeing allocation sizes to
the lower mid-market increase, with
some of the largest global investors
allocating larger amounts of capital to
this market segment.

Some lenders have moved

upmarket in pursuit of
larger transactions. Is that
impacting lower mid-market
participants?
Opver the past few years, the so-called
forcing of certain lenders upmarket is
related to two factors: the first being the
large amount of capital raised in such a
short period of time, which meant a
number of managers had to speed up
their pace of deployment; and the sec-
ond being the fact that these managers
didn’t need large teams to be successful
at transacting. With the broadly syn-
dicated market dislocated, many upper
mid-market lenders were able to quick-
ly move in and fill that void.

WEe see less of that today. With the
broadly syndicated market now open,
many large direct lending credit facil-
ities have been refinanced out, and the
shift upmarket has reversed, with upper
mid-market lenders moving downmar-
ket to fill their deployment needs.

While that downmarket movement
has impacted the core mid-market, it

8 Private DebtInvestor ® September 2024

has had less of an impact on the lower
mid-market, where the strength of the
borrower-lender relationship is highly
valued. What I mean by this is that at
the top end of the market the amount
of debt and the cost of debt is baked
into decision-making processes. In the
lower mid-market, however, the bor-
rower relies much more on its lender
for support alongside the private eq-
uity sponsor executing the borrower’s
growth strategy.

Lower mid-market borrowers need
to know their direct lender is going
to support them over a growth hori-
zon, including with potential add-on
acquisitions, team expansion, and di-
versification of product lines. These
borrowers require a lender with expe-
rience to support that exercise, and few
lenders have that capacity. That is why
the competition is a bit less severe in
the lower mid-market, even as the up-
per mid-market has started competing
with core mid-market players.

Do you expect the
opportunity set in the
lower mid-market will continue

to evolve?
For the aforementioned reasons, we
continue to see a lot of white space for
lenders to successfully transact in the
lower mid-market, and we expect those
opportunities to multiply in the re-
mainder of this year and into the next.

While we know that longer hold
periods, the impact of higher interest
rates for longer, and the misalignment
of buyer and seller expectations are
still an issue, especially in private equi-
ty, our expectation is that these trends
cannot continue. There are only so
many continuation vehicles to be exe-
cuted and private equity can only sit on
assets for so long.

We believe that we are going to see
a change in the interest rate policies
in the US, and as interest rates come
down, it will generate more M&A
activity, which will allow the lower
mid-market leaders to deploy capital in
their traditional target markets.
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While deployment opportunities
will likely expand, both deployment
opportunities and fundraising dollars
are increasingly accumulating in the
hands of fewer market leaders. Given
the sheer number of managers that
have been created in recent years and
the advantages veteran market leaders
offer, we foresee a much clearer delin-
eation of the winners in the lower mid-
dle market and elsewhere.

How do deal structures

in the lower mid-market
compare with those upmarket?
Part of the potential benefit of invest-
ing in the lower mid-market versus the
upper mid-market is better economics,
lower leverage and stronger lender
protections. As market factors ebb and
flow, so too can differences in leverage
and pricing.

Over time, those differences are
driven by the sheer flow of capital, so
when large volumes of capital are flow-
ing into the upper mid-market, pricing
comes down very quickly and leverage
starts to go up. You have less of those
swings in the lower mid-market.

For a period of time, there was
around a 30-basis point difference be-
tween loans getting closed in the upper
mid-market versus those in the lower
mid-market, which felt very tight. For
loans printed over the last quarter that
premium was small, but you still had
meaningfully more leverage on upper
mid-market companies than on lower
mid-market companies. All this is to
say that it’s important not to look at
one factor in isolation but to examine
risk as a whole.

Are you finding dispersion

of performance between
market segments?
There are many ways a lender can struc-
turally address a potential weakness in a
portfolio. While there has been some
dispersion of performance among dif-
ferent market segments, in our experi-
ence in the lower mid-market, we have
seen stable, experienced managers able

Are certain sectors offering more opportunity to lower

mid-market lending today?
We are cashflow lenders to any industry, subject to certain industries that
typically violate our strict underwriting standards, and we find the largest
lenders globally have tended to do the same, whether that’s focusing on
healthcare, technology, or business services. Of course, industries with a
large market presence, many companies, and long histories of performance,
are typically the ones generating the most activity for lender participation.

At the same time, there are other industries that are growing — such

as sports, insurance, and financial services — but we are yet to see a new
sector emerge that fundamentally shifts where the most active lenders are
transacting. We believe that the greatest opportunities for a lender come
from a lender’s ability to originate dealflow, and that origination comes
from scale, experience and track record.

“We believe the
differentiation

that a scaled lower
mid-market lender
can bring is now really
clear to institutional

investors”

to deal with portfolio pressures and
navigate the macro shifts effectively.
Moving upmarket, we are seeing
investors really digging into amend-
ment activity in portfolios, what pro-
portion of portfolios have PIK inter-
est components, what the non-accrual

percentages look like, and the overall
leverage levels. There is also a greater
focus on valuation methodology, what
is happening to marks, and whether a
third party is involved. There are plen-
ty of early warning signs now for inves-
tors assessing their credit portfolios.

The lower mid-market, on an ap-
ples-to-apples basis, has smaller de-
grees of PIK and smaller amounts of
non-accruals because there is less debt
in companies and more covenants and
triggers that allow lenders to quickly
engage with borrowers.

This harkens back to my earlier
point: we believe the lower mid-market
can offer an attractive diversification
play for investors, particularly given
that we believe you take on less risk for
higher reward. m

Trevor Clark is founder and managing partner
of TPG Twin Brook, TPG’s middle market
direct lending business.
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Ayear In review

The past 12 months have seen notable hires at major investment firms,
fund closures, strategic partnerships and capital fundraising

Monomoy Capital closes

second credit opportunities

fund

Monomoy Capital Partners closed

its second credit opportunities
fund on its $300 million target.
The Greenwich, Connecticut-
headquartered firm had total
AUM of $2.7 billion. Through

the fund, the firm was set to invest

in mid-market loans and senior

secured notes, mainly in the US.

|

Charlesbank closes
opportunities fund on
$1.5bn

Charlesbank Capital

Partners closed the third vintage
of its opportunities fund on $1.5
billion, beating its target of $1.25
billion. The fund was formed to
invest in high-quality mid-market
companies, mainly in North
America, with enterprise values of
$150 million to $3 billion.

SEP 2023 OoCT NOV DEC JAN 2024 FEB
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PIMCO closes CREDF
Il amid sustained
appetite for US debt
Asset management

giant PIMCO held a final
close for its second US
commercial real estate debt
fund, demonstrating the
demand from institutional
capital to be part of a wave
of alternative lenders in

the sector. The Newport
Beach-based manager
closed PIMCO Commercial
Real Estate Debt IT on

$3 billion.
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KORE Wireless deal sees big cut in
first lien leverage

Atlanta-based KORE Wireless refinanced its
outstanding broadly syndicated debt of $300
million. The deal reflected a broad trend of

refinancings in US mid-market businesses
— the company wanted to refinance debt it
acquired via broadly syndicated loans but
rather than turn back to the BSL market
or regulated banks to do so, it went to
private credit.

September 2024
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US state pension allocations to
private debt grow further

US state pension allocations to private
debt grew by 1.56 percent over a five-year
period, from 2.13 percent in June 2018

to 3.69 percent in June 2023, according
to research from investment and advisory
firm Cliffwater. This was relatively modest
compared with the 5.42 percent growth
in private equity allocations over the

same period.
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Nassau and Golub form new strategic alliance

Golub Capital and Nassau Financial Group became strategic
partners, with Golub becoming the largest minority equity

holder in Nassau. The parties also entered into an investment
management agreement which provided that Nassau’s insurance
subsidiaries would benefit from Golub Capital’s mid-market direct
lending strategies.

GP stakes firm concludes $3.3bn
fundraising

Hunter Point Capital, a US-based investment firm
providing capital solutions and strategic support to
alternative asset managers, closed its inaugural GP
stakes fund, HPC Fund I, with $3.3 billion in capital
commitments, exceeding its initial target. The firm
said HPC Fund I was the largest-ever debut GP
stakes fund dedicated to private market strategies.

MAR APR MAY JUN JUL AUG

Hayfin agrees management buyout deal
with Arctos

London-headquartered private debt

manager Hayfin Capital Management agreed to

a management buyout supported by Texas-based
private investor Arctos Partners. The deal will see a
partnership between Hayfin’s management team and
Arctos Partners acquire the majority stake currently
held by British Columbia Investment Management
Corporation.

Ares closes US direct lending fund with a
record $34bn capital base
Ares Management held a final close of its Senior

Capital Group and KKR seal new partnership focused Direct Lending Fund III with $15.3 billion of equity
on public-private market investment solutions commitments, and a total expected capital base of
Capital Group and KKR formed a partnership to create hybrid $33.6 billion, a record for a private credit fund.
public-private market investment solutions to investors. The The fund, launched a little more than a year ago,
strategies are designed for financial professionals and their clients. exceeded its $10 billion target by more than

They are expected to launch in the US in 2025. 50 percent.
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Whether you opt to outsource or run your own team, experience is key,
says Greg Myers, global sector bead, debt capital markets at Alter Domus

Honing operating models
to capture growth opportunities

Given the rapid growth
of private credit, what do

managers need to consider
when shaping their operating
models to take advantage of
new opportunities?
There are a number of considerations —
not only the outsource versus insource
question, and which systems and tech-
nologies to engage, but also the alloca-
tion of costs. Typically, overheads and
internal staff are paid for by the man-
agement team whereas fund expenses
or middle office administrative costs
are borne by the funds themselves. At-
tempting to reach that balance with the
right oversight and the correct cost al-
locations is a challenge, as is how much
control you want over the entire system.

Oversight and control can take

SPONSOR
ALTER DOMUS

many forms, managers need to ask
themselves whether it is enough to
have a small staff overseeing a provider,
or whether building an entire oversight
operation that oversees everything
done by a provider would serve their
interests better.

Similarly, private credit has far more
moving parts than exists in bonds or
equities. Obviously, the oversight and
investment management is similar, but
loans are more complex with multiple
tranches, different rates and payments
of principal and various sources of in-
come that need to be tracked. Added
to that, the information ecosystem that

September 2024

exists for broadly syndicated loans isn’t
there for private credit, so you may be
in a small group of lenders where the
data is not easily recovered, creating its
own problems.

The choice of operating model also
depends on the size of the manager and
their level of experience. The infra-
structure required for private credit op-
erations and accounting is very different
to private equity. In credit, you need the
ability to track portfolios that are very
dynamic — an entirely different skillset
for accounting and operations staff.

Investors now typically require a
fund administrator, so the question
really is what level of infrastructure
is needed to engage and oversee your
chosen administrator. At Alter Domus,
we use a number of systems. We own



Analysis

“Understandably,
LPs want more

and more”

innovative technology such as Solvas,
which offers integrated accounting,
modelling and credit risk solutions,
alongside a licensed loan adminis-
tration platform called Sentry. This
means we can support from inside a
client’s own portfolio management sys-
tem — integrating data and sometimes
even operating from within the client’s
systems.

All these options feed into our fund
accounting systems, which provide
managers and investors with regular
reports — either on a monthly or quar-
terly basis. Clients receive data feeds
so they can update their own internal
accounting systems. Some clients are
very light touch and comfortable with
an outsourcing model; others run a full
internal operations team that tracks
what we are doing daily. There is a cost
implication to the latter, but we work
to what our clients need.

What should managers

look at when considering
outsourcing versus insourcing
options?
Not all fund administrators offer port-
folio accounting in their loan admin-
istration system, but at Alter Domus,
we find that it is key to the core team
having enough understanding to be
able to check daily. Whether you opt to
outsource Or run your own team, expe-
rience is key, something which we have
found is getting harder to find amid the

talent squeeze that exists within run-
ning private credit operations.

Finally, I'd highlight the value in an
organisation’s ability to manage and
track data internally and whether they
have the requisite software and I'T sys-
tems that can support substantial data.

How can managers

maximise opportunities
around technology to support
their operations?
We have found that a lot more man-
agers opt for co-sourcing arrange-
ments today, meaning we do the work
on their systems. They can trust that
they have full transparency and access
to everything we do, as well as the abil-
ity to seamlessly access the underlying
data that we work with. This is be-
coming the preferred model and more
commonplace, as managers can achieve
greater efficiencies when they don’t
have to manage or hire staff — they are
making the investment in the technol-
ogy but not the headcount.

We have completed several success-
ful lift-outs over the past few years when
we took on the staff and cost from a cli-
ent and updated their systems. In doing
this, we construct a revenue model that
makes sense for the manager, while giv-
ing their people a career path that they
might not have access to if they stayed
at the fund manager.

It is much more important to in-
vestors today that they have access,
through their manager, to all their
underlying portfolio data, so it often
makes sense for managers to own that
IT infrastructure.

What should GPs prioritise

for data integration?
Within each GP, there is often a strug-
gle between constituencies. Investor
relations teams want a whole set of data
around performance and what they
can put together for investors; oper-
ations teams need enough access and
availability to analyse data and satisfy
investment professionals; the front of-
fice wants feedback on performance of

the portfolio assets, and the accounting
team need to make sure the fund books
and internal books of the manager are
up to date.

There is no single system that does
all those things and satisfying all of
those constituencies is huge task. Many
of our clients will focus on one aspect
first before moving forward with oth-
ers, depending on their own priorities.

How are both LP and

regulatory demands
likely to evolve going forward,
and what can managers do to
future-proof their approaches?
It is always risky to speculate on this,
particularly in the US, given the polit-
ical backdrop of a presidential election
year. What is clear is that there will be
an even greater increase in regulation
and oversight down the line, as legacy
private credit was historically handled
by regulated banks and institutions.

Despite the overruling of the SEC
regulations, we expect an increase in
adoption of the practices and disclo-
sures recommended in them, as well
as a heightened focus on how private
credit operates with investor money
being lent to private companies.

Understandably, LPs want more and
more. The operational data that we help
clients prepare for the more sophisti-
cated LPs is increasingly time-consum-
ing, with requirements for everything
from information safeguards through
to physical office security. The detail
required in these requests is also getting
more and more granular.

Managers need to have a highly
robust framework in place to ensure
their internal infrastructure can meet
those demands. That means thorough
change management investment un-
derwriting and oversight processes,
and partnering with service providers
that have corresponding policies and
procedures. Even more investment is
going to be needed into compliance in-
frastructure, or in partnering with oth-
ers that have made that investment in a
way that can be relied upon. m
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hile deal activ-

ity and fund-

raising remain

subdued  for

UsS private

debt funds, all
indications are that the tide is turning
as managers prepare for a busy end to
2024. Hopes of interest rate cuts that
would fuel M&A activity mean many
big credit funds expect to do far more
mid-market direct lending over the
next 12 months, despite a choppy start
to this year.

When it comes to deployment, the
recovery in US public debt markets has
made it challenging for private credit
to compete for large deals. An excess of
capital chasing opportunities in the up-
per mid-market has led to spread com-
pression and even more competition for
dealflow in the core mid-market.

Kevin Lawi, managing director in
the credit investments group at UBS
Asset says:  “There
is a pendulum that swings between

Management,

borrower-friendly markets and lend-
er-friendly markets, and we are current-
ly in a market that favours borrowers.
The years 2022 and much of 2023 were
very lender-friendly environments but
back in 2021, after covid, spreads were
tight, banks were underwriting risk,
the syndicated markets were robust
and private credit had to compete for
deals. That is very similar to where we
are today — terms are competitive but
there are still good transactions to do.”

Randy Schwimmer, vice-chairman
for investor solutions at Churchill
Asset Management, argues the core
mid-market is the best place to be right
now, given the heat around the bigger
deals. “In 2022 and 2023, broadly syn-
dicated loan activity was muted and
borrowers had to come to us,” he says.

“Today, if you are a credit manager
in the large-cap space, you are com-
peting with the banks. We don’t do
that; the private equity clients we are
partnering with are looking for struc-
tures for growth and flexibility, and for

lenders that can speak for whole deals
rather than syndicating to 50 different
lenders they don’t know.

“Investing within the traditional
middle market allows for much more
consistency in the way we source deals
because whether there is a broadly
syndicated loan market or not doesn’t
affect our strategy. Our dealflow has ac-
tually increased with more liquid credit
available, because our market segment
isn’t going for that liquid credit.”

Spread compression

Putri Pascualy, senior managing direc-
tor and client portfolio manager for
private credit at Man Group, says in-
vestors increasingly see the appeal of
lending to smaller companies. “In the
upper mid-market we are seeing a bit of
spread compression, so at the moment
the spread differential between the up-
per mid-market and the core and lower
mid-market is pretty meaningful, be-
tween about 175 and 200 basis points.
The lower mid-market also continues

US orivate credit on the:
brink of a rebound

All the signs show that the tide is beghmz'ng

to turn, wri

laire _Coe Smith
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to offer better lender protections and
lower leverage, making the risk-adjust-
ed returns even more attractive.”
Emma Bewley, partner and head
of credit at outsourced investment of-
fice Partners Capital, says: “We have
seen material spread compression in
well-understood parts of the senior di-
rect lending market due to capital in-
flows and dealflow being significantly
less than anticipated. That has made
that part of the market less attractive
on a relative basis and if we don’t see
an improvement in deal volumes, there
is a risk that becomes a race to the bot-
tom. But we are not there yet.”
Instead, the hope is that interest
rate cuts will unlock dealflow and more
sponsor-driven M&A will fuel lending
opportunities going forward.

Increased competition
Still, we may not see a significant move-
ment away from the borrower-friendly
terms now evident in the US market.
Jason Ewart, a partner at law firm Clif-
ford Chance, says: “The new normal
is increasing competition amongst
lenders, as evidenced by the flexibility
of debt documents. Even during the
competitive lending markets of the past
couple of years, when we would expect
tightening of covenants and improve-
ments in lender protections, we no-
ticed only a small movement away from
borrower-favourable terms. To retain
market share, I think we can expect
providers of private credit to maintain
those terms and agree to items that can
often be flexed out in the BSL market.”

On the fundraising side, just $46.2
billion was raised for North Ameri-
ca-focused private credit funds in the
first half of 2024, the lowest figure since
before covid, according to Private Debt
Investor data. Just 87 funds closed, about
two-fifths of the 218 total that success-
fully completed capital raises in the
whole of 2023.

But the fundraising market is com-
ing back to life, according to those close
to it. Jess Larsen, founder and chief

‘A powerhouse market'

The US stands to benefit in particular as LPs have more capital
available to pile into private debt

“Almost the number one topic when groups of LPs get together today

is some of the geopolitical risks arising around the world,” says Alicia
Gregory, managing director at Blue Owl Capital. “Investors can move
capital pretty quickly and the US is attractive in a more divided political
world. The US has always been seen as a safe haven. Where other markets
like Europe and Asia are more export-dependent and rely on a more
interconnected world for their economic growth, the US is more of a

powerhouse market.”

“lerms are
competitive but
there are still good

transactions to do”

KEVIN LAWI
UBS Asset Management

executive of Briarcliffe Credit Partners,
says: “The private credit fundraising
market is really active — it is night and
day compared to last year. Briarcliffe is
probably raising three or four times as
much as we were 12 months ago and
year-to-date we are already well ahead
of the total raised in 2023.

“LPs are starting to get some mod-
est distributions from private equity,
which is driving allocation from private
equity to private credit. Additionally,
more allocation is occurring as a result
of credit hedge funds folding into pri-
vate credit, and fixed income replace-
ment strategies with private credit.”

All signs are that investors increas-
ingly favour the asset class over other
alternatives. Bewley says: “We have
seen considerable interest in private
debt over the last year. Given what we
see in terms of absolute yields, and the

long-term return profile and resilience
of the asset class, that has proven really
attractive and has been competing with
equity allocations for some allocators.”
Jefrey Griffiths, global head of pri-
vate credit at Campbell Lutyens, says
constraints on limited partners con-
tinue to hold back fundraising. “Most
US alternatives allocators have not
had enough liquidity over the past few
years, with not enough cash coming
back from private equity and venture
for them to reallocate,” he says.
“Private credit is seen as attractive,
with strong relative value right now,
but a lot of investors have found it
challenging to put in place a rotation
into private credit out of private equity
because of that lack of liquidity.
“When investors do have mature
portfolios and capital to allocate to pri-
vate credit, the first thing they tend to
do is re-up with existing managers, and
those re-up requests are quite signifi-
cant. Then they move on to consider-
ing what they want to do across their
portfolios that is different to what they
currently have, where the big theme is
diversification away from traditional
direct lending in favour of asset-backed
and asset-based lending strategies.”
Despite current headwinds, the ex-
pectation is of a busy 2025 for the US
private debt markets, as investors in-
crease allocations and sponsors become
more active. m
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The cost of US healthcare is going up but outcomes are getting worse — the

venture community is at the heart of the search for innovative solutions,
says Luke Diister; chief investment officer at CRG

Lending to the healthcare

How would you describe

the market opportunity for
private debt in the healthcare
sector?
Our focus is on the hyper growth
segment of healthcare private credit,
working with the innovators and the
disruptors, which represents only 1
percent or less of the total healthcare
market.

If you are growing slowly, you can
predicta lot, you have control over your
expenses and you can manage your pay-
ors, so you are generally easy to lend
to. If you're growing fast, though, you
are consuming cash and it is difficult to
predict your account receivables — you
might have positive EBITDA but your
cashflow may be negative. Our focus is

disruptors

SPONSOR
CRG

on the latter, but we don’t underwrite
binary risk. We don’t invest in compa-
nies unless they have FDA approval,
and they are in the market, delivering
revenue and growing.

Traditional private credit tends to
lend based on a spreadsheet — we like
to get into the company, analyse the
industry, the management team, the
supply chain and so on. We do the
same due diligence as private equity,
because the cashflows we are looking
at are so volatile. We want to lend to
the companies that are going to make
the system better, improve outcomes,

September 2024

reduce costs and increase access for
patients.

In terms of the current market op-
portunity, in the US, healthcare ac-
counts for around 17 percent of GDP,
so it is a huge market and one of the
largest industry sectors. About $4.5
trillion is spent each year, with half
of that paid by the US government.
There are public and private payors in
healthcare and both are complicated to
understand because they have different
incentives.

It would be hard to find a large pri-
vate credit manager without exposure
to healthcare, as it accounts for a size-
able component of most private cred-
it allocations. Still, 99 percent of that
capital currently goes to what I would
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What does the future look like for private

credit in healthcare?
In our segment, the future looks really good because we have all those
tailwinds driving change. There has to be a shift in the cost structure, and
that is forcing people to adopt new technologies and try out new business
models.

It is less clear what will happen for the behemoths of private credit
looking to lend to more mature companies. Generally, private credit is
having its moment in the sun, and those moments come and go. Allocators
come in and out of asset classes but private credit is here to stay unless
there is some massive deregulation in the banking sector, which seems
highly unlikely in my lifetime. The issue, though, is that the asset class gets
top-heavy, which could lead to fee compression and downward pressure on
returns in traditional direct lending.

What we do is exciting, and the market can sustain itself because it is a
less competitive space with higher barriers to entry. We feed off venture
debt and the truth is that if companies have loans that they cannot repay,
that creates a refinancing opportunity. So, the more loans that are made,
the more private credit opportunities there are down the line.

Private credit is now institutionalised and well embedded in the
healthcare space, and that is not going to change. Our niche can generate
higher returns in a differentiated way, and that will continue to be
appealing to investors moving forward as the healthcare industry undergoes

a period of significant transformation.

term the dinosaurs — inefficient larger
companies that do not evolve quickly.

In pharma, for example, R&D
budgets have gradually become smaller
over the last 30 to 40 years and those
big companies now outsource innova-
tion to the venture community. The
same is true in medical devices and
healthcare services, creating an oppor-
tunity for growth equity and venture to
invest in innovation. This market was
booming until 2022.

With the collapse of the venture
debt market in 2023, M&A down,
IPOs down and SPACs off, all the
things we were competing against in
2021 are gone, so the market opportu-
nity for lenders has never been so good.
We are seeing an amazing opportunity
in the 1 percent of the market we are
targeting, and there is materially less
competition.

What are the attractions of

the asset class for LPs?
LPs like this strategy because the
spreads are high. We are in a returns
business, and returns are higher here
than in traditional private credit. You
can get similar returns in traditional
private credit by using a lot of leverage,
but here we can achieve those returns
without that. So, for LPs, this is a dif-
ferent way of achieving an attractive
return profile. In addition, there are all
the usual things that make traditional
private credit attractive: great downside
protection, good recurring cashflows,
low volatility and always the first mon-
ey out.

If you compare private credit with
the equity in some of the companies we
are lending to, equity is going to be a
bit more volatile, with winners and los-
ers. We mitigate that volatility by being
senior secured and we are indifferent to
the size of the ultimate exit, unlike the
equity.

For a lot of LPs looking for health-
care-specific investments that make a
positive impact on society, with good
returns and low volatility, this is very
compelling.
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What benefits are there

for lenders in being a
sector specialist?
In order to do what we do, you cannot
be a tourist. You have to be absolutely
here, living in the world of healthcare,
so that you understand the reimburse-
ment environment, the regulatory
landscape and the competitive environ-
ment.

A sector specialist is never going to
have a trillion-dollar fund but they will
be able to find bespoke deals. If you
have been in the industry a long time,
you have a different sourcing mecha-
nism. We have never done a syndicated
loan, for example — almost everything
we do is proprietary, and we are always
the sole lender.

We are typically investing in com-
panies that we have been tracking for
at least three years, so it is about devel-
oping relationships from an early stage.
We might get to know a management
team before a product gets approved,
then monitor whether they secure ap-
proval, evaluate if they can effectively
manage their supply chain, execute on
their sales force buildout and so on. We
look at their key performance indica-
tors for success and that gives us a criti-
cal advantage when it comes to making
the right decisions on what goes into
our portfolio.

An example is Oura Health, which
is a Finnish health technology com-
pany founded in 2013 that created the
world’s first wellness ring that links to
an app. We identified that opportu-
nity early, evaluated the product, saw
they were doing the right thing and
reached out to them, so that when they
were looking for a lender, they came to
us. We will likely be taken out of that
investment by a traditional lender at
some point, but it takes a non-tradi-
tional sector specialist to identify that
initial opportunity.

What are the current
trends driving the growth
of the opportunity set?
The trends are primarily about trying to

“LPs like this strategy
because the spreads

are high”

“The trends are
primarily about trying
to fix what is broken”

“We need to move
upstream to help
people avoid becoming

symptomatic”

fix what is broken. In Western health-
care, that is spending enormous sums of
money, but not getting great outcomes.
In the US, the cost of healthcare is go-
ing up but outcomes are actually getting
worse, not better, creating an incentive
for governments and private insurance
companies to do better for patients and
reduce costs.

The other challenge is increasing
access, because one of the things that
leads to higher costs is you may have a
patient at home who catches a cold, is
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85 years old, has diabetes, and that cold
leads to pneumonia, which then trig-
gers a heart attack. That patient ends
up in an intensive care unit, costing the
system thousands of dollars a day, when
it would have been so much better to
reach them early and get them antibi-
otics before they became critically ill.

Furthermore, there is also a huge
trend towards value-based care. Right
now, we have a fee-for-service model
where doctors get paid based on how
many surgeries they do rather than
whether or not those surgeries are the
best thing for the patient. What we
need is all parties to collaborate and
determine what is best for the patient
in terms of outcomes instead of proce-
dures.

That is going to be the long-term
macro trend but it will not be easy. It
is going to require new business mod-
els, new technologies, advancement in
care and huge data analytics to meas-
ure outcomes across patient popula-
tions. Right now, the system is focused
on treating symptoms and we need to
move upstream to help people avoid
becoming symptomatic. That will need
innovation and a lot of work, but it is
absolutely necessary.

Are there any headwinds

facing lenders to the
healthcare space?
The real challenge is talent. On the
credit side, we are competing with
private equity for talented healthcare
specialists because it is not people with
traditional credit backgrounds that we
need. We need people with a deep un-
derstanding of the sector, able to ana-
lyse the companies from a standpoint
of what they are worth, and that is a
different skillset.

Additionally, we are a small fund
with limited resources, competing
with big groups for fundraising, so that
can be challenging. And then, of
course, the biggest challenge for lend-
ers is to be patient and remain disci-
plined in the face of numerous deploy-
ment opportunities. m
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The looming maturity wall

With trillions of bonds due to reach maturity over the coming years,
what opportunities could this present investors? By Fon Yarker

n the coming months and years, a

significant amount of debt of dif-

ferent colours is expected to reach

maturity. Often called the ‘maturi-

ty wall’, this phenomenon is usu-

ally accompanied by eye-watering
figures, which speaks to the extent to
which debt has been issued in recent
years.

Jonathan Barzideh, partner at
Canyon Partners, points to a “con-
fluence of four over-levered balance
sheets” as cause of this. This, he ex-
plains, includes the US federal gov-
ernment, corporate balance sheets,
commercial real estate and banks. In
particular, the US government is $35
trillion in debt and CRE markets are
facing a record wave of maturities, with
roughly $2 trillion expected between
2024 and 2026, according to research
by advisory Newmark.

“So many [corporate] balance sheets
were designed for a zero-rate environ-
ment, which helped these companies

“One thing that has
been very helpful is

the market bas seen
a lot of refinancings

this year”

VIVEK MATHEW
Antares Capital Advisers

get financed at very high going-in lev-
erage metrics that are now an imped-
iment to a refinancing exercise,” adds
Barzideh. “The cashflow metrics at
higher rates, exacerbated by generally
lower valuations, are making it difficult
for leveraged issuers to access capital
markets.”

Trillions are yet to mature but many
in the industry are remaining optimis-
tic about when — or if — this wave of
maturities will hit. For Vivek Mathew,
president of Antares Capital Advisers,
the situation is “manageable”, which he
ascribes to the return of bank lending,
which has boosted refinancing supply.
This abundance of refinancing has
helped borrowers with debt nearing
maturity to reset their situations and
buy more time.

“One thing that has been very help-
ful is the market has seen a lot of refi-
nancings this year,” says Mathew. “Part
of the reason for that is the banks have
been slow in terms of activity from
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mid-2022 through to 2023. They had
to work through the risks they had on
their books. Today there is an appetite
on behalf of banks to refinance trans-
actions and spreads have been tighten-
ing.”

Looking at the data, Kelli Marti,
head of CLO management at Church-
ill Asset Management, says the scale of
refinancing activity that has taken place
in 2024 is “robust”. Pointing to recent
PitchBook/LLCD data, Mart explains
how out of the $700 billion of lever-
aged loan activity year-to-date, 80 per-
cent of this volume is due to refinanc-
ings and repricings.

“Given the very muted supply of
new loans coming to market, loan in-
vestors have been willing to agree to re-
pricing activity, which can also include
maturity extensions,” says Marti. “This
heavy investor appetite for loans, even
with amended terms, has addressed
most of the upcoming maturities for
2024 and 2025.”

The impact on pricing

Looming maturities are bringing more
debtors to the market in need of refi-
nancing, which raises questions about
the impact on pricing of these oppor-
tunities. Fortunately for borrowers,
there has been an even greater appetite
to lend according to Michelle Rus-
sell-Dowe, co-head of private debt and
credit alternatives at Schroders Capital,
who has seen credit spreads tighten as
a result.

However, she warns: “In the current
environment, we believe it is extremely
important for credit investors to re-
main disciplined and highly selective.
Investors should also consider diversi-
fying their credit exposure by invest-
ing in securitised assets such as CLOs,
which have experienced historical de-
fault rates well below comparably rated
corporate debt.”

Also promoting a cautious approach
is Krishna Thiyagarajan, partner, head
of portfolio management and co-chief
risk officer of sponsor finance at SLR
Capital Partners. He is also seeing

More PIK opportunities

With rates higher, the cost of this debt has also ratcheted up
and has put some borrowers under greater pressure. This has
led to an increase in payment-in-kind (PIK) arrangements

According to Fitch, they are likely to provide more income in 2024,
especially in business development companies. These instruments, paying
a higher rate of interest while supporting beleaguered borrowers, have also
proven popular with private credit lenders. Antares’ Mathew says the firm
has selectively accessed PIK investments as a result.

“We see a decent opportunity to provide junior capital in the form of
PIK or preferred,” says Mathew, reflecting on the trend towards these
instruments. “If purchase price multiples don’t really change that much,
you have to finance the company somehow. Direct lenders will only go so
far down the capital structure — there will be a gap there.”

Thiyagarajan has also been watching this trend, noting more borrowers
have defaulted or been forced into PIK arrangements, but is more
interested in the role of asset-backed debt.

“The advancement of asset-based finance has created alternative sources
of debt capital for those companies that are cashflow constrained yet have
significant assets that can serve as collateral,” he says. “With the increased
demand for asset-based working capital solutions from issuers unable
to refinance in the cashflow loan market, coupled with the pullback by
traditional banks from the space, we’re seeing significant opportunity in our
asset-based, speciality finance businesses.”

spreads tighten but warns that a rush to
refinance ahead of maturity should not
lead to a compromise of standards.

“A more cautionary trend is emerg-
ing as the opportunities for refinanc-
ing healthy borrowers dwindle. Some
lenders who feel compelled to de-
ploy at a rapid pace may lower their
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underwriting standards to maintain
origination targets, creating the po-
tential for increased defaults down the
road,” he says.

Spreads may be tightening as de-
mand grows, with more lenders keen
to refinance debt that is nearing ma-
turity, but the current supply/demand
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relationship could still be upset. Adopt-
ing an objective view, Antares’ Mathew
believes the tightening currently being
seen is more a reflection of natural
market cycle conditions.

“Despite pent up demand to refi-
nance, we think spreads could widen
overall when we get the full impact of
all the private equity capital that has
been raised,” says Mathew. Here, he
points to the return of M&A, which
he expects could place even higher de-
mands upon markets.

“When that happens, there could be
areal deluge of M&A over the next few
years given how much capital has been
raised. It’s interesting there’s more de-
mand than supply today; that could re-
verse after 2024.”

Tomorrow's opportunities

"This activity, with so much debt to be
refinanced, is creating opportunities for
private credit investors. Canyon’s Bar-
zideh points to firms specialising in dis-
tressed debt investment as having the
capacity to take on these refinancings,
which he says would be a true test for
the sector. Born out of 2008, many of
these funds were braced for distressed
situations that failed to materialise dur-
ing the pandemic when state support
held up beleaguered corporates.

“In this environment, the pendu-
lum can swing back towards lenders in
terms of covenants and a focus on pro
forma deleveraging of these balance
sheets,” explains Barzideh. “In a tar-
get-rich environment where distressed
lenders can choose to be even more
selective, experienced practitioners are
well placed to cherry-pick those oppor-
tunities that present particularly com-
pelling risk/rewards.”

Refinancing opportunities may be
plentiful for lenders with capital but
Guido Musitelli, head of research at
Pictet Alternative Advisors,
about potential risks lurking in the

warns

market. Pointing out the impact of
higher base rates and an uncertain eco-
nomic outlook, Musitelli also questions
why LPs have not been as vocal around

“Heavy investor
appetite for loans,
even with amended
terms, bas addressed
most of the upcoming
maturities for 2024
and 20257

KELLI MARTI
Churchill Asset Management

transparency of this debt. From his
perspective, the head of research thinks
LPs should be stronger when challeng-
ing how GPs mark the value of their
bonds when the issuer is potentially in
trouble.

“We therefore expect investors to
question track records more deeply,
especially around ‘amend and extend’
practices, to understand how close
loans came to real impairment before
getting help from a more benign mar-
ket environment,” adds Musitelli. “As
always, due diligence will be key.”

These situations may not always be
as distressed as they first seem. Adopt-
ing a different view, Churchill’s Marti
argues this is instead a reflection of
muted levels of sponsor-to-sponsor as-
set trades over the past few years. This
has forced some businesses to be held
for longer.

“Asset managers have the ability to
extend maturities for solid performers,
which is helpful with regard to portfolio
management, as funds have less repay-
ment dollars to redeploy,” says Marti,
reasoning that investors are better off
aligning with asset managers with track
records tested over several cycles.

“Further, selecting asset managers

with a competitive advantage in deal
sourcing is imperative, as those manag-
ers have the ability to remain highly se-
lective in periods of dislocation rather

’»”»

than being forced to ‘buy the market’,
she adds.

Making refinancings work

This theme of being highly selective
resonates with many investors. Lend-
ers may be spoilt for choice with so
many borrowers needing refinance
solutions, but they will nonetheless
face stiff competition for the best op-
portunities. Musitelli argues the lend-
ers that have expanded their sourcing
options in anticipation will be the suc-
cessful parties.

“Managers need to have more tools
to be successful in the current credit
cycle, where there is visible compe-
tition by private credit and where re-
covery rates may be far from previous
ones even for first-lien senior secured
lenders,” he explains.

Faced with looming maturities, in-
dustry experts agree the market has
sufficient capacity to withstand this.
Opportunities will emerge, with some
investors feeling confident given the
rate of refinancing already recorded
in 2024. Despite this, Pictet’s Musi-
telli warns against investors trying to
be “too cute” in predicting the cycle
when trying to time market strategies.
Instead, he advocates following certain
principles such as diversifying capital
deployment across both public and pri-
vate markets and considering multiple
geographies.

“We should re-think duration in
this market,” adds Musitelli. “Funds
used to plan on a five/six-year lifespan,
which worked in the global financial
crisis. But today’s environment needs
a longer timeframe to deploy appro-
priately and harvest the returns in
full, especially considering the impor-
tance of portfolio construction — with
net TVPIs benefiting from heavy re-
cycling within funds’ investment pe-
riods — to deliver solid risk-adjusted
returns.” m
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The US private credit market remains ripe with opportunities, with
software-as-a-service a particular standout, says David Flannery,
president of Vista Credit Partners

As an asset class, private credit has en-
joyed strong fortunes in recent years
with many declaring this period as a
‘golden era’. As with any period of
prolonged growth, some have raised
concerns that this may be ending, but
many in the sector still see numer-
ous opportunities to continue build-
ing their loan portfolios. Private Debt
Investor sat down with David Flannery,
president of Vista Credit Partners, the
credit investing strategy of Vista Equity
Partners, to find out where the private
credit market might go next.

The last few years have
been named the ‘golden
era’ of private credit - however,

ﬂﬂ.

Why the golden era of private
credit is not over yet

SPONSOR
VISTA CREDIT PARTNERS

recent sentiment has indicated
this may be changing. What
factors are influencing market
dynamics?

Over the last several years, the pri-
vate credit market in the US has ex-
perienced one of the most attractive
environments, generating  higher
risk-adjusted returns. Private credit
has become such an important part
of finance, providing a much-needed
source of growth capital to compa-
nies — at a time when the banking sys-
tem continues to tighten its lending

September 2024

standards in response to regulation.

Additionally, more and more
companies don’t want to deal with the
volatility of the public markets and are
staying private for longer — further
driving the need for scaled financing
solutions. Given these factors, I believe
that with continued structure and
underwriting discipline, the private
credit market will continue to perform
well for investors.

Most opportunities for

private credit have been in
the sponsor market. However,
Vista has been able to pursue
opportunities with non-
sponsor, founder-led software
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“We see opportunities
to generate unique
risk-adjusted returns
by providing financing
solutions directly to the

founders of software

companies”

“More and more
companies don’t
want to deal with
the volatility of the
public markets and
are staying private
for longer — further
driving the need
for scaled financing

solutions”

companies. What opportunities
do you see in this area?

The sponsor side of direct lending has
certainly been more of the historical
focus for the private credit market.
However, we see opportunities to gen-
erate unique risk-adjusted returns by
providing financing solutions directly
to the founders of software compa-
nies. Our ability to capitalise on this
opportunity is driven by our position
within the broader Vista platform,
which has nearly 25 years of experi-
ence investing in the enterprise soft-
ware ecosystern.

Our credit solutions provide highly
developed software companies with
less dilutive capital than historical
alternatives — prior funding for these
businesses was largely sourced from
the growth equity and IPO markets.
Given current volatility in both these
segments of global capital markets, we
have seen significant increases in our
dealflow. With the right underwriting
discipline, unique sourcing capabilities
and established brand, we believe these
dynamics will drive more compelling
opportunities in the road ahead.

How are the founders
of these businesses

leveraging the private
credit channel to grow their
businesses?
We often remind founders and man-
agement teams that when we make a
loan to a company, the cash stays on
the balance sheet for the company to
invest. Most of the time, this capital
is used in the go-to-market function
of the business — sales, marketing and
customer success. This investment is
predicated upon high ROI generation
that can be replicated over time.

We've also seen a trend emerge with
more companies looking for loans to
help them finance M&A. In these sit-
uations, we are lending money to soft-
ware companies who are looking to
consolidate market share.

Here again, Vista has a wealth of
experience. Our credit strategy has

executed on more than 620 transactions
since inception and we have numerous
experts throughout our firm who can
help us evaluate the risk.

How can private credit

investors mitigate risks
when investing in non-sponsor
companies?
A core part of how we mitigate risk is
the due diligence before we underwrite
a loan. We deploy Vista's operation-
al expertise alongside our core credit
underwriting to assess the breadth of
potential risks that could lie in any giv-
en transaction. For example, our tech-
nology diligence process is conducted
by Vista’s Value Creation Team, which
often identifies underlying issues with a
company’s product architecture — some
are small and easily fixable, and others
are serious enough that we pass on the
investment entirely.

This is where the benefit of a
$100-billion-plus platform focused on
software comes to bear. Generalists and
lenders with fewer available resources
typically don’t have that level of visibil-
ity and aren’t able to move away from
problematic opportunities in the way
that we can.

We often hear private credit firms
talk about better
stronger covenants, which I'd argue

structures and

rings even more true in the context
of non-sponsored lending where the
financings are bilateral in nature.
This results in some of the tightest
maintenance covenants in the market,
including a covenant that often requires
considerable revenue growth.

At times, we are also active investors
through board seats or board observer
rights. This can give us real-time in-
formation about what is happening at
a company, and we have the opportu-
nity to influence outcomes at a man-
agement level. That is uncommon in
private credit. Due to the experience
we bring to the table as software spe-
cialists, our viewpoints are often wel-
comed by CEOs. They want to hear
what we have to say and how we can
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What is your outlook for the credit market? Is the team

generally bullish, bearish or somewhere in between?
It’s a great environment right now for what we do in software. Companies
are growing, margins are expanding and yet the public equity markets are
not reflecting that optimism. This presents opportunities for lenders like
us — for context, our credit portfolio is growing well above most generalist
direct lending books. We’re excited about this growth and the continued
opportunity for our credit portfolio.

help them grow, given our experience
in the market.

How are new structures

such as business
development companies, or
BDCs, changing private credit?
The arrival of new structures is good
for private credit overall, providing a
broader base of investors, including
the private wealth channel, with more
liquid options and a different way to in-
vest in the growing credit opportunity.

Accessibility is a positive, but it has

made the generalist sponsor lending
financing market very competitive.
We believe that many BDC portfolios « . .
today are burdened with legacy Al will b BZP private
positions in over-levered companies
as well as a limited ability to go on
the offense and capitalise on attractive
investment opportunities.

Additionally, there 1is significant them to access data
overlap among the largest private

credit investors and their BDCs — we extremely q”lckly and
estimate more than 50 percent at the
borrower level for the larger vehicles g&lﬁ/l better i?’lSigth ”
— which means a potential issue in one

credit investors develop

tools that will allow

portfolio can have an outsized impact.
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Vista Credit Partners raised its in-
augural BDC last year, and because we
began deploying capital in late 2023 -
after the market high — we believe we
are less constrained by these factors.
We believe our BDC is well positioned
to deploy fresh capital into companies
that have withstood the rate hike at
better pricing, tighter documents and
lower LT'Vs.

How has the arrival of

generative Al impacted
the private credit market? What
opportunities are you seeing as
a result of this trend?
There has been a huge amount written
and spoken about Al, but in our view,
there are three key opportunities.

First, Al will help private credit
investors to develop tools that will allow
them to access data extremely quickly
and gain better insights. If we can apply
generative Al to our own data and
extract interesting trends and learnings
we can act on, there are exciting
opportunities to be had. This will also
give us more time to do what we do best
— invest in software businesses.

Second, we have seen a pullback
from late-stage  growth  equity
providers that have funded software
businesses in the past because they
are very focused on the opportunity
in generative Al. There is a real gap
in the market for late-stage software
companies — our target market, in
other words — that still presents real
value. We'll continue to focus on
enterprise-grade software, which we
feel is a more predictable investment
than consumer-focused software.

And third, data is going to uniquely
drive value in Al Software companies
control the data sets for their businesses
and have the domain expertise to
leverage this data at scale, which is
going to be very important on a go-
forward basis. We believe our software
companies across private equity and
private credit are at the cutting edge of
implementing new generative Al tools
to drive new revenue opportunities. m
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S investors are chang-
ing how they approach
private credit, as allo-
cations mature and fa-
miliarity with the asset
class increases. Hav-
ing begun with a focus on mid-market
direct lending, many are committing
more capital and looking to diversify.

James Clarke, global head of Blue
Owl Capitals institutional business,
says LP attitudes to private debt have
shifted over the past decade. “The big-
gest sea change we have seen in the last
five to 10 years is that our clients have
gone from viewing direct lending or
private credit as a trade to seeing it as a
permanent investment,” he says.

“They are no longer episodically
looking to take advantage of dislocation
and then pause and then come back.
Now, private credit assets have moved
to be more a traditional exposure. More
often than not, we now find ourselves
in the fixed income portfolio, which was
mostly public market fixed income.”

A lot of clients have now established
a core allocation and are building out
exposure to some less trafficked parts of
private credit, Clarke says. “That leads
them to gravitate to the larger manag-
ers, so that they don’t need to deal with
multiple managers to get there.”

Andrew Bellis, head of private debt
at Partners Group, agrees. “Institution-
al LPs, particularly in the US, continue
to like private credit, and there is prob-
ably a bit of a build-out in private credit
strategies that US LPs are ahead of,” he
says. “They have allocated to US private
credit and we now see a good amount
of appetite for European private credit,
but also further interest in other private
credit strategies such as asset-based fi-
nancing, NAV lending and secondaries.

“The first place that investors look
has typically been corporate direct
lending, but as allocations increase,
there is only so much corporate direct
lending they want to do.”

New investors

The shift away from direct lending is
further fuelled by new investors. Jess
Larsen, founder and CEO of Briarcliffe
Credit Partners, says endowments and
foundations are getting much more
active in private credit. “With higher
returns in private credit, they can get
8-10 percent interest paid out quarterly,
which means they can meet their liabil-
ities just with interest paid, plus an el-
ement of capital appreciation. Because
those investors are looking for higher
returns, they are often going outside
traditional mid-market direct lending

ive key themes
for US investors

Differentiation has become the buzzword as
institutional LPs look to build out their private
credit strategies. By Claire Coe Smith
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“Clients have gone from viewing direct
lending or private credit as a trade to

seeing it as a permanent investment”

JAMES CLARKE
Blue Owl Capital

and focusing on speciality finance.”

Likewise, Jeffrey Griffiths, global
head of private credit at Campbell Lu-
tyens, notes: “There is a strong appetite
for shorter duration, higher returning
private credit, particularly from the
high-net-worth and family office pools
of capital, and that tends to lead them to
asset-based lending strategies.”

Even within direct lending, allo-
cations by US LPs are becoming far
more nuanced. Putri Pascualy, senior
managing director and client portfo-
lio manager for private credit at Man
Group, says: “A decade ago, no one
made a distinction between the upper
mid-market, the core mid-market and
the lower mid-market, but now that
comes up within the first 10 minutes of
any LP conversation. That shows how
the market has grown, and also the so-
phistication of investors.”

Trevor Clark, founder and manag-
ing partner of TPG Angelo Gordon’s
mid-market direct lending business,
Twin Brook Capital Partners, says
LPs are diversifying into the lower
mid-market. “We have been lower mid-
dle market lenders for over 20 years and
raising capital from a broad institution-
al base for the last decade,” he says. “In
the last three years, we have seen clear
recognition that the lower mid-market
is offering a very different opportunity
compared with that which many of the
large global asset managers active in the
upper mid-market are offering.

“Whether that recognition is due
to the portfolio overlap analysis, which
shows many of those managers present
in the same transactions, or whether
it is because of the moving down the
balance sheet, adjustments to cashflow
or the volatility of returns, the upper
mid-market is getting called into ques-
tion. We believe the differentiation a
scaled lower mid-market investor can
bring is now really clear to institutional
investors.”

With differentiation the buzzword
for private credit allocators in the US
market, we outline five themes that un-
derpin the current investor landscape.
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Tech ano

healthcare
are back

Sector specialism is in vogue, especially in
areas where valuations have come down

s competition hots
up in the US direct
lending space and LPs
seek out differentiated
returns, the appeal of
sector specialists  is
once again in the spotlight. Given the
fairly significant correction that has
taken place in healthcare and technol-
ogy valuations over the past few years,
investors are eyeing a refreshed oppor-
tunity.

Emma Bewley, partner and head of
credit at Partners Capital, says: “Sec-
tor specialists are now seeing a bit of
interest because of the opportunity set
being created to provide non-dilutive
financing into areas like technology
and healthcare, where valuations have
come down.”

She says the firm is starting to see
more interest in software lending, life
sciences and healthcare lending, where
the story is probably more straightfor-
ward now there has been that value
correction. She adds that some bor-
rowers do not really want to raise eq-
uity because of the risk of dilution, but
need to raise capital for growth and are
happy to take on relatively expensive
debt finance for a limited period and

retain that equity value for themselves
as valuations improve.

Jess Larsen, founder and CEO at
Briarcliffe Credit Partners, argues that
it is harder today for sector special-
ists to stand out in a crowded market.
“When a GP can provide additional
value to the LP by having a particular
sector focus, you see them being more
competitive than the generalists. LPs
don’t necessarily want to have more
line items in their portfolios, so they
have to really get something they can’t
get elsewhere.”

Flexible capital

At Vista Credit Partners, a specialist
software lender, president David Flan-
nery says there is growing appetite
among LPs. “There is a real interest
from LPs in specialisation and in the
technology space,” he says.

“What we are hearing from the
large allocators is that many have been
investing in direct lending for a dec-
ade now, and they have their generalist
sponsor-backed direct lending portfoli-
os pretty well built out. They generally
like those GPs they have been with for
a while, but they are increasing alloca-
tions to credit and like things that are a
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“There is a real

interest from LPs

in specialisation

and in the

technology space”

DAVID FLANNERY
Vista Credit Partners

bit different, maybe a little less corre-
lated, which sector funds can fit into.”

Through its FounderDirect chan-
nel, Vista offers flexible capital solu-
tions direct to founders seeking less
dilutive terms, bypassing the sponsor
market. “At Vista, being specialist is
what gives us the ability to do what we
do in the non-sponsored market,” says
Flannery.

“Because we are heavily special-
ist and heavily focused, in our sourc-
ing, our underwriting and our due
diligence, that allows us to do a lot of
non-sponsored lending. That is some-
thing LPs particularly like because it
feeds this theme of something that is
different to what they already own.

“We hear a lot of people saying,
often in large family offices, that over
the past few years they have shied away
from private credit because they felt
like there was a lot of capital there. But
with our specialisation, our technology
focus, and our non-sponsored lending,
we are different enough that they find
us interesting.”

In healthcare, valuations have sim-
ilarly taken a tumble as inflation ex-
posed vulnerabilities to wage rises.
CRG is a specialist lender targeting
high-growth innovators and disruptors
in the healthcare ecosystem. Chief in-
vestment officer Luke Dister says: “A
sector specialist is never going to have
a trillion-dollar fund but they are going
to be able to find the bespoke deals.

“If you have been in the industry a
long time, you have a different sourcing
mechanism. We have never done a syn-
dicated loan, for example — everything
we do is proprietary, and we are always
the sole lender.”

He says the firm typically invests
in companies it has tracked for at least
three years, so it is about developing
relationships from an early stage. He
says his team might get to know a man-
agement team before a product gets
approved, then see if they get approv-
al, see if they can manage their supply
chain, execute on the sales force and
$o on.

He says: “We look at their KPIs for
success, and that gives us a critical ad-
vantage when it comes to making the
right decisions on what goes into our
portfolio.”

Differentiated sourcing

It is that differentiated sourcing and
underwriting that continues to ena-
ble sector specialist lenders to attract
new LPs. The underlying growth
dynamics of technology and health-
care, driven by significant megatrend
tailwinds, are also boosting investor
sentiment.

Flannery says: “We are in a period
in the economy where, if you pick the
right software businesses that deliver
high returns on investment to their cus-
tomers, there is a lot of organic growth
available that is really good in a credit
portfolio. As a credit group, we have
done well in explaining to investors
that, when you look at tech multiples
over the last few years, the highs were
too high and the lows were too low.

“Being in a credit product with real-
ly good downside protection is a good
way to stay invested in the digital econ-
omy without having to worry about
where multiples are at any given point
in time.”

The sponsorless lending space is
especially appealing at a time when
private equity deal volumes are de-
pressed. Flannery adds that volumes in
the sponsor market are still a bit muted
and most direct lenders are waiting for
that to pick up.

“We are almost countercyclical in
the sense that we are not impacted by
the busyness of private equity. The
IPO market is far from going strong,
the late-stage growth equity market in
Silicon Valley is a bit distracted by its
own portfolios, and that leaves a fund-
ing gap for late-stage, well-developed
software businesses.

“That is where we focus, so we see
a compelling deployment opportunity
at a time when the rest of the private
credit market is waiting for sponsor ac-
tivity to pick up.” m
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The rapid growth of private debt is testing the mettle of loan administration
teams, say Michael Von Bevern and Harvey Tian of Suntera Fund Services

e

Keeping up with private
credit's evolution

As the private credit space has grown,
so has the complexity of these struc-
tures as firms continually innovate to
corner the market and secure business.
This complexity creates new adminis-
tration challenges requiring novel and
bespoke solutions from service pro-
viders. To find out more, we sat down
with Michael Von Bevern, managing
director for the Americas for Suntera
Fund Services (formerly Socium Fund
Services), and its head of loan admin-

istration and agency services, Harvey
Tian.

How have private debt
funds become increasingly
complex?

SPONSOR
SUNTERA FUND SERVICES

Michael Von Bevern: All funds are
becoming more complex, not less.
Fund structures require specialisation.
For instance, facilitating distributions
in a closed-end private credit fund be-
fore the fund is closed to new investors
is tricky.

Facilitating nuances, such as distri-
bution classes or other features to en-
hance attractiveness to other investors,
can be challenged in a closed-end vehi-
cle. Funds are not as straightforward as
they were a few years ago. LPs require
more customisation.
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Harvey Tian: Recently, we have also
seen a significant increase in PIK deals.
Traditionally, with a PIK, if the bor-
rower doesn’t want to pay cash, they
capitalise the PIK interest on their loan
balance. We have found that a lot of
lenders are doing synthetic PIK deals.
Instead of paying cash for this interest,
they are using additional loans to make
these payments.

Operationally, if a deal pays an in-
terest payment regularly, we collect
payment from a borrower and send it
to a lender. For synthetic PIK deals, we
have to process borrowing activity at
the same time. Operationally, this can
create multiple loan transactions just to
shift funds from one place to another.
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To what extent could rate

cuts in the second half of
2024 be a consideration for the
administration and operation of
these private debt funds?
HT: Following the recent non-farm
payroll numbers, a rate cut is nearly
guaranteed this year, which could cre-
ate a wave of refinancing in the market.
Borrowers will try to access new deals
when they can. When there is a rate
cut, the margin and the spread tend
to go up. Any floating-rate loans that
closed after covid or around that time
will probably have a low margin. How-
ever, fixed-rate loans will probably try
to refinance at a lower rate.

What challenges is greater

complexity creating for
loan administration?
HT: We are seeing a greater volume
of loan transactions. Historically, loan
agency and fund administration teams
have not communicated well with one
another. This lack of synergy can lead
to miscommunication, which in turn
can create costly delays and potential-
ly affect the overall efficiency and ef-
fectiveness of the fund administration
process.

MVB: Our loan administration service
offering primarily focuses on private
bilateral senior secured debt between a
fund — or multiple funds — and the port-
folio company. From our standpoint,
administering that means complexities
such as the need for the data from these
GPs.

Harvey and his team become the
clients’ middle office team. The loan
administration and fund administra-
tion are one team. Suppose you think
about everything that can make it
complex, such as multiple systems or
lack of systems, data management,
and an ability to read and understand
loan documents. In that case, we have
worked hard to minimise that. Our cli-
ents operate in the mid-market; they
don’t have the resources that the big-
gest firms have. They rely heavily on

“Funds are not as
straightforward as
they were a few

years ago. LPs require

more customisation”

MICHAEL VON BEVERN

what we do. We’re trying to give them
a minimalist degree of separation when
it comes to us and them.

To what extent are
bespoke fund service

solutions preferable when it
comes to increasingly complex
private debt funds?
MVB: Whenever we have a prospect,
go in from the accounting and report-
ing perspective and look at the struc-
ture to make sure we can do it. Harvey
will look at this from the loan side — can
we handle the loans, the timelines, the
reporting, etc? We then come togeth-
er and assess if we can create a tailored
solution that meets the unique needs
and requirements of that client.

Fortunately, we have much influence
with our software provider. Most of the
customisation our software provider
has created has been based on Harvey’s
recommendations, and he has an un-
canny knack for knowing what things
should look like for the borrower.

Having that seamless integration
with the fund accounting team helps.
Remember, with the size of our clients,
our fund accounting team and the loan
team could be talking to the same per-
son. We want to make sure everything
is preserved in translation.

Both our systems are very custo-
misable. We have yet to see a fund we
cannot do in our nine years. We are
unique — I don’t think anyone who does
mid-market fund administration, loan
administration and loan agency is real-
ly out there.

There are big guys, but very few
focus on the under $3 billion in assets
under management space.

In terms of private debt

fund administration, what
is your outlook over the next
12-18 months?
MYVB: Private credit has the potential
to be a massive industry shortly, and
there will always be a place for credit
solutions. The asset class makes a lot
of sense to portfolio companies that
want to expand their capital base with-
out diluting control. Putting in senior
secured, or even mezzanine, loans will
remain viable.

HT: It helps that the market has be-
come much more structured. The
Loan Syndications and Trading Asso-
ciation (LSTA) is operationally trying
to normalise this space. The more
standardised it becomes, the easier it
will be for investment teams to choose
between debt versus equity.

We’re working with the LSTA on
their efforts to standardise how a loan
operates in the operational sense. This
means all teams will be able to co-ordi-
nate better and more efficiently for the
loans they operate.

MVB: The reality is that very few peo-
ple are focused on private credit. One of
the complexities as the industry evolves
is being able to find people like us who
are willing to keep up with change. As
Harvey mentioned, we are working
with the LSTA to create standard prac-
tices and procedures. Creating things
like a standard subscription document,
for example, is essential.
Standardisation will come, but firms
will need people who can accommo-
date bespoke things until that time. m
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ver the past few
years, the num-
ber of open-end,
evergreen options
available to US
private credit in-
vestors has ballooned as demand for
more liquidity in an illiquid asset class
drives innovation. As the range of al-
ternative structures on offer continues
to grow in the US, GPs say there is no
let-up in demand, particularly as the
range of investors in private debt keeps
diversifying.

Andrew Bellis, head of private debt
at Partners Group, says open-end funds
continue to be seen as a more efficient
way to allocate capital to private cred-
it, particularly for the smaller or mid-
sized institutional LPs. “We have seen
the evergreen vehicles becoming pop-
ular, and we continue to see growth. If
you're a large LP and you are going to
allocate significant capital, you can do
that by a mandate that you can make
evergreen yourself, but that is much
more difficult for a smaller institution.

“Those
much more interested in an evergreen
solution whereby they get invested,
stay invested, their NAV grows steadily
and they don’t have to deal with capital

smaller institutions are

calls and recommitments. For them it
is an increasingly relevant choice ver-
sus more traditional closed-end funds,
and this year we have seen continuous
growth in demand for our evergreen
options.”

Enhanced liquidity

David Ross, head of private credit at
Northleaf Capital Partners, says ever-
green vehicles have an important role
to play in attracting new classes of in-
Vestors.

“The enhanced liquidity provisions
of open-end structures have, in part,
helped to broaden the investor base
for private markets,” says Ross. “These
structures have attracted more demand
from different pockets of LP capital,
for example family offices, endowments
and high-net-worth individuals. It has
also been particularly attractive to
smaller institutional investors making
their first allocation to the asset class.
Managers continue to innovate and
develop flexible structures to meet the
needs of different LPs.”

He says there are several drivers of
demand. An open-end, evergreen ve-
hicle, for instance, can offer immedi-
ate exposure to a diversified portfolio
of private credit investments. He adds

pen-end funds
appeal in hunt
for liquidity

The range of alternative structures
on offer continues to grow
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“This year
we have seen
CONLINUOUS
growth in
demand for
our evergreen

options”

Andrew Bellis
Partners Group

that investors can benefit from con-
sistent quarterly cash yield, shorter
drawdown periods and the ability to
more efficiently maintain or rebalance
exposure to the strategy over time.
However, he says larger allocators with
advanced operational platforms have
long been familiar with managing their
investments through closed-end struc-
tures, which are still most common
across private markets.

Jeffrey Griffiths, global head of pri-
vate credit at Campbell Lutyens, says
larger managers now routinely offer
their investors an evergreen option
alongside a traditional closed-end fund.
But he agrees that traditional closed-
end structures will continue to domi-
nate: “We do now see that most direct
lending firms of size and scale will have
open-end structures available for inves-
tors to access.

“That is an important part of the
market that is becoming more prev-
alent and will continue to grow but
will not replace traditional drawdown
structures. Traditional drawdown funds
allow investors to express a vintage
view, investing in new deals, rather than
having to buy into an exposure to older
deals.”

He adds that the open-end struc-
tures he sees do not typically offer
a lot of liquidity, with maybe an op-
tion to get out at certain times. But in
times of market stress that ability to take
money back is unlikely to be there given
the restrictions set out in liquidity pro-
visions, so he thinks that is something
to look out for in the future. He expects
to see some disappointment with some
of the structures when they are tested.

Emma Bewley, partner and head of
credit at Partners Capital, is similarly
cautious about the degree of liquidity
on offer: “We describe these open-end
funds as offering qualified liquidity be-
cause there may be liquidity available,
but it should not be relied upon, and
the underlying remains an illiquid asset
class.

“The ability to maintain a consistent
NAV profile without having to manage
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capital calls and distributions while
trying to maintain exposure, is attrac-
tive to a lot of investors. However, we
caution that they should still re-under-
write a manager on a regular basis and
these should not be seen as a means of
cutting the diligence burden.”

Growing demand

Putri Pascualy, senior managing direc-
tor and client portfolio manager for
private credit at Man Group, is also
witnessing a growing demand from
LPs. “The open-end structure is see-
ing more popularity with institution-
al investors, where there is a growing
realisation that, particularly in private
assets, timing the market is less impor-
tant than time in the market,” she says.

“Historically, with the tradition-
al drawdown structure, LPs were not
consistently invested, so many that are
now more familiar with direct lending
like the ability to stay more invested
and have access to that exit ramp if they
need it.”

It remains to be seen how that in-
vestor appetite will continue to devel-
op as the asset class further expands
its constituency. Ross says that open-
end structures have, in part, helped to
broaden the investor base and that he
expects this to continue.

“These structures have attracted
more demand from different pockets
of LP capital, for example family of-
fices, endowments and high net worth
individuals,” he adds. “They have also
been particularly attractive to smaller
institutional investors that are making
their first allocation to the asset class.
Managers will continue to innovate
and develop flexible structures to meet
the needs of different LPs.”

It seems managers are going to
have to diversify their offerings to stay
abreast of varying demands. Bellis says:
“There are always going to be those
LPs that like closed-end funds and
want to be able to manage their com-
mitments and adjust allocations that
way. There will also always be a group
that prefers evergreen solutions.” m
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Bryan High, head of Barings’ Global Private Finance Group, reveals
where he sees direct lending heading in the rest of 2024

v

All to play for in 2024

Direct lending has continued to grow
in prominence as an asset class. At-
tractive returns and durability have
helped it gain allocations over other
alternatives, but what does the rest of
2024 hold? We spoke with Bryan High,
head of global private finance at Bar-
ings, which has been investing in the
direct lending market for over 30 years
and supports more than $300 billion of
credit investments globally.

How is the direct lending

asset class positioned
headed into the second half of
the year?
Direct lending continues to offer the
potential for compelling risk-adjusted
returns versus other asset classes. De-
constructing the basic return compo-
nents, base rates have remained elevat-
ed longer than many were anticipating,
and even as central bankers look to be-
gin easing cycles in developed markets,

SPONSOR
BARINGS

we expect the higher-for-longer rate
environment to persist through 2024
and into 2025. When combined with
consistent underwriting spreads that
seasoned platforms can achieve for sen-
ior secured debt, we believe the all-in-
yield profile for direct lending remains
attractive. More generally, we expect
this year’s strong performance to con-
tinue and note that direct lending re-
turns have proven durable historically,
exhibiting consistency and low volatili-
ty over long periods of time.
Continuing the trends we’ve seen
in recent years, direct lending has tak-
en share from the public markets in
a number of ways. From an investor
standpoint, we attribute the move-
ment into private markets to the yield
premium on offer, largely a result of
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the illiquidity of the asset class. His-
torically, private mid-market loans
have offered a premium of roughly
200-400 basis points over broadly syn-
dicated loans — and importantly, lower
default rates and higher recoveries.

And from a sponsor perspective,
while the broadly syndicated market
has reopened this year for some com-
panies and certain transactions, we see
direct lending continuing to provide
value as a tailored financing solution
insulated from the potential noise and
volatility in public markets.

Today, direct lending has become
somewhat mainstream within private
credit, representing roughly half of
the $1.7 trillion market. But while
the stable, income-producing nature
of the asset class has led to increased
adoption across a well-diversified
global investor base, our observations
suggest there is opportunity to grow
allocations further.
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For example, a majority of inves-
tors still report being underallocated
to the asset class, especially relative
to the largest allocators. Overall, we
believe there is more capital that will
move into the space —and while there’s
been a lot of focus on the growth in
the market over the last few years, it’s
important to point out that aggregate
direct lending dry powder today is a
fraction of the anticipated financing
needs for private equity activity in the
years to come.

What are some of the

dynamics shaping the
direct lending market today?
Sponsor-financed M&A activity has
traditionally been a significant driver of
dealflow in the direct lending market.
However, over the last 18-24 months
— coinciding with some of the most
aggressive global central bank policy
tightening in decades — leveraged buy-
out (LBO) activity has slowed substan-
tally.

What this means is that at the same
time we’ve seen a proliferation of al-
locations to the asset class, there has
been a slowdown in terms of dealflow
for new platforms — and this supply/
demand imbalance has created an in-
teresting dynamic in the marketplace.
Specifically, as dealflow and M&A
activity have slowed, certain market
participants have had to re-think their
approach to deploying capital.

For some managers, this has meant
style drift — moving up-market from
the traditional or “true” mid-market
lending strategy, opting to ramp larg-
er portfolios quickly by making bigger
investments in larger companies with
$100-plus million of EBITDA. As a
result, we’ve seen several multi-billion
dollar transactions in the direct lend-
ing space, a rare occurrence just a few
years ago. But bigger isn’t always bet-
ter, and transacting in the upper end of
the mid-market has implications, par-
ticularly from a return and protection
standpoint.

For example, spreads on some of

these larger transactions have nar-
rowed more materially than has been
the case in the traditional mid-market.
In some cases, they have come closer
to those in the liquid broadly syndi-
cated markets — suggesting an erosion
of the premium that has historically
stemmed from the illiquid nature of
direct lending. Likewise, it should be
noted that underwriting standards can
differ at the upper end of the mar-
ket, with fewer covenants, potentially
weaker documentation and higher lev-
erage, all of which can have negative
return implications for investors in the
event of a default.

Going forward, a slight tightening
of spreads could catalyse some activi-
ty by private equity firms as their cost
of debt financing comes down. An-
ecdotally, we’ve seen more platform
opportunities arise in our pipeline —
whether they come to fruition remains
to be seen — but we’re encouraged by
increasing activity levels. To some ex-
tent, this is also a function of the fact
that distributions from private equity
portfolios are at their lowest level in
roughly 15 years, and managers are
increasingly facing pressure from their
LPs to realise assets and return capital.

Another contributing factor is the
upcoming US presidential election.
Election cycles often lead to uncer-
tainty, driving market participants to
transact ahead of any policy changes
and seek to avoid execution risk and
potential volatility that can exist in
public markets.

What are the benefits of

the mid-market?
As previously mentioned, there are a
number of benefits to remaining disci-
plined and focusing on executing deals
in the traditional mid-market, where
company EBITDA tends to range from
$15 million-$75 million. The more
conservative parts of the capital struc-
ture, namely first-lien senior debt, con-
tinue to offer the potential for strong
risk-adjusted returns. These deals tend
to have lower leverage profiles, better

documentation and more stringent fi-
nancial covenants relative to the larg-
er end of the market. For us, these
are critical components of the direct
lending market and key tenets of our
investment philosophy — we’ve applied
disciplined underwriting and portfolio
construction to build diverse portfolios
of mid-market companies designed to
weather different environments.

How do direct lending
managers differentiate

themselves?
In direct lending, capital preservation
and seeking to avoid losses are criti-
cal. If you think about the nature of
a loan, you have a contractual rate of
return and a bit of appreciation from
a discount or fee on the front end.
And that’s it — there’s not a lot of up-
side to that. It’s really about protecting
yourself from the downside and mak-
ing sure you limit losses to the best of
your ability. This comes down to a few
key areas: credit selection, experience,
scale and a long-standing presence are
key differentiators. A deeply resourced
team is also critical.

Importantly, these
tics can allow managers to stay active

characteris-

and continue deploying capital to at-
tractively priced opportunities, even
as deal volume fluctuates. In envi-
ronments like we’re in today, where
dealflow is somewhat muted relative
to recent years, the most attractive op-
portunities from a risk/return perspec-
tive often are add-on transactions with
existing portfolio companies.

Lenders like Barings, with a large
book of portfolio companies, are par-
ticularly well-positioned in this respect.
We've continued investing in new
originations through portfolio M&A
activity, as evidenced by a significant
portion of our activity over the last 18
months coming from existing issuers.
Ultimately, we believe it is critical to
retain mid-market terms in businesses
with longevity and established track re-
cords to build consistency of return for
our investors. m
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There is a growing divide between US
and European LPs on responsible investing

f there is one area where many US
LPs diverge quite notably from
those in Europe, it is on the issue
of environmental, social and gov-
ernance (ESG) standards. Repub-
lican politicians in America have
attacked ESG as the corporate world’s
adoption of a liberal agenda, attacking
a number of responsible business agen-
das from cutting carbon emissions to
advocating for more diversity, equity
and inclusion (DE&I) in teams.
BlackRock, the world’s largest asset
manager, faced a boycott in Texas and
came under investigation in some Re-
publican-controlled states over ESG,
leading boss Larry Fink to say he was
going to stop using the term and claim
it had been “entirely weaponised”. As a
result of this trend, the scrutiny of GPs
on these topics is nothing like that seen
in Europe.

DE&I challenges

One head of private credit at a large
asset manager, who did not want to
talk about ESG on the record, says:
“We have seen a bit of a de-emphasis
globally on the ESG label. There are
definitely US LPs focusing on ESG
and DE&I from a GP perspective, but

we see more people choosing to tackle
that through an allocation to an impact
or an energy transition strategy, rather
than trying to make everything fit into
an ESG bucket.”

Jeffrey Griffiths, global head of pri-
vate credit at Campbell Lutyens, says:
“We see very few questions on ESG
from US investors. If an investor has
a particular environmental focus or
wants to express a view on sustainabili-
ty, there are plenty of options for them
to invest in funds that are supporting
energy transition or renewables. The
US market offers plenty of strategy
options for investors seeking to have
that impact, but there is little interest
as part of investment due diligence in
how GPs are approaching these issues
more broadly.”

He says there are also growing chal-
lenges around DE&I for US investors
who want to encourage diversity. “On
the DE&I side, we have seen some in-
vestors explicitly using that as a screen-
ing tool when looking at managers.

“But there is an increasingly tricky
legal environment in the US, with
lawsuits flying about and people claim-
ing the application of DE&I screen-
ing potentially breaches fairness and
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“We see very few
questions on ESG

from US investors”

JEFFREY GRIFFITHS
Campbell Lutyens



anti-discrimination laws. While we
know some investors think about it,
they are no longer asking for managers
to fill out DE&I questionnaires, but are
instead approaching it less explicitly.”

US divide
Jess Larsen, founder and CEO of
Briarcliffe Credit Partners, says: “In
Europe, ESG can be a driver for in-
vestment decisions, though we don’t
see that as widely in the US. Similarly
with impact funds, if they can still pro-
duce great returns while generating a
positive impact, that is a differentiator
that will allow a GP to stand out in a
crowded market, but the high returns
are essential.”

He adds that there are split opinions
in the US on fossil fuels, meaning in-
vestors may take different views on how
to weight ESG considerations. Though
there is increasing activity around, and
attention paid to, DE&I, those criteria
still only represent a small minority of
due diligence questionnaires the firm
sees.

Despite the complex backdrop,
managers have generally done nothing
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to scale back their ESG efforts, albeit
giving them a lower profile.

David Ross, head of private cred-
it at Northleaf Capital Partners, says:
“Generally, LPs understand that, as
credit investors, we do not have owner-
ship or exert operational control. How-
ever, they are looking to understand
how we assess and integrate ESG risks
in our investment processes, what the
material ESG risks of our strategy are,
if we are providing transparent disclo-
sure to investors on ESG matters, and
how we are engaging with borrowers
on their ESG journey.

“ESG continues to be important for
LPs and we are seeing an increased lev-
el of sophistication and more questions
from LPs on the topic.”

Data collection

Brittany Agostino, principal in Ares’
environmental, social and governance
group, says: “It’s an exciting time for
the responsible investment agenda in
private credit. While private equity has
a longer history and better ability to in-
fluence ESG integration practices, the
current moment and relatively earlier
stage of ESG in private credit trans-
lates into an opportunity to define and
disseminate practices.

“We’ve been focused on helping
to discuss practices and highlighting
different approaches as the current
chair of the UNPRI’s Private Debt
Advisory Committee, with particular
emphasis on ESG data collection from
portfolio companies, potential en-
gagement with portfolio companies or
their sponsors, and climate, with ap-
proaches to carbon footprints and cli-
mate initiatives.”

Alicia Gregory, managing director
at Blue Owl Capital, adds: “Some LPs
care more about ESG than others. But
there is a common thread, which is
that, as a long term investor in illiquid
asset classes, there are components of
ESG sustainability that will impact the
value of investments. That unites in-
vestors around elements of these con-
versations and allows for progress.” m
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Global trends are less of an issue in the traditional mid-market,
say Churchill Asset Management’s Randy Schwimmer and Derek Fricke

Direct lending:

Where | Ps

should be focused

As interest rate
expectations shift and
the broadly syndicated loan
market has reopened, how
can investors evaluate the
private debt opportunity today
between the lower, traditional
and upper-mid market?
Randy Schwimmer: As market ob-
servers look at what is going on in pub-
lic and private credit, what often gets
overlooked is the traditional mid-mar-
ket. Headlines tend to focus on large
sponsors and the global M&A dynam-
ics, losing sight of many great compa-
nies that are not traded and may fly
under the radar.

People may not know the names of
the companies in our portfolio as well,
but over time, traditional mid-market
private equity has been able to build

SPONSOR
CHURCHILL ASSET
MANAGEMENT

value in these small and mid-sized
businesses. They have grown these
companies organically with sophisti-
cated management tools, capital and
resources to help take them to the next
level. Traditional mid-market compa-
nies, with EBITDAs between $15 mil-
lion and $75 million, generally tend to
be more growth-orientated, less cycli-
cal and more service-focused, so with
sponsor support, there are natural tail-
winds that allow them to generate good
value for LPs.

We believe financing these com-
panies is attractive because they typ-
ically come with covenants, more
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conservative lending structures and
slightly better pricing than the liquid
markets.

Derek Fricke: In our private equity
and junior capital business, we have
focused on the traditional mid-market
because of the embedded growth op-
portunity that sponsors with a demon-
strated track record can bring to the
table.

Additionally, as an LP in more than
300 private equity funds, we can actual-
ly access that track record data and use
it to our advantage. The fundamental
question is always “why should this
sponsor own this platform, and why are
they the right buyer to execute the val-
ue creation strategy?” We look at prior
outcomes to truly understand if they
are the right buyer and the ability to
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“It’s important to hone
in on how a manager
thinks about selectivity

and diversification”

RANDY SCHWIMMER

structure that aligns to their growth in-
itiatives with a built-in cushion so they
can service their debt even while re-in-
vesting in the platform.

How do deal sourcing
strategies differ and, in
a more competitive market,
which managers are accessing
the top deals?
DF: Scale matters, as does having a
true partnership approach. Can the
lender construct a comprehensive and

creative capital solution that aligns with
the sponsor’s goals? Having a strong
balance sheet and capabilities spanning
senior and junior debt to equity co-in-
vestments and secondaries helps.

We have hundreds of long-standing
private equity relationships, many of
whom we are an LP in, and important-
ly, we have proven to be a good part-
ner over time — in the good times and
the bad. That differentiates us from
competitors that just want to compete
on price and allows us to consistently

important?

When looking under the hood of a manager’s
track record, which key metrics are really most

DF: It is all about providing investors an in-depth understanding of where
they sit on the balance sheet and how you are delivering an appropriate
risk-return profile. Some of the key metrics that investors hone in on are
absolute leverage, LTV, fixed vs floating and all-in coupons, total returns,
and what your historical loss ratios are.

Collectively, these metrics give an investor a picture of the risk-return
“Traditional mid- they can likely expect through an investment. Over the last 12 years, our
junior capital detachment point has been approximately 5.5x, our LTV is
market compﬂnies roughly 50 percent, and our all-in total yield is in the double digits. Over
the same period, our loss ratio is less than 2.5 percent across $7.5 billion of

invested capital.

offer multiple ways

»
1o win RS: Track record is a bit like sourcing: the reality is that having low losses

in a benign environment is wholly different to having low losses in a high
DEREK FRICKE interest rate environment and being able to continue to grow the portfolio

when global M&A is down.
Being able to work with private equity clients to continue to source

L _ quality transactions, and knowing they will be there to support the
businesses through difficult times, is just as important as track record.
underwrite both the company and the
sponsor really differentiates our invest-
ment approach.

In larger upper mid-market trans-
actions, however, you often get limited Y % xx
o C S, I'— S
-Il — _/I [

I =
L]
iy B S

access to information and have limited
time to complete your underwriting,

which is why our model works best
in the traditional mid-market, where
deals are often directly negotiated.

We also  believe  traditional
mid-market companies offer multiple

ways to win. They don’t have to max-
imise leverage to hit the base case, and

can carry a more conservative capital
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source attractive dealflow through
market cycles from top firms.

RS: As companies get to a scale that
qualifies for high yield bonds or broad-
ly syndicated loans, the nuances of
structuring tend to fall away. The dis-
cussion is more about higher leverage,
lower pricing and weaker structures.
In direct lending, there is more focus
on flexibility and having a quicker and
more efficient financing process with a
lender that can be trusted.

In 2022 and 2023, broadly syndicat-
ed loan activity was muted and borrow-
ers had to come to us. Today, if you are
a credit manager in the large cap space,
you are competing with the banks. We
don’t do that: the private equity clients
we are partnering with are looking for
structures for growth and flexibility,
and for lenders that can speak for en-
tire deals rather than syndicating to 50
different lenders they don’t know.

Investing within the traditional
mid-market allows for much more con-
sistency in the way we source deals ,be-
cause whether there is a broadly syndi-
cated loan market or not doesn’t affect
our strategy. Our dealflow has actually
increased with more liquid credit avail-
able because our market segment isn’t
going for that liquid credit.

DF: Our dealflow quarter-over-quar-
ter has remained strong over the last 18
months relative to the overall market
backdrop being down 20-30 percent.
We think that is because sponsors are
calling a smaller group of core lenders
that they know have the capital and
creativity to construct capital struc-
tures that will work in a higher rate
environment.

In light of today’s lower

new deal environment,
which managers are best
positioned to consistently put
investor capital to work in
attractive opportunities?
RS: The sponsors we target have been
working with mid-market companies

and industries for decades, with oper-
ating partners and senior leaders that
can identify attractive opportunities
for growth. They seemingly know all
the competitors and vendors in their
respective sectors, and develop M&A
strategies that don’t necessarily depend
on what buyers and sellers are willing
to pay in auctions. As a result, even in
today’s slower LBO environment, add-
on acquisitions and refinancings from
our existing portfolio of more than 450
companies has kept us quite busy.

DF: Being the incumbent lender to
hundreds of portfolio companies is an
enormous advantage when it comes to
sourcing deals. Sellers, management
teams and founders want to work with
a sponsor that is already educated on
their space, just as sponsors want to
work with lenders that are educated
in their space. They don’t want to be
bringing lenders up to speed on busi-
ness models and industry verticals.

A sponsor that we know well is buy-
ing a food business right now and we
have lent to two of their prior food
companies in a junior capital position.
They have put the same senior lend-
er group together as they had on the
previous deals, and came to us as sole
junior capital provider. They know we
know how to construct an attractive
junior capital facility to fit the business
model and complement their thesis.

Randy, you serve on
Churchill’s senior lending
investment committee,
and Derek, you on junior
capital. What are some key
questions LPs should ask
during due diligence when
evaluating a manager’s
underwriting approach and risk
management?
RS: It’s important to hone in on how
a manager thinks about selectivity and
diversification, which we believe are
cornerstones to building a solid private
debt portfolio.
We bring in about 1,000 deals a
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year and only close on 6 percent, so
we have a long list of requirements
that companies need to fulfil. We draw
on our 18-year track record of seeing
which businesses do well despite eco-
nomic slowdowns. And that selectivity
continues into how we construct our
portfolio, because we might really like
a business but still look at the overall
portfolio construction and conclude we
don’t need another healthcare compa-
ny, for example.

LPs are laser focused on how we se-
lect deals, how we monitor them once
they are in the portfolio, and impor-
tantly, what we do if there is a problem.
Historical data, numerous case studies
and detailed examples of outcomes are
paramount here. It is all about protect-
ing the downside.

DF: We have a similar investment phi-
losophy across senior debt and junior
capital. We get a lot of the same ques-
tions about why sponsors ultimately
choose us as a partner and what’s dif-
ferent about our sourcing model.

They want to know what types of
assets we are targeting, and whether
they are in defensive growth industries
or with service-orientated business
models that create recurring revenues,
with high free cashflows. They ask if we
are conservative with our capital struc-
tures, how we think about leverage and
how we align a sponsors’ interests with
our own.

It’s a trust but verify model. We ben-
efit from the fact that if you look back
over the 12 years since we began our
junior capital programme, the annu-
al metrics are consistent, the leverage
profile is consistent, the loan-to-value
ratios are consistent and the EBITDA
profile, size and margins are all consist-
ent. That gives investors comfort that
we execute on the strategy that we say
we do, and it’s proven successful. m

Randy Schwimmer is vice-chairman for
investor solutions and Derek Fricke is senior
managing director in the junior capital and
private equity solutions team at Churchill
Asset Management
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OpPOrtuNity IS opening up

Asset-backed lending taps underlying loans
that were previously the domain of banks

sset-backed lending is another

diversification strategy gathering interest

from US LPs seeking to move beyond

corporate credit. Covering everything

from consumer lending and litigation

finance to NAV lending, royalties and
trade finance, these investments allow institutional
investors to tap vast platforms of underlying loans that
were previously the domain of the banking system.

Emma Bewley, partner and head of credit at outsourced
investment office Partners Capital, says: “For the groups
that have committed to private credit as a long-term portion
of their portfolio, asset-backed credit now seems to be the
next step. There is a clear opportunity set there driven
by the withdrawal of the banks from certain areas of the
market, and we have seen a number of new funds launched
in that space with a reasonable amount of scale.”

She adds that speciality finance is viewed as a natural next
step, but that it is harder for investors to get their hands
around and understand the nature of the platforms they are
financing within these structures.

She says it is really important for LPs to understand the
interaction of the fund with the underlying platforms and
the various cashflows, as well as costs associated with these
platforms.

Banks step back
Felix Zhang, partner in the alternative credit strategy at
Ares, says the way banks think about investing in consumer
assets and holding them on balance sheets is changing.
"This will lead to them being less active in the lending
market, less active in buying loans from originators, and to
changing how they treat these assets on balance sheets.

He says: “We see a big opportunity to partner with
banks and help them fund these assets. There are a lot of

reasons why banks should remain in the consumer lending
space but the risk part of those assets can be transferred in
one form or another, and that is what we are working on.
Having flexible capital in scale is the entry price to those
discussions.”

Chris Edson, partner and co-head of global FIG
at Apollo, says: “Asset-backed finance allows LPs to
supplement their corporate credit exposure and access an
asset class with less concentration risk and a strong track
record of performance.”

He adds: “There have been very few ways for investors
to access investment grade private credit historically,
and we are seeing a significant level of interest from our LP
base in that offering.”

Both see an emerging opportunity set around the US
consumer. “Our approach to consumer lending is focused
on the more insulated parts of the market,” says Edson.
“For example, one of the biggest differences compared to 15
years ago is the amount of equity US consumers now hold
in their homes, where the average LTV has come down
significantly.

“We have a consumer finance business that provides
home improvement loans. These are primarily loans to
higher income homeowners that have excess equity in their
houses, and we can see from our track record that these
borrowers typically outperform from a consumer credit
perspective.”

Vincent Salerno, a partner in alternative credit strategy
at Ares, adds: “There are lots of places for managers
to invest in the consumer space, given it is such a large
part of the market. LPs should select managers that
have a demonstrated ability to get really granular in
their assumptions to underwrite these assets, and ensure
managers have the requisite infrastructure in place to
properly monitor and track performance.” m
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Real assets
offer stab

ty

Infrastructure as an asset

class bas benefited
from a flight to quality

redit secured against

real assets is popular

with US investors

right now, as infra-

structure, real estate,

energy, transportation
and even agriculture assets are shown
to offer a defensive source of income
and diversification.

Several tailwinds are driving a move
towards infrastructure debt. Spencer
Ivey, head of infrastructure debt for the
Americas at Ares, says: “Investors value
infrastructure debt as a way to diversify
their portfolios, as it has low correla-
tion against corporate credit and serves
as a good hedge against inflation and
interest rate increases.

“In addition, Infrastructure as an as-
set class has benefited from a big flight
to quality: these are strong assets that
offer mission critical services to society,
and have experienced inelastic demand
through market cycles.”

He adds that on the infrastructure
credit side, investors are benefiting
from the higher interest rate environ-
ment through higher returns, while the
cash yield component continues to be
attractive.

Three mega-trends make infra par-
ticularly appealing: digitalisation, de-
carbonisation and increased mobility.

Ivey says: “On the latter, there is a huge
fleet of ageing transportation infra-
structure across the US, with airports
and roads primarily requiring huge
capital needs for upgrades, as an ex-
ample. Given the increased mobility of
both people and goods, there is a grow-
ing demand for connectivity. Across
those three themes, the demand for
capital far outstrips the supply availa-
ble.

“Private markets continue to have a
critical role to play as the asset class has
expanded to include other asset types
such as data centres.”

Real estate lure

While dynamics in real estate are some-
what different, LPs are also finding that
market attractive. Matt Salem, partner
and head of real estate credit at KKR,
says: “For institutional investors, real
estate credit is definitely in the green
bucket right now; they are attracted to
the high yield environment for credit
generally, and the recent reset in valu-
ations.

“When you drill down a level be-
yond that, people start thinking about
relative value across the credit complex,
and there is appetite for asset-based
lending and particularly for the slight-
ly different competitive dynamic that
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“For institutional
investors, real estate
credit is definitely in
the green bucket

right now”

MATT SALEM
KKR



comes with real estate.” He points out
that the US banking system is the sin-
gle largest lender to commercial real
estate, representing about 40 percent
of the market.

But that is changing and a lot of in-
vestors are currently trying to fill the
void where the banks have historically

participated. The institutional inves-
tors recognise that gap in the market
and are very much trying to capture
that, he says.

There are significant variations
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within the real estate credit universe,
and it is not a big syndicated market.
Lenders such as KKR are doing a lot
of directly originated loans, working
with individual sponsors on granular
underwriting so that each property has
its own capital structure.

Real assets have been particularly
attractive in a higher interest rate en-
vironment, but Salem sees no reason to
think investors will retreat.

“I personally think that interest
rates coming down will have a pretty

=8

small impact on returns, because we
are a floating rate lender,” he says.

“The biggest benefit, which will
far outweigh that, is that commercial
real estate has seen a really dramatic
decline in deal volumes over the past
18 to 24 months, and that is starting to
come back now.

“A cut in rates will really fuel the
opportunity set and fuel transaction
volumes, giving us a lot more to look
at that will offset some of the base rate
decrease to create outsized returns.” m
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Convergence in the upper mid-market is creating opportunities, say
Kevin Lawi and Christopher Kempton of the Credit Investments Group,
UBS Asset Management (formerly Credit Suisse Asset Management)

"Terms are competitive, but there
are still great transactions’

How would you describe

the state of the private
credit market? Has too much
money been allocated to the
asset class?
Kevin Lawi: There is a pendulum
that swings between borrower-friendly
markets and lender-friendly markets,
and right now we are in a market that
favours borrowers. 2022 and much of
2023 were lender-friendly environ-
ments but in 2021, after covid, spreads
were tight, banks were underwriting
risk, the syndicated markets were ro-
bust and private credit had to compete
for deals. That is very similar to where
we are today — terms are competitive but
there are still good transactions to do.

SPONSOR
UBS ASSET MANAGEMENT

We get asked a lot by LPs whether
the market is too hot, and can we com-
pete with the syndicated markets. The
answer is that those dynamics are not
new. Of course, we prefer markets like
2022 when we can set our price and
terms more, but sometimes the envi-
ronment is more competitive.

A great virtue of private credit is
that it can generate really nice returns
in a variety of different market en-
vironments, so today we can shift to
do a little more junior capital or find
smaller unitranche transactions for

September 2024

higher quality assets. There remain lots
of good reasons for borrowers to pick
private credit.

Idon’tthink we’re at the point where
too much money has been allocated to
the asset class. You have to remember
that private credit is a derivative of
private equity, so if private equi-
ty is doing deals, we are doing deals.
Right now, the M&A market is quiet
and private equity is not transacting so
much, causing a supply-demand im-
balance leading to tighter spreads.

However, with interest rates where
they are, we are getting double-digit
returns for first lien senior secured risk.
Those are very attractive compared
with historic returns.



Analysis

Christopher Kempton: When I get
this question from LPs, I think it’s im-
portant to define what we’re talking
about. The headline figure for private
credit may be $1.5 trillion but that in-
cludes all private credit assets under
management, including committed
capital.

We are exclusively focused on lend-
ing to the upper mid-market, so when
you take out things like mezzanine and
special situations, the proportion of
that capital that competes with the loan
and bond markets is maybe $200 bil-
lion to $300 billion. That’s a big num-
ber and there has been growth there,
but it is maybe not as dramatic as the
headlines suggest. So, the yields we are
getting are still very good.

If you zoom out and look at credit
generally, across direct lending, loans
and high yield, spreads in the bond mar-
ket have come in about 20-25 percent
since last fall. If you take the loan mar-
ket as a proxy for direct lending, those
spreads have come in about half of that.
So, the question is what premium you
are getting for the credit risk you are
taking, which remains attractive in the
loan market and in direct lending.

What are investors

looking for from private
credit managers today?
CK: We talk a lot about convergence
between these markets. Our team is
focused on upper mid-market direct
lending, to companies with EBITDA
of $50 million or more — we have
built our platform in anticipation of
convergence.

The direct lending market has
evolved and that interplay between the
two markets is creating compelling op-
portunities for those able to navigate
between the two. We have built our
platform to be a lender to the upper
mid-market regardless of form, wheth-
er it is a syndicated loan, a high yield
bond or a direct lending deal.

As markets converge, we see more
value there and increasing demand

Can you give some examples of the current convergence
between private credit markets and liquid markets?
KL: Sponsors are sophisticated and they are always looking at where they
can optimise their financing structures. For example, we were the lender
to a business that we first got to know in the private credit market because
we were a lender to one of its competitors. The sponsor came to us because
they knew we were up to speed on the industry, and we then started lending
to them in the private credit market with some junior capital back in 2021.

As the business grew from $60 million EBITDA to around $150 million,
the sponsor opted to refinance the capital structure and went to the high
yield bond market. So that was an interesting example of a deal that was
in private credit and moved to high yield, which we were able to help
anchor. Our ability and flexibility to do high yield bonds, private credit
and syndicated loans is really attractive to a sponsor. We can pivot and we
are pretty agnostic to the market, allowing us to provide solutions in all
environments.

There is also a phenomenon where there are deals in the broadly
syndicated market that were underwritten in a zero interest rate
environment and are now borderline triple-C rated. As those issuers face
upcoming maturities, we are in a position to advocate for some additional
equity coming in and a refinancing, and typically that borrower goes from a
syndicated transaction to a private deal. This convergence is a secular shift
enabled by the growth of the asset class.
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The
drivers of performance in an upper
mid-market portfolio are based on
lending to the same types of compa-
nies, whether you are packaging that
as a syndicated loan or a direct lending
transaction.

from investors. underlying

KL: Private credit is getting a lot of
attention because of the volume of
growth, which can make investors
nervous about the asset class. We are
getting a lot more questions from LPs
about interest rate coverage, over-
leverage and terms.

The point we try to make is that, at
its core, private credit is no different to
public credit because your fundamen-
tal underwriting and credit analysis is
the same. There is risk in lending to
sponsor-backed companies at full lev-
erage, so investors have to pick manag-
ers that can assess those risks and have
long-standing track records.

How is the private credit

market reacting to
compression in spreads in the
broadly syndicated market in
the past year?
KL: All markets are interrelated and
so when the investment grade market
tightens that spills over into the high
yield market, and double-Bs tighten

“One of the
advantages of direct
lending right now is
we know where the

problems are”

CHRISTOPHER KEMPTON

too. When investors can’t find risk or
returns in one market, they switch.
The spread tightening we have seen in
the broadly syndicated markets has led
to tightening in the private credit mar-
ket because borrowers do have options
to pick and choose.

There are certainly pros and cons for
both markets but at the end of the day
pricing is important and the broadly
syndicated market is typically cheaper.
That means the private credit market
has to respond. From 2022 to today,
we have seen maybe 150 basis points
of spread tightening in direct lending
and there has probably been a similar
amount of tightening in the broadly
syndicated space. However, the risk
premium of the private credit market
over the broadly syndicated market has
remained intact.

What does the outlook

look like for upper mid-
market private credit markets?
CK: The yield opportunity right now is
really attractive compared with histor-
ically, with the flipside being the risk.
There is no free lunch and we have seen
default rates come up a little bit across
the board, in high yield, loans and di-
rect lending.

When we think upper
mid-market direct lending default rates,
we see a direction of travel similar to
the loan and bond markets. One of the
advantages of direct lending right now
is we know where the problems are. We
are in a higher for longer rate environ-
ment and we have been dealing with
these problems for a year-and-a-half

about

now. The expectation is that we end up
with a long term average default rate
around 3-4 percent. So, we have a really
attractive yield and return opportunity
alongside average risk.

The key thing is to manage that with
credit selection, but an advantage of the
upper mid-market is that borrowers
have access to different forms of public
and private capital so they have more of
an ability to find solutions.

September 2024

“We are getting a lot
more questions from
LPs about interest
rate coverage, over-

leverage and terms”

KEVIN LAWI

KL: We anticipate some bifurcation in
the market, with really good businesses
able to continue servicing their debt as
top-tier credits and a steady tail of re-
financings and restructurings occurring
with more challenged companies.

We don’t see a recession on the hori-
zon in the near term but if that were to
happen, that would amplify the bifurca-
tion. Those refinancings and restruc-
turings present opportunities because
there is a lot of common and preferred
equity on the sidelines in the form of
opportunistic capital ready to come in
and de-lever those balance sheets.

We anticipate something of a soft
landing as interest rates come down and
the M&A machine starts moving again.
That will drive more deal activity and
private credit activity, which will put
a floor on spreads tightening. Spread
tightening has been enabled by high
base rates because lenders could still get
good returns. Once the market prices in
rates coming down, we could even see
spreads widening to compensate.

In short, that rebound in deal activi-
ty will rebalance supply and demand to
help stop the compression in terms of
pricing, so we are optimistic about 2024
and 2025. m

Kevin Lawi is managing director and head

of private credit and Christopher Kempton

is managing director and global head of
client portfolio management at the Credit
Investments Group in UBS Asset Management
(formerly Credit Suisse Asset Management)
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What next for

the

regulation of

orivate funds”?

The SEC’s proposed private fund adviser rules may
be dead in the water. But that doesn’t mean GPs
can vest easy, says Claire Coe Smith

rivate funds regulation in
the US was thrown into
disarray in June when a
Federal Appeals Court
threw out the Securities
and Exchange Commis-
sion’s proposed private fund adviser
rules and left the regulator with little
room to revisit them.

While we are yet to see what action
the commission might take to try to re-
vive its proposals, it did not appeal the
court’s decision by a late July deadline
and so the rules as they had been envis-
aged are now officially dead.

Still, while the Fifth Circuit deci-
sion may have succeeded in killing the
regulations, it is unlikely that GPs can
step back from adhering to what the
regulator was trying to achieve.

Robert Sutton, partner in law firm
Proskauer’s private funds group, says:
“Although those rules were vacated,
it is important to remember that they
were aimed at practices that the SEC

has long felt were problematic, and that
have received critical focus in SEC ex-
ams and enforcement for many years.”

By way of example, he points to GPs
granting certain investors preferential

redemption or portfolio information
rights in ways that could have been
harmful to other investors, or instances
in which the adviser borrowed from the
fund without prior authorisation.

Other things in the spotlight with
the new rules were a lack of transparen-
cy on fees and expenses, or the non-pro
rata allocation of investment-related
expenses, or the processes behind GP-
led secondary transactions.

“The
moves the rules’ additional bright-line

Fifth Circuit decision re-

requirements and prohibitions that the
SEC could have wielded in its exami-
nation and enforcement efforts,” says
Sutton, “but the SEC’ focus on this
conduct is likely to continue under
existing fiduciary and disclosure con-
cepts.”

In other words, fund managers
should remain prepared for ongoing
SEC examination and enforcement
work focusing on the practices that the
commission sought to crack down on
in the rules. In essence, market practice
may shift even if the rules are gone.

The investor community has a key
role to play in shifting how GPs be-
have, too, and the Institutional Limited
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Partners Association had been instru-
mental in shaping the SEC’ plans at

the outset. When the Fifth Circuit
announced its decision, ILPA issued

a statement criticising the decision
as failing to “acknowledge the SEC’
long-standing authority to protect
private market investors” and uphold
mandated standards on information
related to performance and fees and ex-
penses charged to investors.

ILPA chief executive Jennifer Choi
said: “ILPA has viewed the private fund
advisers rules as effectively addressing
three primary factors that pose actual
and meaningful risks to private equity
investors: lack of transparency, con-
flicts of interest and the lack of effective
internal governance mechanisms to
protect the capital managed by private
funds.” As such, it is likely institutional
investors will continue to push GPs to
agree to many of the practices that the
SEC sought to mandate.

Unintended consequences

The decision from the Fifth Circuit
may put other SEC proposals in doubt,
too. Jefferey LeMaster, partner in the
investment management practice at
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“There is a lot going
on and so we are all
waiting to see what

happens next”

KEVIN BETTSTELLER
Gibson, Dunn & Crutcher

law firm Clifford Chance, says: “What’s
interesting about the business trade as-
sociations successfully bringing suit
over the private fund rules is the un-
intended consequences where they are
also challenging two other rules — this
in relation to the expanded definition
of dealer and on short position report-
ing.”

He adds: “There are some fund
managers now looking at the success
that happened with the private fund
rules, and these current challenges, and
they are choosing to kick the can down
the road with a view to expecting the
same. It has maybe become a bit more
difficult for us to help our clients focus
on these regulations coming down the
line as a result of this success.”

Looking forward, the demise of
these rules now raises the prospect of
other planned new regulations going
the same way. The SEC’s proposed
safeguarding rules, outsourcing rules
and predictive data analytics rules all
rely on either the section of the Dodd-
Frank Act that the court ruled applies
only to retail customers, or the anti-
fraud provisions of the Advisers Act un-
der which the panel said the SEC failed
to articulate any rational connection
between fraud and the rule.

Kevin Bettsteller, partner in the in-
vestment funds group at law firm Gib-
son, Dunn & Crutcher, says: “Those
are proposals that have been out
there for a while, would affect private
funds advisers and could now be re-
proposed. The safeguarding rules in
particular would represent another sea
change and the industry is very con-
cerned that they are difficult to comply
with. There is a lot going on and so
we are all waiting to see what happens
next.”

New headaches

Sutton says there are plenty of addi-
tional compliance headaches coming
down the pipe for GPs, so there is no
time for taking the foot off the pedal.
“Beyond simply trying to stay on top
of all of the new rules and ongoing

day-to-day compliance with existing
rules, which is admittedly quite a bur-
den on its own, private fund advisers
should also be mindful of ongoing SEC
enforcement priorities that are inde-
pendent of recent SEC rulemaking,”
he says.

In particular, Sutton points to the
SEC’ current enforcement sweep re-
garding off-channel, non-archived elec-
tronic communications by SEC-reg-
istered investment advisers. “That is
likely to result in more enforcement
settlements in the near term, driving
advisers to change their communica-
tion and archiving practices and tech-
nologies — we’re already seeing this
start to happen, but the pace of change
will likely accelerate as the year pro-
gresses.”

And then there is the prospect of
further upheaval as the presidential
election looms. “As we move deeper
into the election season in the US,”
says Sutton, “both registered invest-
ment advisers and exempt reporting
advisers will need to increase their
compliance efforts relating to US po-
litical contributions under the political
contributions rule, which is a perennial
SEC enforcement focus.”

LeMaster says: “The election adds
an extra layer of complexity, as it is pos-
sible we are looking at a different com-
mission following that. If it is a Dem-
ocratic win, then the commission may
stay very similar to what we are looking
at currently.

“If it’s a Republican win, the com-
mission will change and could look
very different. Generally, the SEC
during Republican administrations has
not been quite as heavy-handed when
it comes to rule-making and enforce-
ment, so we may see the focus swing
back towards the capital formation
portion of the SEC’s mandate.”

The Fifth Circuit decision only re-
ally goes to demonstrate the critical
importance of staying close to regu-
latory opinion and being alive to the
SEC’s priorities, regardless of the shape
of proposed new laws. m
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Self-regulation under
the microscope

Private debt is continuing to attract scrutiny from a wide range

of organisations — including LPs, writes Andy Thomson

n a recent edition of our online
Friday Letter, we drew attention to
the ongoing debate around whether
private debt managers have sufficient
skin in the game to be truly aligned
with their investors — and included a
rebuttal of the claim from industry
body, the Alternative Credit Council.
The ACC, whose global head Jif{
Kr6l pens a monthly column for Private
Debt Investor; does a sterling job of
defending the asset class against some
of the wilder and more misinformed
accusations. But some would say there’s
no smoke without fire and, at the very
least, it seems safe to say private debt
is now under more regulatory scrutiny
than ever before.

Implied nervousness
We reported the latest in a string of
relevant developments in Loan Note in
July, when rating agency Moody’s raised
concerns over the continuing self-
regulation of private debt in light of
the court decision in the US to vacate
the SEC’ Private Fund Advisers
Rule. “Private credit participants will
continue to self-monitor risks at a time
when the market is rapidly expanding
in new directions,” noted Christina
Padgett, an associate managing director
in Moody’s Ratings’ private credit team,
in a statement where the nervousness
can be read between the lines.

It could be said that the concerns
of ratings agencies, central banks,

“My concern in

private debt is. ..
does it pose a
systematic risk to the

overall economy?”

UNNAMED LP

politicians and other contributors to the
debate don’t count for much compared
with the views of the investors who oil
the wheels of the industry. If they re-
main happy that appropriate regulato-
ry guardrails are in place, then there’s
arguably not too much to worry about.

The problem is, we do hear some
unease in our conversations with LPs
as well. This is what one had to tell us:
“My concern in private debt is... does
it pose a systematic risk to the overall
economy? I've seen 60-plus private
debt managers in the last year, and the
majority of them will say that they only
do 5 percent of the deals that come
across their table, all their deals are
covenant-heavy and they’ve got great
restructuring expertise.”

Now, my only concern is there’s a
lot of debt managers out there. Some-
body’s doing the other 95 percent of
those deals. A lot of those deals came
from highly regulated bank balance
sheets into an unregulated private debt
market, which isn’t as transparent as
the public markets.”

Due partly to the bounce-back in
the syndicated market (as well as a
slowly changing rate environment),
the ‘golden era’ of 2023 has arguably
given way to a more sober assessment
in 2024: private debt remains a fa-
voured asset class but has moved down
a little from its peak. What remains
at a peak level, it seems, is regulatory
scrutiny. m
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Struggling and high-quality
are not contradictions

There can be a lot of value in helping debt-vidden US mid-market
borrowers through their problems, writes Andy Thomson

/ ithin the special situations and distressed
\/\/categories in the US mid-market, there are
lots of loans trading in the secondary market at
significant discounts to par,” says Sandor Hau, managing
director at fund manager Charlesbank, which has offices in
Boston and New York.

These loans are often trading at around 70-90 cents on
the dollar. But is there a good reason why? Not necessarily.
In the view of Hau — who joined Charlesbank in 2016 as
head of opportunistic credit investing, having previously
been a managing director at Goldman Sachs — many of
the borrowers are of the highest quality, but suffering
from issues that may be temporary and resolvable with
operational help.

He gives examples of how loans to good firms end
up being sold at discounts: “Maybe it’s a misunderstood
company, maybe it’s a company with challenged numbers
because margins were a little bit lower, maybe there’s a
ratings downgrade which forces CLOs to sell.”

'Surprising degree of safety’

But whether it’s a technical sale or one that hints at more
fundamental issues, Hau points out there can be a surprising
degree of safety built in: characteristic of these loans is a
high debt coverage ratio (two times coverage is common)
and a loan-to-value of 50 percent. Investing in these secured
loans at between 70-90 cents enables Charlesbank to target
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returns of between 15 and 25 percent, Hau says.

He makes the point that this is a “highly inefficient”
market and contrasts it with the increasingly popular but
“highly efficient” market for large unitranches. “All the
larger managers have been successful at raising capital and
want to do big investments”, so have decided to try to grab
market share from the high-yield bond market for deals
typically ranging in size between $2 billion and $6 billion,
he maintains.

Charlesbank’s credit investing activity has three strands:
performing, special situations and distressed. In the latter,
target businesses are typically in default or about to go
through a bankruptcy or out-of-court restructuring. “There
are lots of high-quality companies that may just have too
much debt or the margins have gone down and they have
short-dated maturities,” says Hau.

Unsurprisingly, a lot of these firms were caught out by
inflationary pressure. Leverage has in many cases gone up in
tandem with depressed earnings, with inevitable results.

Charlesbank’s focus on leading restructuring originates
from even before the firm’s founding in 1998, with roots in
the founders’ prior role running an investment portfolio for
the Harvard University endowment.

Sunny outcomes arise surprisingly often. Hau neatly
summarises why: “A company may have too much debt, but
just because it has too much debt, it doesn’t mean it’s a bad
business.”
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