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The Opportunity in Private Debt

Fixed Income investors have heard the same story repeatedly over
the past few years: there is no juice in traditional fixed income
products, and investors will have to look elsewhere to earn any
meaningful yield. We see an opportunity for our clients in private
debt, as the risk premium of over 5% above comparable high yield
bonds nicely compensates for the illiquidity of this asset class, which
is arguably the most common barrier to investing. However, we find
that most of our clients hold over 85% of their family portfolio in
highly liquid securities (i.e. with less than a week of liquidity). The
expansive monetary policies of central banks, coupled with some
distortions formed by the 2008-2009 financial crisis, have created a
great opportunity to lend to middle market private companies.

Brief Overview of Private Debt

Private debt is often utilized by small and mid-sized companies
looking for capital or financing. These firms are known as “middle-
market” companies- broadly defined as those firms with EBIDTA of
$15mm to $100mm and capital needs of $50mm to $500mm.!
Because of their size, these middle-market firms have limited access
to liquid capital markets, which have high minimum issuance sizes.
The average issue size per bond in the iBoxx High Yield Corporate
Bond index is currently $855 mm.?2

There are different types of private debt securities- the most typical
are in the form of senior loans (first and second lien); unsecured and
subordinated debt; and hybrid instruments (combining senior and
subordinated debt). The two principal sources of private debt deals
are private companies and private equity sponsors. Private
companies may look for funding to make acquisitions, to refinance or
for growth capital. Private equity sponsors also look to the private
debt markets when a transaction such as leveraged buyout or add-on
acquisition occurs, or a company needs refinancing.?

Investors in private debt earn returns from two factors: 1) contractual
return components and 2) equity upside. The contractual return
component is the base of the return stream (consisting of high
coupons typically 10-15%), plus up-front commitment fees and
sometimes premiums relating to early redemptions. Equity upside

Rocaton Insights, “Opportunities in Private Middle Market Lending”, January 2013
ZiShares, data as of January 31,2014
31CG, “Introduction to Private Debt,” January 2014
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In today’s world, investors are looking
beyond traditional fixed income
products to earn meaningful yield. We
see an opportunity for our clients to
invest in private debt, where they can
earn a significant yield premium. In this
note we provide a brief overview of
private debt as an asset class and also a
breakdown of the current opportunity in
the private debt market. Finally, we
discuss some key characteristics we look
for in private debt managers.
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can be a source of return in some private debt deals. A private debt investor will usually have the
opportunity to make equity co-investments in a deal to enhance returns; or sometimes have warrants
which potentially benefit from capital appreciation. Private debt investments are positioned higher in
the capital structure than equity, giving investors a priority on cash flows of the company.

To understand the risk/return profile of private debt investments it can be helpful to compare this
asset type with high yield bonds and private equity (see Table 1 below). While private debt is illiquid
when compared to high yield bonds, when compared to private equity we see two main differences:
1) Private debt has a shorter investment period(usually 3-5 years); and 2) Private debt generates
attractive cash flows (today we expect around a 9% current yield).

Table 1

Private Debt

High Yield Bonds

Private Equity

Subordinated to senior debt and
more senior than common equity

Capital Structure
Rank

Transaction
Leverage

3.5x-5.5x

Upside

Warrants/Equity co-invest

Fees 1%-3%

Subordinated to senior debt and
more senior than common equity

5.5x-7.0x

None

None

Subordinated to all securities

3.5x-7.0x

Equity investment

2%-3%

Source: ICG

Current Opportunity in Private Debt
Favorable Demand & Supply Dynamics

As previously mentioned, public markets have not been a source of funding for middle-market
companies. However, these companies historically have had access to funding from banks- who used
to offer loans to small and mid-sized companies. This changed after the 2008 financial crisis, when
regulations such as Basel Il were enacted, forcing banks to clean up their balance sheets and focus on
core tier assets. As a result, many banks stopped lending to middle-market companies. In 2013, the
majority of these loans were provided by non-banks, an opportunity for third part private debt
suppliers (see Chart 1 on next page).

There is also healthy demand for private debt. It is estimated that there is over $300 billion of middle
market debt maturing over the next four years, as demonstrated by Chart 2 (on next page).
Additionally, private equity firms are currently holding a significant amount of dry powder (high liquid,
cash like reserves); there is an estimated $240 billion of private equity capital available which typically
target middle market transactions.* This will likely generate high transaction volumes in the near
term, increasing the demand for private debt.

41CG, “Introduction to Private Debt,” January 2014
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Chart 1
Share of Pimary Middle Market Leverage Loans
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The risk return profile of private debt was described earlier in this note. We find the 9% current yield
on private debt attractive today, especially when considering the low yields investors earn on other
fixed income asset types. Risk premiums for comparable high yield bonds (with credit quality

equivalent to BB of B-rated) are above 500 bps (or 5%). Chart 3 below shows the credit rating and
yield of a variety of fixed income assets. The illiquidity of Private Debt can be a risk for investors if
they do not have the appropriate profile to hold an illiquid investment.

Chart 3

Yields and Credit Quality across Fixed Income Assets
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Risk

Default risk is a prime consideration when evaluating fixed income investments, but given the nature
of private debt investments, there isn’t widespread data on default rates in private debt securities.
One way to evaluate this risk, however, is to see the default rate of a specific private debt manager. A
quality manager we vetted had a default rate of 1.8% over a 20 year period. This compares nicely to
the high yield default rate over the same period (about 4%) or leveraged loans (3.5%).°

Access

Other risks to consider are liquidity and duration. The most common way for an ultra-high net worth
individual to get access to private debt is through a private debt manager. These funds typically have
a term of 10 years, with an investment period of 5 years. One fund we analyzed had a term of 10
years, but the average duration for their underlying investments was 2-3 years, much lower than the
typical duration of high yield bonds. Most importantly, it pays a quarterly distribution of above 9% per
annum. This means limited duration risk to earn such a high “carry”.

Conclusion

We like the attractive yields and risk profile of private debt. Private debt is a highly specialized
market. Thus, it requires managers with a strong track records as well as a solid network to gain
access to deals. We believe the best way for our clients to invest in private debt is through a high
quality third party manager. Over the past few months, we have been looking into different managers
in the space, focusing on these core qualities:

e Track record through multiple credit cycles. We’re looking for managers with a long track
record through different market cycles. There are many funds which boast a 0% default rate-
but have only been investing since 2009, a period of low defaults across the board. We want
to see a team that has proven itself to invest in difficult market and credit environments.

e Access to private equity sponsors/ deal flow. We want to work with managers who have direct
access to private equity sponsor and deals. This access is important because it ensures the
manager is seeing the best deals first- and has first choice in participating. Managers with
good access also avoid paying fees to a middle man - which would otherwise be absorbed by
the investors in the fund.

e Strong investment process/ due diligence process. We want to see a proven track record as
well as a strong investment process. We like to see highly experienced teams with the right
firm infrastructure to allow for in-depth due diligences.

e Alignment of interests. We are always looking for a meaningful alignment of interests when
we invest, in this case a capital commitment to the fund from the fund senior managers and or
the firm.

e Dividend Distributions. In line with our investment philosophy, we look for managers that pay
distributions of around 75% of their gross yields. That means at least 9% current yields with
expected gross returns of 13% to 17% per annum.

For more information on the managers we are performing a due diligence on, please contact your
advisor or info@bigsurpartners.com.

> Data as of December 31, 2010
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Disclosures

1. This article may include forward-looking statements. All statements other than statements of
historical fact are forward-looking statements (including words such as “believe,” “estimate,”
“anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that the expectations
reflected in such forward-looking statements are reasonable, we can give no assurance that
such expectations will prove to be correct. Various factors could cause actual results or

performance to differ materially from those discussed in such forward-looking statements.

2. Performance is not indicative of any specific investment or future results. Views regarding the
economy, securities markets or other specialized areas, like all predictors of future events,
cannot be guaranteed to be accurate and may result in economic loss to the investor.

3. This article is intended to provide general information only and should not be construed as an
offer of specifically tailored individualized advice. Please contact your investment adviser,
accountant, and/or attorney for advice appropriate to your specific situation.

4. Any information provided by Adviser regarding historical market performance is for illustrative
and education purposes only. Clients or prospective clients should not assume that their
performance will equal or exceed historical market results and/or averages.

5. While the Adviser believes the outside data sources cited to be credible, it has not
independently verified the correctness of any of their inputs or calculations and, therefore,
does not warranty the accuracy of any third-party sources or information.

6. Specific securities identified and described may or may not be held in portfolios
managed by the Adviser and do not represent all of the securities purchased, sold, or
recommended for advisory clients. The reader should not assume that investments in
the securities identified and discussed were or will be profitable. Any securities
identified were not selected based on their performance but as an illustrative tool.



