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t is not as if US-based fund
manager Apollo Global
Management had not
telegraphed its intention
to push further into the
burgeoning market for private
credit, writes Robin Blumenthal.
At its investor presentation back
in November, John Zito, Apollo’s
deputy chief investment officer of
credit, predicted that as much as 10
percent of the $2.5 trillion high-yield
loan and bond market would go
private over the following five years.
With its $12 billion direct lending
partnership with Abu Dhabi’s
sovereign wealth fund Mubadala
announced in July, the megamanager appears to be moving in
earnest to capture a bigger share of
that growing market. And by bulking
up its corporate credit team, it is
wagering that it can make the right
bets originating big billion-dollar
loans and holding them until the
syndication market rights itself.
In the meantime, the platform,
called Apollo Strategic Origination
Partners, gets to collect hefty
fees for underwriting all the risk.
Assuming it does not get stuck with
any loans that go sour before the
coronavirus-induced disruption in
the collateralised loan obligation
market abates, Apollo can win big.
“We’re going to be the only
lender,” Zito told Private Debt
Investor when the deal was
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Direct lending Apollo’s new platform
bets big on a return to normal
Senior debt, the type of loan most associated with direct lending, was the most popular strategy
in terms of funds closed during the first half of the year (%)
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announced, with the partnership
planning to hold the loans to
maturity. But that won’t preclude
Apollo from eventually spreading
the risk around while it maintains a
majority share of the loans.

Full amount
“For most of my career, there have
been a lot of situations where we’re
the largest lender,” Zito says, noting
that the firm often contributes onethird or more to a $1 billion loan.
But he adds: “There’s been a natural

September 2020

progression, where we can pivot to
providing the company the entire
amount.” With the potential to make
loans of as much as $2 billion, Zito
says the partnership expects to add
15 people to its 70-person corporate
credit team by the middle of 2021.
Apollo’s existing direct lending
platform to mid-market companies
constitutes a fraction of the asset
manager’s $210 billion credit
portfolio, and of the overall $400
billion direct lending market. Zito
indicates that although Apollo had

➔
➔

“We have...
seen an early
rebound in
investment activity
as lockdown
measures have
eased and
business activity
resumes”
Benoît Durteste,
chief investment
officer and chief
executive of ICG,
on the rapid
recovery from
coronavirus lows

“Now is a natural
point to focus my
full-time efforts
on community
and public service
efforts that I
believe can make
a meaningful
impact”
George Youngkin
explains his
decision to step
down as co-chief
executive of
Carlyle Group

Ups
&
downs
“Fast down and
slow up: to me
that’s no ‘V’. I
prefer to think of it
as a checkmark”
Howard Marks,
director and
co-chairman of
Oaktree Capital
Management, on
the nature of the
recovery from the
current crisis

➔

been eyeing this market before the
pandemic, the difficulties CLOs were
having in doing new financings as a
result of the virus increased its allure.
In the past few years, there have
been “more entrants with more
prominent platforms with scale to
start to disintermediate the broadly
syndicated loan market,” says Jeff
Topor, a director at Cliffwater who
leads the research and investment
due diligence firm’s coverage of
private debt.
During times of dislocation and
volatility, having this kind of heft
can be a “good value proposition”,
he says. He adds that the biggest
driving force for sponsors is perhaps
to pay up for such loans “to get a
deal done fast and provide certainty”.
But Zito indicates that the
operation will be extending credit to
companies “as they need liquidity”,
not necessarily for the traditional
sponsored buyouts that constitute so
much of the direct lending market:
“It’s the evolution of direct lending.”
Suhail Shaikh, head of US direct
lending at fund manager Alcentra,
views the move as “seemingly a
continuation” of Apollo’s current
strategy. “The size is notable,” he
says. “It will take some market
share away from the banks. Direct
lending is definitely displacing some
portions of the traditional broadlysyndicated loan market.”
But with the uncertain economic
backdrop, Richard Wheelahan III,
co-founder of Fund Finance Partners,
an advisor to asset managers,
speculates that the risk to Apollo’s
strategy is in “concentrating the
portfolio among a small number
of borrowers, if the partnership
is ultimately unable to sell down
portions of the loans to other
investors.” Assuming the CLO market
comes back, “this vehicle could be a
valuable source of new loan supply
to various CLOs that are hungry for
new collateral”. n

The big numbers
Fundraising was substantially down in the first
half of this year compared with H1 2019, but the
distressed opportunity is getting larger

20%

Stake taken by Italian asset manager Azimut Group in US credit
fund manager Kennedy Lewis

$63bn
Raised globally by private
debt funds in the first half
of 2020

$105bn

Raised globally by private debt funds in
the first half of 2019

€1bn
Collected by French manager EMZ Partners
for its ninth hybrid debt/equity strategy

$950m

Raised by KKR for its second real
estate credit opportunities vehicle

€200m

Portfolio of ‘CQS’ loans – salary and pension guarantee loans for
public sector employees and pensioners in Italy – acquired by
fund manager AnaCap

€2trn
Current size of Europe’s distressed credit market, according to
Zach Lewy of UK fund manager Arrow Global
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Trend watch German decline,
but debt funds prosper

T

he pandemic significantly
affected the German
leveraged buyout market
in the second quarter. Nearly all
sell-side deal processes were put
on hold, with only 11 transactions
completed overall, according to the
latest MidCap Monitor survey from
investment bank GCA Altium.
This represented a decline of
45 percent compared with the
average second quarter from 2017
to 2019 and a decline of more than
50 percent compared with the
first quarter of this year, which was
relatively unaffected by covid-19.
Despite the economic uncertainty,
debt funds continued to deploy
capital and increase market share.
Over 70 percent of deals in H1 were
completed by debt funds.

4
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■ Illinois Municipal Retirement
System
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commitments in the near term has
declined from 52 percent in EMPEA’s
2019 survey to 30 percent this year.

Emerging commitments to fall

Azimut and Kennedy Lewis in
GP stake deal

A new survey shows how LPs have
adapted in light of the pandemic,
with overall investor commitments
to emerging market private funds
expected to decline this year.
For its latest report, the Emerging
Market Private Equity Association
surveyed 109 institutional investors
from February to April and gathered
LP sentiment on private capital
investments in emerging markets.
EMPEA’s Global Limited Partners
Survey 2020 classifies emerging
markets as all countries outside the
US, Canada, Western Europe, Israel,
Japan, Australia and New Zealand.
The survey found that fewer global
LPs might be willing to make new
commitments to emerging marketfocused private capital funds over
the next two years.
The share of 2020 survey
respondents planning to
increase their private capital fund

Italian asset manager Azimut Group
has acquired a 20 percent noncontrolling minority equity interest
in Kennedy Lewis Investment
Management, the New York-based
private debt fund manager.
Milan-based Azimut Group,
which has more than $65 billion
under management and is part of
Italian stock exchange-listed Azimut
Holding, made the acquisition
through Azimut Alternative Capital
Partners. The latter was established
last November to provide US-based
alternative asset managers with
permanent capital and thereby help
them reach their growth potential.
Around 90 percent of the
proceeds from the transaction, which
was the first completed by AACP, will
be used to increase Kennedy Lewis’s
investments in its own funds. The
amount paid by Azimut for the stake
was not disclosed. n
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The US pension has approved a
$25 million commitment to HIG
Bayside Loan Opportunity Fund
VI, according to minutes from its
July board meeting. The fund was
launched in March and is targeting
$1.25 billion in equity. The vehicle’s
manager is Bayside Capital, the
private credit arm of HIG Capital.

■ Texas County and District
Retirement System
The Austin-based organisation has
agreed to commit $100 million
to Atalaya Asset Income Fund
V, according to its July meeting
minutes. The $29.06 billion US
public pension has a 25.0 percent
target allocation to private debt that
currently stands at 23.9 percent.

■ Teachers’ Retirement System
of Louisiana
The organisation has agreed to
commit $50 million each to ICG
Recovery Fund II and Castlelake V
Dislocated. The $18.72 billion US
public pension has an 8.0 percent
target allocation to private debt that
currently stands at 7.0 percent.

■ New York State Teachers’
Retirement System
The Albany-based pension
approved $475 million of private
debt commitments between April
and June, according to the pension’s
July board meeting minutes.
The commitments comprised
$200 million to Blue Torch Credit
Opportunities Fund II; $100 million
apiece to MGG Investments’
SF Evergreen Fund and Special
Opportunities Fund; and $75 million
to Peninsula VII.

Insight

Covenants
Investors call
for greater
transparency

M

ore than 90 percent of
investors in Europe’s
leveraged finance market
say they are unable to accurately
calculate covenant capacity or
cannot determine whether their
calculations are accurate because
management’s calculations are not
disclosed, writes Andy Thomson.
The findings come from a survey
by the European Leveraged
Finance Association, a trade
body representing more than 30
institutional fixed-income managers.
The survey of 140 investors found
that discussions with management
teams about covenant capacity often
do not occur. Around 40 percent
said management never, or almost
never, answered investors’ questions
on covenant capacity; almost 50
percent said management only
sometimes gave answers.
Worryingly, covenant calculations
form part of many investors’
environmental, social and
governance analysis. More than 70
percent of respondents said they
considered transparency about
covenant calculations to be one
aspect of their overall ESG analysis
of a company. More than 75 percent
said disclosure on covenant capacity
would strengthen a company’s
governance score under their firms’
ESG analysis.
ELFA is pulling together best
advice recommendations following
conversations between trade
associations, law firms, banks and
leveraged finance investors. n
For more on private debt
privatedebtinvestor.com

Private equity Conflicts key as
managers ponder possible debt
expansion
Comment
Expert analysis by Andy Thomson

I

t’s a long-running conversation
that appears to have been
revived in light of current market
conditions: should a private equity
firm also have a private debt arm?
The covid-induced liquidity crisis
is the main reason the question
is being asked. Many portfolio
companies in need of liquidity are
good businesses with temporary
cashflow issues. In an environment
where sources of debt financing –
especially from the banks – are more
limited, does it not make sense for
private equity to step forward? This
could come from private equity
funds with flexible mandates that
allow some debt investment, or from
debt-focused funds.
One of the key advantages for
private equity firms is their swiftness
of execution at a time when, for
some imperilled companies, speed
is very much of the essence. What
they may also have – certainly in
cases where they already have an
equity investment – is familiarity with
the company, which eliminates the
need for lengthy due diligence. The
appeal of being able to easily steer
such a company through its shortterm difficulties appears obvious.

Conflict resolution
The problem, and what has
always been at the heart of such
conversations in the past, is around
potential conflicts of interest.
The regulatory environment is

becoming stricter. Even in the US,
where managers have traditionally
been more inclined to combine
equity and debt operations than in
Europe, the Securities and Exchange
Commission has been taking a close
look not just at the disclosure of
conflicts but how firms are managing
them. Aside from dealing with the
regulators, GPs must ponder the
potentially thorny issue of explaining
why equity and debt investments in
the same asset may have different
outcomes.
Nonetheless, we do hear of more
interest in migrating to the debt side
of the fence. Some of this comes
from US houses wanting to do in
Europe what they have always done
in their home market; some of it
comes from traditionally cautious
European GPs becoming a little
more emboldened. Some GPs,
we hear from market sources, are
considering upfront conversations
with LPs about the conflicts and
asking them whether they think the
potential benefits outweigh the risks.
If a trend is to develop, it’s likely
to only be applicable to the larger
investment houses with big teams
where crossover of information
can be avoided and genuinely
independent decisions made. It
would be no surprise, though, to see
some more equity managers adding
debt to the menu. n
andy.t@peimedia.com
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n the decade since the global financial crisis, the story of private debt has been
one of steady growth and increasing investor interest. However, this was during
favourable market conditions. The question always in the background was:
“What happens when there’s a downturn?”
This now demands an answer. In June, the World Bank predicted the global
economy would shrink by 5.2 percent this year in what would be the deepest
recession since the 1940s. So, in view of this, how is private debt shaping up?
This was the question we posed to 10 leading asset class professionals – you can
find their answers from p. 15 onwards.
One thing is clear: with private debt
There is… a view
having benefited from the retreat of the
banks following the GFC, it should not
that private debt
be assumed that this environment is
may be able to push
damaging for the asset class.
Indeed, some see opportunity in
increasingly into the
what is likely to be a further retreat by
broadly syndicated
the banks – with more market share
potentially opening for tech-savvy
loan market
lending platforms. There is also a view
that private debt may be able to push increasingly into the broadly syndicated loan
market, where demand continues to be strong but supply may be diminishing.
Although there will be positives, it’s naïve to think there will be no negatives.
While the most egregious examples of ‘borrower-friendly’ documentation may
have occurred in the syndicated market, some bad practices undoubtedly filtered
into mainstream private debt. It remains to be seen what the effects of this will be.
Also in this issue, we explore the most popular investment areas in the pandemic
era (p. 26) and take a look at the fundraising boom in venture debt (p. 30).

“

”
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P

rivate credit is expected
to be the fastest-growing
part of institutional investor
portfolios, according to consultancy
bfinance, writes John Bakie.
For its latest asset owner survey
the firm spoke to 368 investors
managing $11 trillion in assets. It
found that private markets are set to
see major growth within portfolios.
Those surveyed were asked
how the percentage of portfolios
invested in various asset classes
would change from January 2020
to January 2021. An increase of 61
percent was foreseen for private
markets. A total of 79 percent of
investors surveyed are active in
private markets asset classes.
Investors expected their private
credit portfolios to increase by 64
percent; only 6 percent of those
surveyed expected them to fall in
value. These findings compared with
expected increases of 54 percent in
private equity investment.
However, other forms of fixed
income are expected to decline, and
investors expect their fixed-income
portfolios to shrink by 24 percent
on average. This will be driven by
an aversion to sovereign debt,
which respondents predicted would
decline by 30 percent on average as
a proportion of their portfolios.
One investor said: “We are
planning on the introduction of
private credit, with some reductions
in investment-grade credit and
equities to fund the new allocation.”
Another said their shift into private
markets funds had not changed as a
result of covid, and that an increase
in private markets allocation was “in
line with our target allocation. This
has not changed due to covid”.
Some 61 percent of firms were
“quite satisfied” and 10 percent
“very satisfied” with private credit’s
performance. Only 16 percent were
“quite dissatisfied” and 3 percent
very dissatisfied. n
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fastest-growing allocation in 2020
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Key findings

1
2

The vast majority of investors (82 percent) were satisfied
with how their portfolios had performed
Active strategies received positive feedback, but 53 percent
of emerging market debt investors, 48 percent of hedge
fund investors and 64 percent of alternative risk premia
investors were dissatisfied with their results

3
4

33 percent of investors had already invested in distressed
or opportunistic strategies while a further 22 percent were
interested in pursuing such opportunities in the coming
months

5

29 percent of investors have decided to have a lower-thannormal exposure to risk assets, while 19 percent chose
to have higher-than-normal exposure. North American
investors appear more confident than global peers

6
7
8

48 percent said actual exposure to private markets would
increase in 2020, continuing a multi-year trend (there was a
54 percent increase in exposure between 2017 and 2019)

9

28 percent of investors said their portfolio lost more than
10 percent of its value in Q1, including 47 percent of
endowments and foundations

10

24 percent are changing their strategic asset allocation
in 2020, including 39 percent of those in Asia-Pacific

35 percent were making changes to risk management,
including 46 percent of insurers
42 percent of investors said environmental, social and
governance issues would become more important as a
result of covid-19, and zero said these issues would become
less important

53 percent of investors using active emerging market debt
strategies were dissatisfied with their performance; so
were 48 percent of hedge fund investors and 64 percent of
alternative risk premia investors
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CLOs Distinguishing facts from fiction

Expert commentary by Stan Sokolowski, senior portfolio
manager and deputy chief investment officer, CIFC

C

LO: the acronym that will
surely be the root of financial
Armageddon, right? Wrong.
Much has been written about
collateralised loan obligations, and
while it has possessed a certain
amount of truth, most of it has been
uninformed. Countless articles
on the subject have contained
inadequate perspective, flawed
assumptions and employed
selective facts, or have been written
by people with limited life or
financial markets experience. Many
have included massive numbers
designed to elicit a reaction.
Yet one shouldn’t blame the
pundits or ‘experts’. It is human
nature to seek the tributes and
treasure associated with identifying
catastrophe. It is also unfashionable
these days to be anything other than
bearish. Readers beware: emotion
and misinformation are ubiquitous,
while facts and analysis are scarce.
CIFC manages and invests in
CLOs and felt it only equitable to
provide our firm’s perspective on the
product based not only upon our
years of experience across cycles,
but more importantly, on the facts.
Like a bank, a CLO is an actively
managed entity that issues debt
and equity securities and deploys
that capital into a pool of senior
secured loans. From a commercial
standpoint, a CLO, like a bank,
borrows money, lends it, generates
income and incurs credit costs. It
then takes the ‘net’ income, pays
its creditors and employees, and
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distributes the remainder to equity
investors. A CLO can be viewed as a
bank that does not accept deposits
and has a defined start and end
date. Not so scary after all.
However, there is an important
distinction between banks and
CLOs: a bank lends long and
borrows short, whereas a CLO
lends long and borrows long. The
CLO business model, unlike that of
a bank, is not exposed to liquidity
or refinancing risk. A CLO is match
funded with the maturity of its capital
structure. Less scary still.

Raison d’être
A core reason CLOs exist is because
regulators do not want banks using
depositor capital to make loans
deemed to be risky. Yet capital
and lending, being the lifeblood
of any economy, need to flow to
create jobs and economic growth.
Regulators realise this, so banks
remain large originators of loans but
are the minority of the end investor
base today by design. Enter CLOs.
Let’s be clear: CLOs, which invest

“ Of the 6,000-plus

AAA and AA CLO
tranches tracked by
Moody’s since 1993,
not one has ever
defaulted ”

September 2020

in loans to companies through
rigorous underwriting methods, are
not the cousins of collateralised debt
obligations, which were primarily
invested in subprime mortgages.
Just like a bank, a CLO is designed
to complete a thorough credit
underwriting process with every
investment made. Each borrower
is identifiable and analysed with
financial transparency. CLO
portfolios are independently
constructed, actively risk managed
and subject to forced diversification.
A CDO, on the other hand, generally
amalgamates debt, for which little is
known about the individual entity.
As it happens, banks have evolved
to become large investors in the
highest-rated CLO securities. This
makes sense given their ‘lend long,
borrow short’ model, their need for
rate-insensitive income and their
familiarity with lending operations.
Additionally, those AAA-rated CLO
securities are structured to insulate
investors from severe defaults. Of
the 6,000-plus AAA and AA CLO
tranches tracked by Moody’s since
1993, not one has ever defaulted.
There are many other facts to
discuss, including the multi-decade
evolution of the loan market,
CLO indentures, the role of rating
agencies and regulators, and the
motivations of CLO investors, but
we’ll save those for another day.
We’ll leave you to consider this:
although the familiar structure of
CLOs offers significant inherent
protection to investors, not all CLO
managers are the same. As with
any asset class, managers are of
varying quality, and times of crisis
differentiate the winners from the
losers. Ultimately, the superior credit
pickers will leverage the tested
structure of CLOs to generate the
best risk/reward outcomes. It’s up to
investors to filter through the noise
and select the right manager with
which to invest their capital. ■
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Deals are down, but
confidence is growing

Unless you happen to be a covid-resistant business, the chances of
a successful deal at the moment may be slim, but the period ahead
looks promising in many ways. David Brackett of Antares Capital
takes the temperature of the market
There is little argument that covid-19
has taken a severe toll in areas such
as dealmaking and fundraising.
However, there are signs that
portfolios are coming through this
challenging period and showing better
performance than expected.
Could this ultimately be seen as
the time when private debt proved
it could adapt and even flourish in a
downturn?
Private Debt Investor canvassed
the views of David Brackett, chief
executive officer of Antares Capital,
the US-based mid-market credit
manager.

SPONSOR

ANTARES CAPITAL

Q

How has dealflow been
weathering the pandemic?

Our early August pipeline stands at
about 45 percent of pre-covid levels.
Those companies that are able to trade
well or obtain financing at this point
in time are generally covid-insulated.
For example, we see a lot of activity
around the software space where companies continue to have high recurring
revenue streams as well as adoption
of new technologies, which has been

accelerated in some ways because of the
covid environment.
We’re also seeing dealflow from
essential services companies, such as
healthcare. Then there are some sectors that you don’t necessarily think
of as essential, like refuse collection or
logistics activities, that just go on regardless of external factors, and we see
deals happening in those areas as well.
But, unfortunately, that’s just a sliver
of the economy and our expectation is
that for some period of time we will be
limiting ourselves to that smaller slice
of the economy which is largely unimpacted by covid.
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“Our expectation is

Q

What are the key trends
you’re seeing in deals in
areas such as spreads, yields,
leverage and terms?

The fewer opportunities that do exist are very attractive compared with
pre-covid. They’re down probably a
turn of leverage, pricing for traditional first-lien senior debt is up anywhere
from 75 to 125 basis points, while terms
are not dramatically improved but are
better with regard to adjustments and
addbacks.
The bottom line is that covid, just
like the global financial crisis, provides
lenders with the ultimate litmus test of
company performance.
We had to go through 10 years of
estimating what the impact of a downturn would be and now that we’re in
the middle of one you can see how specific companies fare. This environment
makes it easier to make those tougher
credit calls.

Q

And what is the covenant
environment now like?

In the mid-market where we play, covenant-lite was the outlier. It’s on the
fringes of the mid-market, companies
with $50 million to $100 million of
EBITDA, where it waxes and wanes
over time in terms of whether they can
access the market on a covenant-lite
basis or not.
At this moment in time it’s more
challenging for those companies to be
able to do that.
But there continues to be a lot of
capital in our space and it’s not lost on
third-party investors that yields are
compelling and terms more advantageous.
Our investors often tell us that it’s
the right time to deploy capital and we
agree with that. Some thought there
would be a swing towards far more
conservative agreements and that covenant-lite would be banished, but I think
competitive forces will keep things
largely in balance and we won’t see a
dramatic shift.
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that for some period
of time we will be
limiting ourselves to
that smaller slice of
the economy which is
largely unimpacted by
covid”

Q

Can you foresee dealflow
picking up at all?

Deals we’re seeing right now are mainly for covid-insulated companies. But
the other area where we’re seeing activity is around portfolio add-ons.
Of our deal activity, 70 percent historically has come from our portfolio
and I would expect the pendulum to
swing even more in that direction.
We expect perhaps an even higher
percentage of our activity will be portfolio related – at least in the near term
– as our sponsors and borrowers capitalise on add-on opportunities where
valuations are now more attractive
compared to 12-24 months ago.
Some sellers of smaller add-on companies may be facing significant struggles, given stresses from the current
covid environment.
We also are beginning to see some
more sponsor-to-sponsor activity,
where the prospective buyer already
knows the company well and the selling sponsor is willing to roll a portion
of their equity into the new transaction.

September 2020

Q

How do you go about
doing due diligence on an
increasingly ‘remote’ basis?

In many ways the world had begun
changing from a due diligence perspective pre-covid. Lenders used to visit
companies and have a full day’s meeting with management, plant tours and
very extensive in-person experiences.
In the past five years, we’ve seen increased sophistication around the auction processes that investment banks
run including so-called ‘fireside chats’
that are often conducted by telephone
or maybe through video.
Covid will accelerate some of the
trends we’d already seen with respect
to due diligence processes. We would
expect to still be able to visit companies and management teams but we’re
trying to figure out exactly how that
happens in a covid world.

Q

How do you expect
default rates to pan out in
the period ahead?

Initially, when the crisis hit, we had an
expectation that defaults would be at the
higher end of the 5-10 percent range.
But there has been tremendous discipline and changes made by borrowers
around cost structures and liquidity such
that they’ve gotten on top of this situation quite quickly. We’ve been pleasantly surprised by portfolio performance
and defaults will probably be closer to
the lower end of the range as a result.
What we’re likely to find is that this
environment will play out over a longer
period of time than we thought, so as
opposed to it having a severe and very
deep but short impact, it will be longer
in duration and, likely, a bit uneven depending upon industry segment.

Q

How are you reading
developments in the CLO
market?

About half of our funding comes
from collateralised loan obligations so
we’re very closely watching and monitoring that market but we don’t see

Analysis

Q

How central is diversity for private debt companies,
especially in light of recent developments?

to distressed and deeply distressed strategies. Anecdotally, it seems there hasn’t
been much opportunity because there’s
so much capital to support companies.
Sponsors have a lot of dry powder that
they’re prepared to commit.
While there is a lot of talk about opportunistic strategies, it’s questionable
how much of that will translate into
action. I think what people will realise
is how compelling the mid-market is
because defaults are lower than expected, sponsors are stepping up and companies and borrowers are reactive and
responsive.

The murder of George Floyd has brought social injustice and racism to
the fore. Prior to this, companies certainly were making progress around
diversity and inclusion but now it’s accelerated, and many recognise that we
need to do better. The conversations we have been having both internally
and externally have been eye opening and humbling.
Private equity and private debt continue to be white male-dominated
yet 75 percent of people entering the workforce today are diverse and our
asset classes are failing to reflect that. If we want to track and retain the best
people, we need to start looking more like how the world looks. That’s a
commitment we’ve made as a firm going forward.
In the past, I think among many managers there was a kind of passivism
of intent. From now on the focus will be much more about accountability
so that we identify how we promote our managers, compensate people,
and create an inclusive and diverse environment. That’s Antares’s plan.
Externally, we have to rely on the sponsors but we’re looking forward
to engaging more with them about what they are doing in areas such as
diversity and environmental, social and governance, how are they changing
the conversation and how they are driving change.

“What we’re likely
to find is that this
environment will
play out over a longer
period of time than we
thought”

Q

What are investors keen
to talk about in this
environment?

over-collateralisation tests tipping into
the red. We have the benefit of experiencing the last cycle where CLOs came
through it quite well. There are some
players that may have challenges but
overall CLOs will prove to be a pretty
solid funding source.
The market is reopening and, while
spreads are a little wider, they are not
as wide as you would have anticipated
if concerns around over-collateralisation tests were beginning to bear out.
Investors are starting to conclude that
the market can operate successfully
through this environment.

Q

What’s your take on the
private debt fundraising
scene in the US?

The first quarter of 2020 was subdued
as investors were focusing their energy
elsewhere and waiting to see how the
crisis would play out. Now they’re in
two camps – those that want to wait until the market nearly fully recovers and
those that see opportunity.
The latter group is seeking opportunistic plays and has devoted resources

First and foremost, investors want to
make sure you have the dry powder
to deploy capital in what is not yet a
target-rich environment but will be increasingly attractive. We have focused
on our liquidity and capital base and
are in a good position. Having CPP
Investments as our partner is obviously
a differentiator, as they give us the ultimate long-term perspective.
We’ve also been investing time with
our banks. Our clients have been reaching out to say this could be a time of
opportunity, we need you to be flexible
and work with us, and we’ve had those
same conversations with our banks and
had very strong support. They’re looking at their portfolios and assessing the
performance of loans to entities like
ourselves and they too are saying – just
like investors – that this continues to be
a very strongly performing asset class in
the face of all the challenges externally. n
The information provided herein is solely
for informational purposes and is not an
offer of any security or advisory service or
a recommendation or advice of any kind.
It represents Antares’s current views and
beliefs, which are subjective and subject to
change. Any performance and risk targets
are provided solely as a guide to current
expectations. There can be no assurance that
any product or service provided by Antares
will achieve any targets or that there will be
any return on investment. Past performance is
no guarantee of future results
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How is covid-19
changing private debt?
Whether for better or worse, the asset class is adapting to
new realities in the pandemic era

Cover story

I

n the period since covid-19 began to spread from China around the world, we
have been charting the impact on private debt. In the noise and confusion of
the immediate aftermath, however, it was hard to form definitive conclusions
about how the asset class was being transformed.
The pandemic continues to wreak havoc around the world but it is no longer
a new phenomenon. However hard it has been, individuals and businesses have
found ways of adapting to the ‘new normal’ (that dreaded phrase).
Given the distance from the initial shock, we thought now would be a good time
to approach a selection of leading industry professionals – representing a range of
market activities – and ask them what they consider to have been the key changes
so far.
It was our initial assumption that there would be no lack of talking points, and
how right we were in that respect. Among the issues our respondents have identified are a shake-up of the lending model as the banks are once again forced into
retreat; the charge of private debt firms on to broadly syndicated loan territory; the
disruption of the distressed cycle as central banks pour liquidity into the system;
and a sharper focus on the documentation as attention turns to what the fallout
might be from the ‘borrower-friendly’ market.
These are just the highlights from the illuminating responses we received. Read
on to find out more. n
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SMEs no longer banking on the banks
As governments stepped in to provide liquidity to stricken companies, the role of
traditional lenders seemed diminished – and private debt stands to benefit

A

mid the pandemic we are foreseeing a shake-up in the traditional continental European
lending model, which is still dominated
by banks. Regulators, corporates and
small and medium-size enterprises
will look back and acknowledge that
banks were unwilling to offer their
balance sheets for lending during the
peak of the crisis – just when liquidity
was needed the most.
Only after governments decided to step in with guarantees
did most banks finally agree to fulfil
their roles as financial intermediaries
by injecting liquidity into the corporate
and SME sectors. Still, funds did not
arrive fast enough for many companies.
In particular, the SME sector had to
suffer from the banks’ lack of speed and
efficiency in processing a large wave of
credit requests, as seen during the initial stage of the crisis.
With this in mind, companies are
starting to realise that relying on banks
may not be enough to satisfy their future
financing needs. Once governments decide to step out of the lending game,
banks will be ill-prepared to assume
the responsibility. Balance sheet ratios
will look more challenging than before
the crisis. Raising fresh money to meet
regulatory capital requirements will be
a major obstacle to growing existing
lending activities. This is especially true
for savings and cooperative banks that
cannot easily tap into private markets
to raise capital. Even banks with healthy
balance sheets may be deterred from aggressively expanding their lending business at ultra-low margins in the face of
heightened credit risks.

This is why we are expecting to
see private debt take over an important share of traditional bank funding.
Those private debt funds that successfully manage to weather the storm
without severe blows to their track
records will attract significant further
capital inflows for financing larger corporations. In line with this, direct lending platforms will face tremendous
opportunities in the SME market
because of their technological
capabilities in providing capital to
small-sized borrowers at low cost.

‘Substantial edge’

“Once governments
decide to step out of
the lending game,
banks will be illprepared to assume the
responsibility”
DANIEL BARTSCH
Co-founder and executive
board member
Creditshelf

Moreover, these non-bank lenders enjoy a substantial edge over traditional
banks based on years of experience
in analysing near-prime credit risks.
These lenders conduct this analysis by
using both traditional and alternative
SME data on a large scale. The constant data stream provided by their borrower base feeds into proprietary credit
models and allows for valuable insights
into the financial health of the targeted
client segment. It will be more important than ever to get timely information
about the behaviour of individual business models as the long-term impact of
the pandemic starts to unfold.
Solid companies with low leverage
ratios, good credentials and strong
balance sheets may continue to consider banks as their primary sources of
financing – it’s just that there will be
far fewer of these candidates around.
For the majority of companies, banking solely on banks may become too
much of a risk. It is time to look for
alternatives. n
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Need for speed has never been greater
Preparedness for a downturn and willingness to adopt flexible investment strategies
have put some investors ahead of the game

W

Blending stress and distress

by the significant liquidity provided
by the US Federal Reserve. Opportunities, however, continue to evolve
for longer-dated private credit. Liquidity-focused opportunities (such as
capital solutions, rescue financing and
special situations) remain attractive, if
highly idiosyncratic. Significant capital
has been raised to focus on corporate
distressed, although the opportunity
may be more industry-specific than
investors first thought. Investors with
flexible mandates that have the ability
to pivot across stressed and distressed
and offer creative solutions are likely to
be well positioned to navigate the next
leg of the dislocation.
As the dislocation dissipates and the
recovery evolves, yield-focused strategies centred on new origination – such
as mid-market direct lending, speciality lending and leasing – are likely to
return to favour and offer attractive
premiums in what will probably be a
low-yield environment. In an environment that is likely to favour lenders,
issuers should be able to secure more
attractive terms as they relate to pricing, leverage levels and covenants.
Opportunities across multiple collateral types – corporate, mortgages,
hard and soft assets – will enable investors to build out a diversified private
credit programme. Such a programme
will combine yield-oriented opportunities as well as market dislocation
opportunities, and will be built around
flexibility, discipline and an awareness
of the credit cycle. n

The wholesale public credit market
dislocation may have been short-lived,
and this was likely to have been driven

Tim Atkinson, a principal at Meketa
Investment Group, also contributed to this
article

hile the covid-19 disruption
continues to unfold and significant uncertainty persists,
one theme that has emerged is the need
for flexibility coupled with patience. Investors are appreciating that a well-designed private credit programme can
both capitalise on market dislocations and produce a consistent yield,
and that the best managers balance
discipline and nimbleness.
Before the pandemic, when lending standards were declining and
asset prices were near historic highs,
Meketa advised clients to invest in
‘contingent’ or ‘trigger’ strategies to
capitalise on a potential credit market
dislocation. Recognising the structural governance constraints that make
quickly closing new investments hard
for many large institutional investors,
the vehicles were structured as de facto call options on a market dislocation.
Investors had made commitments, but
the funds were not activated except in
the event of a dislocation.
We designed these programmes,
consisting of multiple managers, to be
complementary across strategy, size and
capital deployment, in order to access
opportunities in the public and private
credit markets. The managers targeted
the tumult in the public corporate credit markets in March and April and have
nimbly transitioned to the private markets, where they are exhibiting patience
and discipline in deploying capital.
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“Managers targeted
the tumult in the
public corporate credit
markets in March and
April and have nimbly
transitioned to the
private markets”
MARY BATES
Principal
Meketa Investment Group

Cover story

Muscling into the larger deal market
Private debt is increasingly being seen as a replacement for broadly syndicated deals,
bringing with it improved documentation

T

he market correction in March
was short-lived, with the rebound affecting virtually all liquid asset classes. The secondary market
opportunity in leveraged loan or highyield bond markets was, with a few exceptions, only temporary.
Market observers will argue that
the price developments in liquid global financial markets are not sustainable.
What is likely to be enduring is the
diminishing underwriting capacity
of banks. This has been true for businesses in the mid-market for a while,
but it is also affecting companies in the
upper mid-market – those that would
typically have had access to global leveraged loan or high-yield bond markets.
The hurdle for new issuers, especially smaller ones with no history in
the broadly syndicated leveraged finance market, is higher. Unfortunately, market participants cannot wait for
the leveraged loan markets to open up.
This is where private debt funds are
stepping up – at considerably better
terms to what alternative broadly syndicated deals would have looked like.
They are doing so in two ways.
Firstly, a private debt fund solution is
increasingly viewed as an alternative to
a larger bank underwrite. HPS’s financing of EQT’s acquisition of Schülke,
announced in April, is one example.
Normally, a business of the size and
quality of Schülke – a leading provider of infection prevention solutions –
would have been met with open arms in
the broadly syndicated market. However, the benefits of dealing with one lead
financing party have become more evident. Experienced private equity firms

know how costly and time-consuming
a drawn-out syndication process can
be. Although a private debt fund solution will come with higher pricing, the
borrower and sponsor do not have the
uncertainty of ‘flex terms’.

Better pricing

“Experienced private
equity firms only know
too well how costly
and time-consuming a
drawn-out syndication
process can be”
ABHIK DAS
Managing director and head of
private debt
Golding Capital Partners

Although there have been transactions
led by private debt funds that exceeded volumes of $500 million, these
often involved greater complexity.
Recently, however, there has been a
greater proportion of deals originally
earmarked for the broadly syndicated market that were pulled in light of
the market environment or that went
straight to a direct lending solution provided by private debt funds. LifeStance
Health in the US or Ardonagh Group
in Europe are two examples. These
deals came with better pricing (often
200-500 bps wider than what would be
achievable in the leveraged loan market), more favourable call protection,
and better documentation. This is in
stark contrast to the covenant-lite nature of the broadly syndicated market.
Secondly, private debt funds are
supporting broadly syndicated deals
through anchor offerings. GSO’s €775
million equivalent position in the firstlien debt of the Skyscraper Performance
financing (formerly BASF Construction
Chemicals) will have come at a price:
notably better documentation. The
changes necessary for the terms of the
ThyssenKrupp Elevators transaction
point to longer-lasting changes to larger, syndicated deals: better terms for the
private debt market and credit investors
more broadly. n
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The new relationship lenders
Private debt funds are now receiving first calls from private equity firms,
as the pandemic reinforces the relative safety of the asset class

I

n 2004, when Park Square Capital had
launched its first private debt fund, the
only viable option for a private equity
firm that needed senior debt financing
for a large deal was to work with a bank
and accept its default deal structure.
This year, banks are no longer receiving that first call. Private credit firms
have become the relationship lenders
to private equity firms and have the
capacity and flexibility to support
buyouts of all sizes.
Since 2004, assets in private credit have grown from under $100 billion
to more than $800 billion, developing
from a peripheral market segment to
playing a fundamental role in the economy and society. This growth will continue over the coming years, given the
factors that are driving the market.
The demand from LPs to invest in
private credit has been fuelled by the
search for yield. As global interest rates
remain historically low, pensions and
insurance companies need to find alternatives to traditional fixed-income
strategies. As a result, private credit is
playing an increasingly important role
in society by helping these institutions
to meet their liabilities. As the understanding of private credit and its low
levels of volatility versus equities has
increased, so has the capital allocated
by investors to the asset class.
The pandemic has also demonstrated the relative safety of credit. Prudent
managers, focused on high-quality
companies operating in stable industries with recurring revenues, have
fared well. The ability to show a track
record of reliable credit selection
through multiple crises is key, and we
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“It is difficult for
CLOs to form new
capital, and their
ability to play a key
role in the market has
been curtailed”
ROBIN DOUMAR
Managing partner
Park Square Capital

expect the pandemic to spark a flight to
such quality debt managers.
The decision by regulators after the
global financial crisis to discourage banks from taking risks with
depositors’ funds has also driven
the growth of private credit and
contributed to the stability of the
banking system during the current
upheaval. Private credit firms
have largely replaced banks
in the leveraged loan market,
which has led to improved risk
assessment and capital allocation.
Collateralised loan obligations have
also grown significantly in recent years,
and now account for around 54 percent
of the US loan market. However, CLOs
are experiencing unprecedented pressure because of their exposure to ratings
downgrades – it is estimated that 51 percent of US CLOs are exceeding their
CCC-rated bucket – and CLO liabilities are trading at significant discounts.
It is difficult for CLOs to form new capital, and their ability to play a key role in
the market has been curtailed.
As a result, deal structures have become more robust through the pandemic, with CLOs in need of higher-rated credits and private debt firms
focused on downside risk protection.
This improvement in pricing and terms
will drive strong risk-adjusted returns
for credit managers, as the primary market reopens following the lockdown.
Firms must act responsibly when
negotiating deal structures, loan documentation and pricing to ensure that
risk is correctly evaluated, and that investors’ capital is both protected and
properly rewarded. n

Cover story

The distortion of distress
The part of the distressed market that can generate the highest returns may be under
threat from central bank intervention

T

he distressed and special situations opportunity set is one of the
most exciting areas for clients to
invest in. Our clients were already prepared for distress and had a variety of
new funds investing in or pivoting towards distress in March. However, the
distressed cycle may be different this
time around, in large part because of the
unprecedented amount of central bank
and government fiscal support that has
been provided to offset the economic
impact of covid-19.
A typical distressed cycle usually involves three separate phases.
Phase one involves traded credit,
where high-quality companies trade
down for technical reasons. This phase
is already over in the current cycle, having existed in March and April before
the speedy snapback in yields.
Phase two is the stressed and distressed phase we are in now. It involves
corporate distress and impaired balance
sheets owing to leverage levels being
unsuitable for covid revenue stress. It
typically lasts around four months to a
year, and has been particularly acute in
covid-affected sectors such as airlines
and hotels. I believe this second phase
started in May and will continue until
around mid-2021, when we expect fiscal
stimulus will be slowly unwound.
Phase three is usually the ‘main
event’ for distressed. It involves more
traditional forms such as bankruptcies,
restructurings, and non-performing
loans. This is where the returns are
typically highest (20 percent-plus) and
where investors benefit from investing via locked-up capital vehicles. This
phase normally takes place from around

“This excess liquidity,
combined with what
has been promised by
central banks as years
of very low interest
rates, may lead to
‘zombie capitalism’”
BEV DURSTON
Managing director
Edgehaven

1.5 to five years after the dislocation
event. If events follows the normal cycle it will not start until the second half
of 2021, when stressed companies will
have exhausted all other credit sources
and start to default in larger numbers.
However, a decade of intervention
by central banks has trained them to
believe they can consistently support
markets. The US Federal Reserve’s unprecedented intrusion into new credit
market sectors – such as collateralised
loan obligations, real estate investment
trusts, high yield debt and bond exchange-traded funds – also means phase
three may not take the normal pattern.
It may instead be truncated, like
phase one, and markets will not clear
because of the volume of intervention.
There has been $11 trillion of central
bank purchases and fiscal support globally, plus a significant amount of capital
withdrawn from low yielding bond instruments that is looking for a home.
This excess liquidity, combined with
central banks’ promises of years of low
interest rates, may lead to ‘zombie capitalism’, as experienced in Japan. Companies that should default would instead
be able to borrow at low rates, leading
to lower default availability for a large
volume of newly raised distressed funds.
Our sources confirm there are many
funds in the market raising capital and,
if they are successful, more than $70 billion will be waiting to be deployed into
phase three distressed from next year.
If stressed companies, buoyed by covenant-lite loan terms, do not default in
large numbers, there may be a shortage
of opportunities for these specialist distressed funds. n

September 2020

•

Private Debt Investor

19

Cover story

Amid uncertainty, an opportunity to gain trust
With a focus on home markets and greater emphasis on ESG, private debt has a
chance to lay the groundwork for lasting relevance

W

e are going through a major
reset. Business models are
changing at a pace not seen
before and the impact will be massive.
We are entering a period of reassessment and reflection at many levels.
At the portfolio level, we do not
know the full impact yet. As companies and geographies face uncertainty,
we have to remain humble about our
ability to predict winners and losers.
There are many moving targets, including subsidies, vaccines, a potential
second wave, supply chain disruption,
relations with China, available liquidity
for refinancing, and cost of debt.
At the business model level, there are
many dilemmas. GPs need new ways to
execute and monitor transactions. Asset
owners will reflect on internal versus
external capabilities and relative value.
Many asset owners, insurance firms and
pensions have invested resources in real
estate, infrastructure debt, corporate
debt and private placement structures.
They have done so via manifold set-ups
– as direct investments, and sometimes
with other managers through separately managed accounts or partnerships
with banks or through fund structures.
The performance of these investments
is under scrutiny by their own management, risk and audit functions, their
boards and by regulators.

Continued shift
The shift to private markets and alternative assets will continue as banks
retreat from new business and focus on
portfolio issues. Investors will maintain their quest for income-generating assets. There will be increasing
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“Some investors will
have a more explicit
focus on home markets
to support local
economies”
GABRIELLA KINDERT
Member of the supervisory board
Mizuho Europe

high-net-worth investment solutions
initiated by private banks and wealth
managers.
The reset will coincide with better
risk-adjusted return opportunities. In
debt structures, there will be a greater
focus on agility. There will be a more
flexible approach towards structuring
credit to offer investors benefits from
the upside as well as downside protection – overall, this will mean a higher
cash and liquidity buffer.
The pressure for operational and
financial efficiency will facilitate bifurcation in the market and increase
consolidation. There will be a greater
focus on investing and partnering with
GPs that master digital asset origination strategies in order to reduce costs
and add real value.
Asset owners will face political and
regulatory pressure and moral hazard
to focus on investments closer to their
home markets. The trends for finding
assets with strong environmental, social and governance characteristics and
creating ESG products will prevail.
In every crisis, there are winners
and losers. I believe private debt, with
its different business models, has a
unique opportunity to demonstrate its
relevance to clients.
During the current crisis, there is
also the opportunity to strengthen
relations through open, transparent
communication and loyalty to both
investors and borrowers. Instead of
building financial models with longterm assumptions, the relevance of
reading signals and acting on them will
increase. All eyes will be on those that
create long-lasting value at all levels. n


Cover story

Taking on the underwriting challenge
With due diligence having been made tougher by travel restrictions, parties to deals
are asking more questions than ever before

T

he short answer, when observers ask how underwriting will
change, is that there should be
no discernible differences between the
standards pre- and post-covid.
At Monroe, every deal on which
we perform due diligence has been
underwritten on the premise that
the borrower will have to operate
through some type of downturn.
And regardless of whether a V- or
W-shaped recovery takes hold, or
the economy continues to experience fits and starts, lenders will have
to view prospective credits under the assumption that output will remain below
peak levels for the foreseeable future.
The biggest differences in underwriting relate to how lenders perform
due diligence, their anticipated returns
and the risk they are willing to accept.
The most obvious change to the diligence process stems from restrictions
on travel. Lenders are relying on video-conferencing to conduct management meetings and facility visits and
to produce quality-of-earnings reports.
Video calls are used to conduct facility tours and, in some cases, there has
been talk about using drones for larger
site visits. But even without travel, the
diligence process will take longer and
require multiple rounds of questions
and answers to ensure all parties access
the required information.
As it relates to investment returns,
covid-19 has resulted in a need for
increased pricing to account for the
greater uncertainty associated with
lending. Leverage multiples are a turn
to a turn-and-a-half lower than before the pandemic. There has been a

tightening of covenants and credit documentation to protect against leakage
in the form of dividends or assets being
transferred out of lenders’ control.

Opportunity set unchanged

“The backdrop created
by covid-19 has
resulted in a need for
increased pricing to
account for the greater
uncertainty associated
with lending”
TED KOENIG
President and chief executive
Monroe Capital

Lenders and sponsors have a clear
preference for companies operating in
recession-resistant industries. At Monroe, even before covid, our largest
concentrations were in software/
technology, healthcare and business
services, all of which are generally
performing well this year. We have
largely avoided borrowers operating in
traditionally cyclical end markets in recent years. The opportunity set for us
is largely unchanged.
What has changed, however, is the
mix of non-sponsored dealflow. These
family-owned, management- and entrepreneur-led companies have been
crowded out of the market over the
past few years due to high valuations
and intense competition from private
equity firms. It has been Monroe’s experience that periods of volatility in
the economy result in more actionable
dealflow from non-sponsored companies as private equity sponsors focus
on playing defence with their existing
portfolio companies and valuations are
less elevated.
Taken together, the dynamics in the
direct lending market brought about
by covid present new challenges in underwriting. However, they also present
interesting opportunities that should
amplify returns in current fund vintages, assuming that lenders remain disciplined in their underwriting and vigilant in their portfolio management. n
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A greater connection to the ‘real economy’
More transparency, battle-hardened GPs and consolidation – all factors that could
open up investor access to lower mid-market businesses

C

rises often accelerate underlying trends by clearing out
imbalances. Private credit, or
‘shadow banking’, looked to have an
uncertain future in the aftermath of the
global financial crisis, before going on
to become a trillion-dollar alternative
asset market.
Unfortunately, the covid-19 crisis
will initially accelerate unsustainable trends in the private debt market.
The good news is that this will bring
forward the unwinding of those imbalances, and this in turn should deliver a
healthier overall market.
Fundraising in 2020-21 will be further concentrated in the hands of fewer
GPs, thereby exacerbating a five-year
trend. LPs are re-upping with existing
managers or engaging with the biggest
firms. These elite GPs are likely to execute fundraisings that surpass the $6
billion-plus mega-vehicles of 2017-19.
Private debt will still be looking to finance big deals. Fund sizes may increase,
but average granularity will remain at
less than 30 assets per vehicle. This will
drive liquidity for larger buyouts, with
private debt players stepping in even
if the high-yield market takes a break.
The market is likely to remain largely
covenant-lite. Definitions of EBITDA
will remain open to interpretation while
borrowers and lenders work to agree acceptable leverage multiples.

‘Refinancing tide’
The imbalance is that surging demand
for private corporate credit is going to
come from the lower mid-market and
small and medium-size enterprises.
Successful niche businesses in those
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“Businesses
offering more data
transparency and
comparability are
competing to provide
data services”
JAMES NEWSOME
Founder and managing partner
Arbour

sectors will be looking to grow or acquire. A tide of demand for refinancing
will ensue when government stimulus
loan packages come due.
If private debt were equipped to
lend into these ‘real economy’ sectors
at scale, there would be a big opportunity for LPs to invest in low-levered,
conservative deal structures with high
returns. But this is not yet the case.
So, although the covid crisis will initially exacerbate this market imbalance,
how might the unwinding be hastened
for the ultimate benefit of LPs, and by
when? The crisis will provide useful
data about SME lending and speciality
finance. Businesses offering more data
transparency and comparability are
competing to provide data services to
LPs. This sector trend is being sped up
by the shutdown in face-to-face roadshows and conferences.
We will see ‘respected survivors’
emerge during 2021. Some lower
mid-market GPs and SME lending
platforms will come through with
relatively clean portfolios. Some will
achieve the critical mass to raise more
regular, larger and more granular funds
from large LPs and provide a real alternative to large LBO financing.
Consolidations among GPs will
see lower mid-market strategies in
the hands of large, diverse alternative
investment firms. This will give LPs
comfort that the counterparty risk is no
greater. These ‘department store’ managers will offer more diverse options.
By 2022/23 we should see a more
diverse investing gene pool as we connect the savings system with more sectors of the ‘real economy’. n

Cover story

The documentation ‘turning point’
Before the pandemic, deal terms were weighted firmly in favour of borrowers.
Might the resulting volatility be the saviour of the covenant?

W

hen a bank agrees a mortgage, its chief concern is
whether the home buyer
can repay the loan and, if circumstances change, that the bank has the ability
to step in and realise the value of the
asset. The same considerations are
true for a private credit firm looking
to lend to a company, and this is why
strong covenants are so important in
protecting lenders, especially in times
of heightened uncertainty.
The competitive nature of the primary market for quality loans meant
that there has been a race to the bottom to offer the most favourable terms
for the company. The consequences of
this have become apparent during the
recent market turbulence. Covid-19
marks a turning point for the industry
and will trigger a shift back towards
stronger documentation.
Among the key parts of any loan
document are the financial covenants.
These are promises entered into by the
borrower to maintain key financial metrics that allow the lender to ensure the
business can repay the loan. Removing
these covenants allows the borrower to
reduce the complexity of the documentation and the amount of time it takes
to renegotiate the loan, and provides the
company with more flexibility, particularly during more difficult periods.
However, watering down covenants can be dangerous because they
also provide the means to catch and
address potential issues early. This is
important because the earlier an issue
is addressed, the better the outcome
usually is. For example, if a company
experiences a 20 percent reduction in

revenues, there are usually measures
that can be taken to help shore up the
business and get it back on track. But
if the company has a cov-lite structure,
lenders often cannot take action until it
is too late to help.

Defence against aggression

“Watering down
covenants can be
dangerous because they
also provide the means
to catch and address
potential issues early”
AMYN PESNANI
Partner
Triton Debt Opportunities

The prevalence of cov-lite deals is
made worse by the adoption of ‘white
lists’, which are designed to keep
loans in the hands of a small number of preferred investors in order
to stop more ‘aggressive’ lenders
from buying in via the secondaries
market. The unintended consequence is
that when cov-lite loans perform badly,
lenders often have no exit route and no
means to take action to help the issuer.
They must either hope the business recovers or write off their investment.
Another common issue in loan
documentation is the use of ‘adjusted
EBITDA’. EBITDA is used to provide
an accurate picture of a company’s performance and the level of the debt that
is sustainable for the business. Inflating
this figure to include the effects of future events that may not happen, or to
take into account the potential impact
of unforeseen events such as covid-19,
only distorts the picture and can leave
companies over-indebted.
Just as mortgage providers are becoming more scrupulous with those
they lend to, the recent contraction has
reinforced the importance of strong
covenants and sensible provisions in
private debt. Lenders rely on this documentation to safely deploy capital in
order to increase liquidity and assist
struggling companies. n
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Cover story

The push for greater alignment
Covid-19 may have exposed weaknesses in aspects of the relationships between sponsors,
investors and lenders. Might things change, or are certain practices set in stone?

I

was once asked: “What is the most
important covenant?”
The one that I consider to be the
absolute must-have when underwriting
any investment is alignment. Who are
we doing business with, and why are
they ‘hyper-incentivised’ – meaning
they have far more ‘skin in the game’
relative to their resources than we do
– to ensure that we realise a successful outcome? There is nothing
more powerful in determining
your probability of being repaid,
and those who do not fully appreciate
that tenet are starting to pay the price
in a variety of ways (and with more to
come).
GP-LP relationships are often
fraught with misalignments. A GP
might have little skin in the game. It
might regularly ‘reassure’ its investors
by agreeing to short-sighted requirements, and then act in a way that still
maximises its fee revenues at the expense of those same clients – the essence of moral hazard.
You prefer to buy a product that is
narrowly constrained to the opportunity of the day?
Of course, but it is unlikely to remain this attractive for six years. And
if it does go out of favour, don’t expect me to return the money – I’ll just
blame the ‘perfect storm’ and tell you
about how the next vintage is going to
be great.
A lower management fee? Sure
thing – I’ll just raise more money than
I had initially planned. A higher performance hurdle rate? OK, I will just
take more risk if I’m underwater. The
list goes on and on.
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Another curious relationship is that
of the private equity sponsor and the
lender, where the presence of a sponsor
is casually interpreted as greatly reducing risk. After all, sponsors perform
thorough due diligence, have professionals with distinguished resumes
and expertise, and bring capital to the
transaction – including their ‘commitment’ to inject future equity when
needed. Never mind that they are
‘adjusting EBITDA’ to whatever
will raise the most debt possible
and at whatever price is necessary.

You’re in the money

“GP-LP relationships
are often fraught with
misalignments. A GP
might have little skin
in the game”
DANIEL ZWIRN
Chief executive and
chief investment officer
Arena Investors

If they find themselves in a situation
where they are out of the money and
you as the lender are in the money –
as we are seeing today – you shouldn’t
expect friendly capital injections that
stabilise the underlying business and
mitigate lender risk. Nor should you
expect pricing accommodations that
compensate lenders for the equity risk
they are now assuming in the absence
of sponsor support.
Will this disregard for alignment
change as a result of covid-19? I hope
so. But hundreds of years of empirical
data in creditor-borrower relations
would suggest otherwise. Despite all
the hundreds of billions of dollars that
will be wiped out, the incentives remain too great.
As Warren Buffett’s business partner Charlie Munger once said: “Show
me the incentive and I will show you
the outcome.” This has never been
more important than today, and we
would all be better served by its serious
consideration. n
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Analysis

How covid-19 has changed
the investment landscape
So, what are today’s hot sectors? John Bakie runs the rule
over the likely winners and losers

T

he covid crisis presents
one of the most challenging environments ever
seen for professional investors. Managers Private
Debt Investor has spoken
to have described events of the past few
months as “unprecedented” and “once
in a lifetime”, and said that they have
“never seen anything like this before”.
But despite the unique challenges
the current situation presents, investors still need to invest, lenders still
need to lend and businesses still need
to borrow. Successfully navigating the
landscape covid-19 has created will be
difficult, but some investment themes

26

Private Debt Investor

•

are already starting to emerge. PDI
spoke to firms about both the shortterm and long-term opportunities the
crisis could present.
It might first be useful to look at
which sectors are now firmly out of
fashion. It will come as no surprise to
find managers have a negative outlook
on retail, and particularly physical
stores. Aside from being highly cyclical
and the expectation that an economic recession will dampen consumer
spending, bricks-and-mortar retail has
been one of the sectors worst affected
by government restrictions around covid-19. Most retailers, with the notable
exception of food and pharmaceuticals,
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were forced to close for months. Moreover, the closures accelerated a longterm trend away from physical stores
and towards online retailers.
The other major victim of the crisis has been the hospitality sector. Like
retail, it is highly cyclical and has gone
into a state of complete shutdown.
Moreover, ongoing restrictions intended to prevent the spread of the coronavirus are set to dampen demand for
restaurants, hotels and other tourist
attractions for the foreseeable future.
However, the sector is not subject to
the same long-term changes in consumer habits that have affected retail
and, prior to the current crisis, leisure

Analysis
and travel had been viewed positively.
These sub-sectors are likely to recover when government restrictions are
eased, though it may take some time
for consumers to become confident
about travelling again.
By now we are probably all familiar with the bad news, but let us turn
to the more interesting prospects that
lie ahead, both in the short term and
looking through to 2021, starting with
some of the more immediate sector
trends.

Tech is king
It will come as little surprise to hear
fund managers are positive about the
technology sector at a time when demand for online services has rocketed
as people around the world have been
asked to stay at home. Tech-based businesses and those that service them are
seen as safe bets that have gained from
the crisis.
“In areas like e-commerce and logistics we’ve seen online retail growing
despite the dip in consumer spending,”
says Eric Capp, partner at pan-European lender Pemberton. “This is a longterm secular trend that’s been going
on for years in retail, but covid-19 has
really accelerated growth in that space,
which we expect to continue.”
E-commerce has seen a particularly
big benefit as a result of the crisis. According to the UK’s Office for National
Statistics, non-store sales accounted for
33.4 percent of all retail sales during
May, with month-on-month growth of
19.7 percent. Even in food sales, where
shops were permitted to remain open
throughout the country’s lockdown,
online sales made up 11.3 percent in
June, up from 9.4 percent in April.
Across Europe, e-commerce sales
have fallen back significantly, dropping
54 percent in the week ending 21 June
according to data from Signifyd – a period that coincided with non-essential
retail reopening in the UK. Despite
this fall, overall e-commerce sales in
Europe in that week were 35 percent
higher than in the first week of March.

“Acquisition finance
is going to be a
big deal next year
with consolidation
happening in various
sectors”
DAWN KENDALL
KKV Investment Management

E-commerce and the businesses that
serve it, including logistics companies,
software providers and transaction services, were probably a good bet before
covid-19. They now seem like one of
the safest places to deploy capital.
A related area of growth is companies operating in the broadband space.
Dawn Kendall, chief investment officer at KKV Investment Management,
which runs several debt funds, explains
how lifestyle changes as a result of the
crisis have helped improve prospects
for one portfolio company.
“One business that has turned
around is a broadband company,” she
says. “It was struggling but now has
a full order book until the end of the
year.”

Remote working world
The coronavirus has led to huge
changes in the world of office work. Investing in office blocks was once seen
as a safe option but that could now
be under threat as firms reassess the

need to bring large numbers of people
into large offices in city centres. For
months, office staff have been mostly
working from home as governments
ask employers to allow staff to do so
wherever possible. This has caused significant short-term changes and could
become a long-term trend.
Eric Gallerne, managing partner
of private debt at Idinvest Partners,
has already been actively investing in
companies in this space. “We made a
loan to a buy and build which is an integrator of audio and video conference
systems,” he says. “We got quite lucky
as this was something we were working
on before covid-19 but we expect this
business to do well in the future.”
Much like e-commerce, interest
in remote working services has been
growing for some time. Yet according
to Christine Farquhar, global head of
Cambridge Associates’ credit investment group, this growth has rapidly
accelerated as a result of the crisis and
the changes it is forcing on businesses
and their employees.
“We’re witnessing an acceleration
of pre-existing trends in technology
sectors, with software and cloud hosting solutions able to tap into opportunities around changing work patterns,”
she says.

Opportunities in finance
Financial services has seen a lot of interest in the market, albeit for a mix
of reasons. Some smaller speciality finance providers are finding themselves
in need of liquidity due to short-term
borrower payment issues. Others are
seeing an opportunity to grow their
businesses as firms seek new financing
options to see them through the crisis.
Brad Bauer, partner and chief investment officer at fund manager Värde
Partners, explains: “Speciality finance
and other financial services are areas where expected losses are going to
cause a capital gap and liquidity issues,
and there will be a need for finance –
areas like small balance commercial
lending, or mortgages where you can
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focus on bridge lending or buying
someone else’s origination where repo
lines have been withdrawn.”
Government
emergency
loan
schemes could also offer the potential
for growth among speciality finance
firms. Many of these firms have become involved in approving loans for
schemes such as the UK government’s
Coronavirus Business Interruption
Loan Scheme, but may require liquidity to make these loans as they await
state support. With the government
guaranteeing interest payments for the
first 12 months, these finance providers
could be a very defensive option in the
months ahead.
“Trade finance is another area of interest,” Bauer adds. “Receivables was in
a bad place before the pandemic and is
now being hit by an economic downturn, so there’s going to be some demand for capital there.”
Another opportunity in the finance
sector is for consolidation, which could
begin as some lenders see their portfolios get into difficulty and discounted
loan books start to hit the market.
Farquhar says: “There’s going to
be a lot of consolidation happening
in financial service providers and they
could be an opportunity for buy and
builds.”

deal next year with consolidation happening in various sectors,” says KKV’s
Kendall.
It’s no surprise then that many of
the investors PDI spoke to said buy and
builds are already becoming a theme for
their lending. Pemberton’s Capp says:
“One area that’s likely to offer good investment opportunities is the buy-andbuild space. The price of buying mom
and pop businesses had crept up quite
high. Now it’s likely to be lower and,
as a result, buy and builds can pick up
businesses at more attractive prices.”

Covid ‘new deal’
Perhaps the most long-term opportunity will lie in how governments seek
to restore economic growth and create
jobs in the aftermath of the crisis. Several have already announced they will
be making new investment in infrastructure to stimulate growth and create jobs to replace those lost as a result
of extended shutdowns and the more
general economic malaise.

The consolidators are coming
“One pleasant surprise we’ve seen
is that private equity dealflow is still
happening to a degree and many of
the funds see opportunities for add-on
acquisitions for their portfolio companies,” adds Farquhar. Private equity has
long been a driver of private debt activity and a new wave of buy-and-build
opportunities could be a major theme
in the next few years.
As noted above, market commentators see consolidation as likely, and it
is a common theme during any economic recession as pricing adjustments
and business challenges create a perfect
storm for investors to acquire businesses and achieve economies of scale.
“Acquisition finance is going to be a big
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“In areas like
e-commerce and
logistics we’ve seen
online retail growing
despite the dip in
consumer spending”
ERIC CAPP
Pemberton

The UK’s prime minister Boris
Johnson has encouraged the country to
“build, build, build” as part of an economic growth strategy dubbed a “New
Deal” in a nod to President Franklin D
Roosevelt’s programme of investment
that brought the US out of the Great
Depression in the 1930s. Johnson
promised billions of pounds for capital
investment projects, all of which will
require infrastructure firms to invest
and grow to meet demand.
Private debt lending for infrastructure projects has taken off in recent
years, but even more conventional
direct lenders may see opportunities
to back companies operating in the
sector.
Farquhar explains: “There will be
an infrastructure boom, but the place
to get into this may be the services
that supply these industries and public sector contracts, as they’re likely to
be a more certain cashflow prospect
than those bidding for construction
contracts.”
The themes are likely to be similar
to those of other attractive sub-sectors,
including software specialists, logistics
companies and business services providers that can support the infrastructure ambitions of politicians.
Although a downturn was widely
expected, few could have foreseen the
rapid changes to daily life that have occurred in the past few months. While
private debt portfolios are typically
defensive, some once-favoured sectors
may no longer be safe places to lend,
while other sectors are become even
stronger.
Debt is going to be in high demand
in the months to come. This demand
will come from companies that are fundamentally sound but facing unprecedented liquidity problems and firms that
need to invest to take the opportunities
that the eventual post-coronavirus recovery will offer. Private debt funds are
already familiar with these sectors and
utilising their knowledge and expertise
will be essential to backing the right
prospects over the next 18 months. ■
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Why venture debt is booming
Venture lending is seen as offering higher returns for higher risk. So why, against
such a volatile backdrop, is fundraising surging ahead? Robin Blumenthal finds out

I

t may seem counterintuitive in an
era fraught with coronavirus risk,
but venture debt financing to traditionally risky start-ups has been
resilient in recent months.
“Fundraising is accelerating and
there has been a lot of late-stage venture capital activity,” says Christopher
York, a business development company analyst at JMP Securities. Indeed,
fundraising is on pace to hit a record
this year, York says: “In the context of
where we were in April, it really is kind
of dumbfounding.”
That’s because venture lenders focus on two sectors that are not just
surviving but actually thriving during
the pandemic. Portfolio companies engaged in technology and life sciences
are generally achieving better EBITDA or revenue growth than the businesses in other sectors. York says this
puts the business development companies that are providing them with venture lending in a better position than
the mid-market BDCs that focus more
on traditional acquisition financing.
According to York, secular growth in
technology and life sciences has accelerated so much in the past four months
that some management consultancies,
as well as the equity markets, seem to
expect that the final nine months of
2020 will see a level of growth that
would previously have been anticipated
over four to five years.
Kyle Stanford, a venture capital analyst at data firm PitchBook, says the
economic uncertainty surrounding the
pandemic has heightened the focus on
venture debt because it has created a
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need for companies to raise unplanned
financings. Stanford wrote in a late April
report that the decline in start-up valuations amid the crisis could cause a rush
of companies trying to borrow at cheaper rates than would likely be available in
a down round of equity financing.

In demand
“When covid hit, every start-up was
asking about venture debt,” says Scott
Orn, chief operating officer of Kruze,
a financial and tax consultancy. Investors also responded. York says he
fielded numerous calls in March and
April from new institutional investors
who recognised that “venture lending
BDCs were mistakenly getting thrown
out with the bath water”.
But many of the lenders have since
recovered. TriplePoint Capital, a leading Silicon Valley venture BDC whose
stock plunged to $2.90 in mid-March,
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“People think tech is
risky, but we think
subscription software
within tech is one of
the most attractive
and resilient business
models of any industry”
NOAH SHIPMAN
Vistara Capital

was trading at more than $11 in early
August.
Venture debt – which includes asset-based loans, convertible notes, secured term loans, and revenue-based
loans to investor- or sponsor-backed
start-ups or rapidly growing companies
– was on the upswing even before the
pandemic. PitchBook calculates that
since 2014, US venture lending has totalled approximately $8 billion to $12
billion a year, and accounts for 10 to 15
percent of the total VC capital invested.
But last year, venture debt exploded
to $26.2 billion, representing 19 percent of the $136.5 billion total. Debt
components may be present in as many
as 40 percent of all VC deals, according
to PitchBook’s Q4 2019 report.
In the first half of this year, $69.1
billion of venture capital was raised in
the US, according to a report by PitchBook and the National Venture Capital
Association. The data suggest that as
much as $10.4 billion of venture debt
deals were done in the period.
Troy Zander, a partner in law firm
Barnes & Thornburg, says that in
the past five years venture lending
has seen “an absolute deluge of new
capital sources both from funds and
banks,” and especially from non-bank,
non-regulated funds. However, Vadim
Margulis, a managing partner of private credit investment firm Alignment
Credit, says that in the past few quarters, “the great economic uncertainty is
giving pause to the equity side of venture fundraising” and to other sources
of capital, such as commercial banks.
Kruze’s Orn adds that venture debt is

Analysis
“a great capital source that is not super
well understood but seems attainable”.
Margulis believes start-ups can avoid
valuation problems related to the current uncertainty, as well as dilutive equity rounds, by dealing with venture lenders rather than VCs. Venture debt, he
says, gives start-ups some “extra runway
until things normalise” and a “bridge to
get equity” later, when companies may
have better and higher valuations.
This year, the overall trend has
been exceedingly strong for late-stage
companies. According to the PitchBook-NVCA report, the late-stage
VC deal count in the US for H1 2020
was outpacing that for the first half of
2019, a year in which there was a record number of completed late-stage
financings in the country.
David Spreng, chairman, chief executive and chief investment officer of
Runway Growth Capital, says: “Latestage venture investors almost always
encourage their portfolio companies to
consider venture debt, and late-stage
companies almost always take some
sort of venture debt.” Through 30 June,
nearly $47 billion had been invested by
US firms in 1,501 late-stage deals.

High-profile deals
The big numbers are partly the result
of high-profile financings to pre-IPO
unicorns. In April, Airbnb raised $1
billion in debt and equity from Silver Lake and Sixth Street Partners.

PitchBook’s Stanford says the round
was “mostly debt with some warrants
outstanding”. In June, food delivery
service DoorDash raised $400 million,
pushing its valuation up to $16 billion.
Smaller venture debt deals are also
booming. Noah Shipman, a partner at
Vistara Capital, says the second quarter
of 2020 “was the most active period” in
the Vancouver-based tech VC’s history, with one fund nearly doubling its
portfolio to nine companies. Shipman
believes “we’re still at the early part of
a trend” for greater use of debt in venture-backed businesses.
“People think tech is risky,” he says.
“But we think subscription software
within tech is one of the most attractive and resilient business models of
any industry.” At the same time, he says
“debt has less penetration in tech than
in almost any other industry”. He adds
that the recent equity-market strength
of tech companies demonstrates that
in the current remote economy, tech
products are “mission-critical” to the
core infrastructure of business.
Nevertheless, Shipman cautions
that Vistara is lending to companies
with a certain scale – usually with $10
million of revenue – and that lending
to early-stage companies is still “a very
risky endeavour”, with those lenders
“taking on equity risk for debt-like returns”. Vistara usually targets mid- or
later-stage companies with investments
that are routinely structured with 80

US venture debt activity by year, 2006 to April 2020
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percent debt and 20 percent of debt
convertible into equity. Shipman is
confident Vistara will achieve net returns of more than 10 percent for its
LPs. Unlike traditional amortising
venture loans, the firm makes interest-only loans, leading some of its portfolio companies to jokingly refer to the
facilities as “rental equity”.
Other venture debt structures vary
by industry and investment stage. Most
take some form of equity upside, such as
warrants, to mitigate risk. PitchBook’s
Stanford says that although small companies use revenue-based financing to
grow, the fact that many early-stage
companies have minimal revenues
means their loans are typically backed
with assets such as intellectual property.
Given start-ups’ uneven business
trajectories, venture debt underwriters
generally evaluate a company’s ability
to raise another round of capital to ensure the loans will be repaid. Lenders
often try to invest alongside some of
the big-name VCs. “Lenders love those
deals because they know the equity investors are going to stand behind the
company,” says Orn. Moreover, lenders
that are able to align themselves with
bigger VCs, such as Sequoia, may capture turbocharged returns from equity
kickers when the companies go public.
PitchBook cites estimates that venture lending loses a mere 2 percent of
capital, compared with a 17.4 percent
default rate for loans awarded by the US
Small Business Administration between
2006 and 2015. Industry observers say
the number of defaults during the pandemic has been lower than expected.
But even the standout lenders can
get burned. Although Hercules Capital in early August reported multimillion-dollar unrealised gains from
its investments in DoorDash, Palantir
and Nextdoor.com, it missed its second-quarter earnings targets because
it had a $27.6 million writedown on a
loan to Patron Technologies, a company providing marketing and software
solutions to the events industry, which
was significantly affected by covid. ■
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Experiencing distress:
M&A opportunities and
challenges in the covid era

Guest comment by Paul Humphreys, Scott Talmadge and Andrew Goodman of Freshfields

Transactional activity has taken a major hit in the US, but distressed deals
will be available for those willing to wrestle with the complexities

F

ollowing the global implementation of stay-at-home
orders in response to covid-19, businesses suffered
unprecedented declines in
demand. As the US struggles to rein in the contagion, a number
of household names – from Chuck E
Cheese to JCPenney – have filed for
bankruptcy. Logically, distressed M&A
transactions should rise as corporations
struggle under historic levels of debt.
But who is poised to take advantage of a
boom in distressed M&A, what are the
new realities of these deals and how will
these transactions proceed?

M&A since the pandemic began
Global M&A activity has declined precipitously with deal volumes falling by
32 percent for H1 2020 over H1 2019
and deal values declining by nearly 53
percent for the same period. Although
deal activity may continue to lag until
there is better visibility on when, and
how, the world returns to normal, M&A
transactions will continue.

32

Private Debt Investor

•

The Harvard Business Review recently surveyed C-suite executives and business development professionals across a
range of industries. Some 23 percent of
respondents reported that they expect
their own dealflow to remain on track,
or even to accelerate, during the balance
of 2020 due to an increase in opportunistic targets or more attractive valuations
brought on by the pandemic.
Many in this optimistic group cite
the possibility of delivering on digital transformation strategies as a key
growth opportunity, spurred by the
pandemic-driven move to virtual business models.
Of those who will continue to pursue
opportunistic transactions, 49 percent
expect to look at distressed companies,
even though, as one respondent indicated “it’s been over 10 years since we even
thought about doing a distressed deal,
and I’m not sure we ever had a playbook
for that”.
In addition to strategic M&A, the
realities of the covid-19 market will
necessitate ‘financial’ distressed M&A
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transactions, whether as a result of opportunistic financial players or as a result
of existing debtholders taking control of
a distressed company or forcing a sale.

The covid-19 cliff
Corporate debt now totals almost
$10 trillion. Some bankruptcy experts
have described a “covid-19 cliff” coming
where Paycheck Protection Programme
funds have dried up, demand is non-existent and liquidity remains tight. Some
predict over 60 bankruptcies with more
than $1 billion in debt in the US alone.
Notably, there were only 49 of these
mega-bankruptcies in 2009 in the fallout from the great recession.
This says nothing of the small and
medium-sized companies that will seek
bankruptcy protection in the coming
months.

Preference for an M&A solution
Many, if not the vast majority, of distressed M&A transactions in the US
will occur through a Chapter 11 bankruptcy process, either through a section

Analysis
363 sale or a plan of reorganisation.
Given the uncertainty surrounding
valuation, in particular for targets in
sectors hit hardest by the pandemic,
buyers of distressed assets outside the
Chapter 11 process should be wary of
the ‘clawback’ risk that could follow a
post-acquisition bankruptcy of the seller.
Creditors of distressed companies
may actually prefer to either force a
sale through a bankruptcy in order to
protect their interests or to acquire the
seller through their own secured debt
claims if a ‘market-check’ via a Chapter
11 proceeding does not yield sufficient
liquid value.

Unique challenges
Distressed M&A in normal times is hard
work, and covid-19 has only made these
transactions more challenging. First,
speed matters in distressed M&A processes, so due diligence must be completed in a compressed timeframe. Covid-19 makes due diligence more difficult
where parties may not meet face-to-face
and sensitive data must be shared with
individuals working from home, potentially on unsecure networks.
Second, valuations remain challenging and traditional tools to bridge
value gaps, like earn-outs or some
form of equity consideration, may be
non-starters for a company’s creditors
that expect to be satisfied on closing of
the acquisition.
Finally, closing certainty is of paramount importance in distressed M&A.
Corporate buyers with significant
market overlaps and non-US players
pursuing assets perceived to implicate
national security may be at significant
disadvantage in distressed M&A processes.
Here again, customary risk allocation technology such as break fees
and divestiture commitments may
be non-starters for a distressed seller
whose creditors refuse to wait for regulators to perform in-depth reviews or
for acquirers to implement required
regulatory remedies.

strategy for the near term and with an
eye towards a future exit when the target has been de-levered or market conditions have improved.
For acquisitions of distressed assets
in bankruptcy sale processes, buyer financing outs are a likely non-starter and
a reverse termination fee for financing
failure is equally untenable to creditors.
We have, however, recently seen more
private equity funds willing to equity
finance the entire purchase price, with
the expectation to refinance when markets improve.

“Many, if not the vast
majority, of distressed
M&A transactions
in the US will occur
through a Chapter 11
bankruptcy process”

Acquirer’s approach

Rise of protectionism

Developing a distressed M&A playbook
with the corporate development team is
critical ahead of any potential acquisition. Having a clear strategy for due diligence on an expedited basis, assessing
and incentivising management, valuing
distressed assets and planning for integration, among others, will ensure corporate development teams can pounce
on opportunities as they arise and adhere to the strict auction timelines.
In addition to acting quickly, being
the ‘stalking horse bidder’ is often key
to winning the auction. The statistics
support this: in bankruptcy sales, the
stalking horse bidder is successful nearly 70 percent of the time.
In addition, creativity will help
acquirers to reap the benefits of distressed opportunities.
Shopping mall owners Simon Properties and Brookfield Properties have
partnered with branding/licensing
company Authentic Brands Group to
rescue iconic brands such as Brooks
Brothers, Forever 21 and Lucky
Brands out of bankruptcy. These retail
brands also happen to be major tenants
throughout Simon’s and Brookfield’s
shopping malls.

Pre-covid-19 changes in regulations significantly expanded the jurisdiction of
the Committee on Foreign Investment
in the United States to review transactions involving the acquisition of control – and in some cases, even a minority
stake – in critical technology, critical infrastructure and sensitive personal data.
As the pandemic is further politicised, foreign control over medical
equipment, pharmaceutical products,
personal protective equipment and
food, among other key goods, will be
increasingly framed in national security
terms. Non-US buyers may therefore
be disadvantaged if distressed opportunities fall within the purview of CFIUS.
As noted above, speed to execution
and certainty of closing are paramount
in a distressed process. The CFIUS review timeline has lengthened, meaning
a distressed acquisition requiring CFIUS approval could take several months
to clear.
Notably, there is not yet a CFIUS
analogue to the expedited review under
US antitrust law for section 363 sales.
Non-US acquirers pursuing US distressed assets will need to engage with
CFIUS counsel early to understand the
risk profile and will need to demonstrate
to a distressed seller a clear path to timely clearance as a first priority. ■

Private equity’s role
Private equity is sitting on more than
$1 trillion that remains undeployed.
Undoubtedly, some of that dry powder
will be used to acquire debt of distressed
companies as part of a ‘loan-to-own’

Paul Humphreys and Scott Talmadge are
partners, and Andrew Goodman is an
associate, in the New York office of law firm
Freshfields
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Why private credit should fit the bill
for ESG investors
Guest comment by Sam Tillinghast and Elizabeth Thorne of SLC Management

Investors wanting to meet environmental, social and governance
criteria are looking closely at private credit but are also wanting to see
more rigorous reporting and measurement

I

n recent years, environmental, social and governance investments
have grown in popularity among
institutions and high-net-worth
individuals. Demand has not faltered during the market downturn,
as some thought it would. But with
appetite for ESG growing, investors
are faced with a new problem – finding enough good quality, high-yielding
ESG investments.
Investment-grade private credit is
becoming more popular among institutional investors as a result. The inherent nature of many investment-grade
private credit deals – in which individual projects or initiatives are financed
– provides a clear picture of how the
funds will be used. Compared with
public markets, investors can tailor
their portfolios to more tangible and
measurable outcomes that meet their
ESG goals.
At the same time, we are seeing a
larger number of deals in the private
markets that meet ESG criteria owing
to the growth in renewable energy, infrastructure and sustainability projects.
The building stock in North America is
ripe for energy-efficiency and resiliency upgrades. Contracts for sustainable
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initiatives can be monetised, providing
corporates, non-profits and government entities with long-term financing
and providing investors with sustainable, high-quality investments. Many of
these deals are investment-grade credit quality. This means they typically
have durations that range from five to
30 years, often include collateral and
financial covenants and are available
across the rating spectrum.
But although we are seeing growth
in the supply of and the demand for
investment-grade private credit deals
that fulfil ESG criteria, the sector still
lags behind public markets on reporting and measuring ESG. Investors
are keen to see more transparency on
these deals, as information is in some
respects harder to come by than it is in
the public markets.

Greater specificity
There are some substantial advantages
to investing in private credit markets
when it comes to ESG. The main benefit is the specificity an institutional
investor can achieve in its portfolio.
As divestment from certain companies
and sectors becomes more mainstream,
boards want to see more evidence for
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the impact of ESG investing and greater specificity in portfolios.
Investors in investment-grade private credit are able to direct investments towards a specific use that provides environmental or social benefits,
or at credits with revenue models tied
to sustainable trends. This enables private credit investors to gain more precision around their ESG investments
than they can in the public markets.
For that reason, investment-grade
private credit is often an attractive
funding vehicle for infrastructure projects. Investors can measure the impact
of an investment in terms of factors
such as the amount of carbon offset and
the populations who benefit. At the
same time, operators are able to tailor
deals to meet the needs of individual
projects, which are often complex in
nature.
Many of these investments fund
projects that are natural fits for
ESG-focused investors, such as renewable energy generation, hospitals and
social services facilities. These transactions can be directly linked to projects
that will help to prevent climate change
and mitigate its impacts for vulnerable
populations.

Analysis
Not all ESG infrastructure projects
are new builds, though. We have also
seen a lot of interest in energy savings
performance contracts. These contracts support projects that improve
the sustainability of existing government buildings and provide measurable environmental benefits that can be
reported to investors. In the public and
private sectors there will be increasing
demand for buildings that are healthy
both for the environment and the people who work in them. Many of these
retrofit projects will be well suited for
the investment-grade private market.

“The advantage that
private markets have
over public markets…
is they have more
access to the companies
and underlying data to
inform… opinions”

Attractive credit quality
In addition, from a credit quality and
performance standpoint, ESG factors
can carry greater weight within the investment-grade private credit market.
First, in analysing investment-grade
private credit deals, investors are often
thinking about these investments over
a longer time horizon than traditional
bond investors. This presents a longer
period for ESG factors to play out
within an investment thesis.
Second, and despite an active secondaries market, investors within the
asset class are less able to move in and
out of private deals on a frequent basis
as their ESG views change. This means
greater research is often required up
front to ensure the deal accurately
meets the goals of the investor.
The current market is providing
an attractive entry point for investors
looking to add investment-grade private credit to their portfolios. As well
as the inherent ESG benefits discussed,
investors can expect to pick up additional yield versus similar rated/duration public bonds, while experiencing
lower downgrades and losses. This
gives investors the freedom to add a
very targeted ESG allocation without
sacrificing portfolio yield to do so.

Moving towards transparency
As in most markets, the demand for
ESG investments in private credit
is a new phenomenon. Even within

private credit markets, this can sometimes lead to inconsistency and a lack
of transparency across managers and
issuers. Unlike public markets, which
have numerous ESG indices and ratings, private markets are evaluated on
a project-by-project basis. That means
an investor has to do a lot of due diligence to establish whether an investment meets its ESG criteria.
To provide greater transparency to
investors on material ESG factors, asset managers in the private credit space
need to make their ESG assessment in
bottom-up credit analyses more explicit. The advantage that private markets
have over public markets, however, is
they have more access to the companies
and underlying data to inform those
opinions. There are multiple methods
to evaluate the ESG factors of a particular company or credit issue.
First, in a due diligence process, it
is important to assess ESG at an individual issue level rather than only at an
underlying credit level. This reflects
the fact that each deal from the same
issuer can be tied to a very different
project. For example, some companies
may be earlier in their transition to
cleaner energy, but an investor might

still fund a project specifically tied to
the energy transition.
Second, managers can also use an
expert network of former regulators,
suppliers, employees and competitors
to delve into the ‘S’ and ‘G’ factors. It
is important to validate ESG data using
knowledgeable sources in addition to
management reporting. The covid-19
crisis has highlighted the importance
of this risk analysis to credit underwriting. For instance, when evaluating
governance impacts, companies with
strong leadership were better prepared
for catastrophic disruptions, and those
with systems and technology that could
be adapted quickly for remote work
fared better.
Third, if any specific questions or
concerns arise during the due diligence
process or after the investment is made,
a private credit investor can raise them
with the management team. Conversations about a company’s forward-looking plans are not limited to scheduled
investor updates, which allows for
more openness. This is particularly
helpful for companies that are transitioning towards greater sustainability
or have complex operating structures –
as private debt markets can provide the
borrower with more flexibility, while
offering greater access to information
for the investor.
Although private credits have typically lagged behind public credits on
measuring and reporting, the ability
to directly tie an individual deal to a
specific project and the attached ESG
benefits offers the potential for greater
substance and transparency in ESG reporting. As ESG becomes more commonplace in conversations between institutional investors and private credit
managers, we expect to see a further
increase in the metrics that will enable
the impact of these investments to be
properly evaluated. ■
Sam Tillinghast is president, US private
fixed income, and Elizabeth Thorne is
senior director, private fixed income, at
Toronto-based global institutional asset
manager SLC Management
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Signs of life in the fundraising market
After a highly subdued first quarter of the year, private debt capital raising picked up
a little in the second. Daniel Rodriguez and John Bakie analyse the data
Year-on-year fundraising

Private debt fundraising
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Funds are once again taking longer to raise. The average
number of months funds spent raising capital decreased
from 2017 through to 2019. This could be linked to
covid-19 restrictions, which have limited the ability of GPs
and LPs to meet. Research shows investors prefer to meet
face-to-face. The crisis may also see firms delaying final
close as they wait for market conditions to improve before
making a big announcement.
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Capital raised by region H1 2020
Multi-region continues to be the most popular geographic
focus, but the first half of the year saw the unusual
development of Europe raising more capital than in North
America.
It’s not clear why Europe has surged ahead. It could be
the market’s relative maturity catching up to the US, or
investor confidence in Europe’s extensive economic stimulus
plans.
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H1 2020 fundraising strategy breakdown

Strategy focus of private debt funds (%)
Figures do not add up to 100% due to rounding
Senior debt

Fundraising was stronger than expected in H1 2020,
especially after a lacklustre Q1 when only $27 billion was
raised. However, fundraising is still lower than any other
H1 since 2015. Eyes will be on Q3 figures to see if the
easing of travel restrictions worldwide might see more
funds hitting the road and meeting with LPs to secure
capital.
Consolidation continues with fewer funds raising more
capital, a trend that has been going on for some time and
seemed to be accelerating in the first half of 2020 as several
large vehicles dominated the fundraising scene.

Senior debt remains a major theme and made up 40
percent of capital raised and 30 percent of funds.
Distressed debt fundraising has been lower in 2020 so far,
though this comes off a record year for distressed in 2019,
which could indicate the current distressed capital raising
cycle is over.
Subordinated debt makes a surprisingly strong showing
with 43 percent of all funds closed running a subordinated
or mezzanine strategy.
Capital raised by region, H1 2020 ($bn)
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Top 10 vs the rest, H1 2020

$4.6bn

$3.4bn

$3.2bn

Ardian Private
Debt IV
GSO European
Senior Debt
Fund II

Bain Capital
Distressed
& Special
Situations
2019

$3.1bn

$35.3bn

Macquarie
Infrastructure
Debt Fund
(UK Inflation
Linked) 2

$2.8bn $2.7bn $2.0bn $1.8bn

$3.5bn
Churchill
Middle
Market Healthcare
Royalty
Senior Loan
Fund II Partners IV

Ares Special
Opportunities
Fund

Mercer
KKR DisPrivate
location
Opportu- Investment
nities Partners V

$1.8bn

The 10 biggest funds raised
almost as much as the rest of
the market
The largest funds dominate and the
chart shows by just how much. Total
fundraising across the 10 largest closed
in H1 was almost as much as all other
funds combined. Yet, the large funds
are relatively small compared with the
largest over the past five years. The
trend of large fund managers securing
the bulk of LP cash seems set to
continue.

Crescent European
Specialty Lending
Fund II

The rest

Funds in market –
regional focus of
capital

Amount targeted by funds in market by region, 1 July
2020 ($bn)
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The chart shows the surprise
dominance of European
fundraising in H1 may have
been a one-off. In terms
of funds currently in the
market and seeking to raise
capital, the vast majority are
North America-focused.
Expect normal business to
resume. ■
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Source for all data: Private Debt Investor
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Funds in market
This month’s measure of the pulling power of managers, regions and
strategies in private credit
Ten largest private debt funds in market
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($bn)

Strategy
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US

15.00

Distressed debt

Multi-regional

US

10.00

Distressed debt

North America

Goldman Sachs Merchant Banking
Division

US

10.00

Subordinated/
mezzanine debt

North America

Blackstone Real Estate Debt Strategies IV

Blackstone

US

5.00

Subordinated/
mezzanine debt

Multi-regional

Centerbridge Special Credit Partners IV

Centerbridge Partners

US

5.00

Distressed debt

North America

EIG Energy Fund XVII

EIG Global Energy Partners

US

5.00

Subordinated/
mezzanine debt

Multi-regional

LCM Credit Opportunities 4

LCM Partners

UK

4.71

Distressed debt

Europe

Senior Loan Fund II

Arcmont Asset Management

UK

4.71

Senior debt

Europe
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Source for all data: Private Debt Investor
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Senior debt

$1.1bn

Latin America

Data

Capital raised through interim closes of all the funds in market by geographical focus ($bn)
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The next chapter
in the story
Has there ever been a more fascinating time to dust off the
crystal ball and consider what the future holds for private
debt?
As we survey the fallout from the pandemic, the Future of
Private Debt report – which accompanies our October issue
– will ask leading industry specialists for their views on the
state of this precariously balanced market. Which regions
will emerge the strongest? And which strategies will thrive in
a downturn that many expect will eclipse the global financial
crisis?
The report will include our list of the 30 rising stars of
private debt as we seek to identify the asset class’s faces
of tomorrow. We will also be diving into covenants,
environmental, social and governance issues, emerging
managers and much else besides.
Don’t miss the October issue for your peek into the future.
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America
Virtual Experience 2020
November 10-11 | Available anywhere

Create an in-person conference experience through our digital platform

1-on-1 networking

On demand access

Virtual site tour

Schedule 1-on-1 meetings during
our dedicated networking sessions
with our LP-GP matchmaking
program, ExecConnect Lite

Receive access to select sessions
and continue the conversation with
attendees up to five months postevent anytime, anywhere

Go behind the scenes virtually of
a development site at the close
of day 2 and participate in an
interactive Q&A

Customizable breakout
sessions

Early access to the
platform

Virtual networking
lounges

Pick and choose sector focused
breakout sessions and case studies
that best match your interests

Access the virtual platform in the
weeks leading up to the event and
begin setting up meetings with
fellow attendees and creating your
own agenda

Visit sponsor networking
lounges to speak with company
representatives. In addition, PERE
America will feature a LPs/VIPs
only lounge for LPs and Global
Passport Delegates.

Discussion topics (All sessions will be live with audience Q&A)
»

One thousand foot view of private real estate

»

»

Digital real estate – the next generation mobile
and internet infrastructure

LP panel: Re-thinking core investment strategies &
building a resilient portfolio in today’s market

»

State of the industry: Real estate debt funds

»

Seizing the moment: Spotlight on distressed
and opportunistic investing

»

Fundraising and deal making in a post COVID-19
economy

For program information:
Joan Moh
 joan.m@peimedia.com

For sponsorship opportunities:
Cristiana Crocco
 cristiana.c@peimedia.com

Learn more about the virtual event:
perenews.com/pere-america

For registration questions:
Customer service
 regny@peimedia.com

RELY.ability
Reliability is maintaining a consistent senior secured lending strategy
over 20+ years, and the confidence clients feel when we invest
alongside them.

A steadfast approach to investing in middle market companies through
multiple cycles. Plus advantages in experience, size and selectivity. That’s
an equation for reliability that our investors can depend on.
Antares.com
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