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Even now optimism is not 
in short supply. The warning 
signs of another downturn 
are there – cov-lite deals, 
tighter spreads, increased 
leverage – and have been 
discussed at length both 
in PDI and elsewhere. Yet, 
regardless of the potential 
economic pitfalls, the pri-
vate debt market contin-
ues into extra innings and 
then some. Fundraising has 
dropped off, but deals are 
happening, and attractive 
returns can still be generated. 

Many are sanguine about the prospect of 
the global economy taking a turn for worse. 
Alternatives are generally better insulated 
against financial shocks when compared with 
capital markets. Few think that there will be a 
repeat of 2008-09. That was then, this is now. 
The industry is far more regulated, and we are 
not seeing the same amount of leverage we saw 
in the run up to the financial crisis. 

It is true enough that one can’t reliably draw 
parallels between cycles as each is different, 
but that doesn’t mean one shouldn’t be aware 
of the risks. What goes up must come down. 
The question now is how big the drop will be, 
and how the industry can best be prepared. 

In our keynote interview (p. 6), James 
Keenan, chief investment officer and global co-
head of credit at BlackRock Alternative Inves-
tors, offer his insight on the value of taking 
a long-term view and having a pro-active 
approach. Meanwhile, Stephen McKenna, co-
head of private debt and capital markets in 
EMEA at fund administrator SANNE, explains 
on p. 16 how untested private debt managers 
can prepare for unchartered territory.

It is not just about being ready for 

macroeconomic head-
winds. Thanks to the rise 
of technology and artificial 
intelligence, the industry 
is gradually undergoing 
some profound structural 
changes, too. As Plexus 
Investment’s Matthias 
Kirchgaessner explains on 
p. 20, keeping up to date 
with the latest innovations 
is not a matter of staying 
ahead, it could be matter 
of survival.  

However, as we cover 
in our marketplace lending analysis (p. 12), 
innovators are also taking on additional risk. 
Few peer-to-peer lenders have faced the rig-
ours of market volatility and as the saying goes: 
you can recognise a pioneer by the arrows in 
their back. 

Enjoy the report

Andrew Woodman 
Special Projects Editor
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PDI’s most-read stories reflecting private debt’s evolution this year 

Stories shaping the future

NEWS

TIMELINE 

Debt manager ESO acquires PE firm

KKR’s credit platform lines  
up new Asia-Pacific head

GSO becomes 
biggest contributor to 
Blackstone AUM

London-headquartered ESO Capital Partners agreed to acquire Core 
Capital Partners for an undisclosed sum, bringing together the two 
London-based fund managers’ debt and equity finance capabilities. 
The combined business continues the two managers’ previous focus on 
backing northern European SMEs, investing up to €40 million in complex 
deals. The combined firm will provide hybrid capital solutions ranging 
from senior debt to equity. ESO chief executive Alex Schmid retained his 
position as CEO of the combined group. 

KKR relocated its New York-based 
managing director, Brian Dillard, 
to Hong Kong to oversee its 
Asia-Pacific private debt business. 
Dillard previously worked in Hong 
Kong assisting in the development 
of the firm’s Asian operations 
during 2008 and 2009 and moved 
to New York when joining KKR’s 
special situations business as a 
portfolio manager.

GSO Capital Partners, Blackstone’s credit arm, 
saw its total assets under management reach 
$138.1 billion in assets by the end of 2017, 
up from $93.3 billion 12 months earlier. The 
increase came from the addition of $22.5 
billion from Blackstone Insurance Solutions 
and $10.8 billion from energy investment firm 
Harvest Fund Advisors. Blackstone’s total AUM 
rose to $434.1 billion, an 18 percent increase 
from the end of 2016. 

FEBRUARY MAY JUNE

Ares Management elected to become a C-corporation, abandoning its 
partnership status. The LA-based alternatives manager expects its capital 
structure to be more liquid as a result. According to an investor presentation 
released alongside its fourth-quarter earnings, its shares may be a more attractive 
currency of consideration for strategic transactions. 

Ares becomes first listed manager to convert to a C-corporation



October 2018 | The Future of Private Debt 5

NEWS

Oaktree raises $720m for senior debt

Apollo debuts debt-equity vehicle 

Incus in ‘one and done’ €500m fundraise

Apollo Global Management launched its debt-
and-equity hybrid vehicle, seeking $3 billion. The 
New York-based alternatives giant’s Apollo Hybrid 
Value Fund will mainly target companies in North 
America and Europe with enterprise values of $750 
million to $2.5 billion. Apollo will target senior and 
subordinated loans; non-control investments in 
distressed businesses; and structured equity.

Oaktree Middle Market Direct Lending Fund raised  
$720 million for its senior debt-focused vehicle that will 
invest in senior loans. The fund began deploying capital 
in April after holding a first close. On a second-quarter 
earnings call, Oaktree executives pointed to direct 
lending as an area of growth for Oaktree over the next 
few years.

Incus Capital, the Spanish asset-based lender, announced a first 
and final close for its third fund – European Credit Fund III – on 
€500 million. According to managing partner Andrew Newton, 
the fund was raised following conversations with existing investors 
– plus those who had previously expressed interest – about the 
size of fund they were prepared to support. The firm did not 
employ a placement agent to assist the fundraising. The latest 
fund is significantly larger than Incus’s previous fundraises for 
Funds I and II, at €130 million and €270 million, respectively. 

JULY SEPTEMBER

BC Partners credit arm tops $1bn AUM

KKR and FS merge BDCs, making world’s second largest

BC Partners’ credit arm surpassed the target set for 
its debut opportunistic vehicle. The New York-based 
debt group cleared its $150 million target for BCP 
Special Opportunities Fund I, which has a hard-cap of 
$200 million, at the of summer. The vehicle includes 
commitments from the firm’s partners, as Private Debt 
Investor previously reported. BC Partners also won 
another $200 million separate account for its credit 
business. The firm had several additional SMAs locked 
up last summer totalling an aggregate of $500 million.

KKR and FS Investments announced plans to merge their publicly 
traded BDCs – Corporate Capital Trust and FS Investment Corporation, 
respectively . The two alternative lenders have combined total assets 
of more than $8.3 billion. The majority of the merged portfolio – about 
70 percent – will consist of senior debt. The resulting combination will 
be the second largest BDC behind Ares Capital Corporation, which 
has around $13 billion in total assets. The CCT-FSIC BDC will charge a 
1.5 percent management fee and a 20 percent incentive fee over a  
7 percent hurdle rate.
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FEATURE 

INVESTMENT STRATEGIES

Q Given where we are in the cycle, how 

can investors best plan their future pri-

vate debt allocation with respect to jurisdic-

tion and strategy?

Private debt is something that is becoming 
an all-encompassing term and it is some-
thing that is becoming far more main-
stream. The exciting part about that is 
the investable opportunity for our clients. 
The ability to access a certain risk/return 
profile that was not necessarily available to 
them 10-15 years ago, has grown dramati-
cally. Some of this is because the banks are 
reducing their exposure to private debt 
and the market has become far more 
accustomed to dealing directly with dif-
ferent fund managers.  

Clients are now struggling with how 

they can best position their portfolios 
for their long-term goals and the market 
continues to be a challenging environ-
ment. Fixed income rates give you a very 

low level of return right now, so how do 
you balance all the different kinds of risk, 
whether it is equity risk in the volatil-
ity and drawdown or duration sensitiv-
ity? Private debt in aggregate has grown 
dramatically and gives our clients the 
ability to invest in a variety of different 
risk spectrums from senior secured risk 
to distressed. 

It really comes down to what is the 
goal of that client, what are their liquid-
ity needs, their distribution needs and 
their long-term return targets. We look 
at private debt as something that offers 
different opportunities through the cycle, 
but in general, provides long-term alpha 
and diversification sources for a client that 
invests throughout the cycle.

How to face  
today’s risks  
for tomorrow’s 
returns
Short-term volatility should not be a barrier to long-term 
thinking. James Keenan, chief investment officer and global 
co-head of credit at BlackRock Alternative Investors, discusses 
effective strategies both late in cycle and beyond

“ONE AREA WE LIKE MOST 
RIGHT NOW, BECAUSE OF 
THE BALANCE OF RISKS, IS 
SENIOR DIRECT LENDING 
IN AREAS WHERE YOU 
CAN GET A FLOATING 
RATE INSTRUMENT WITH 
FIRST LIEN. IN THE PUBLIC 
MARKET, WE LIKE BROADLY 
SYNDICATED LOANS TO 
HIGH-YIELD AND SIMILAR”
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Q Can today’s environment be easily com-

pared with what we saw during the last 

cycle? 

It is always hard to look back at things 
in the last cycle because that culminated 
with the financial crisis. Every cycle has 
some similarities to it and every cycle has 
some difference. I think the structure of 
the global financial system and the global 
markets is very different today compared to 
10 years ago. Yes, we still have an aggregate 
debt problem but that is largely sitting on 
government balance sheets and with the 
central banks, so households, private com-
panies, and the US and European banking 
systems are in better shape overall.

The similarities are that there is a lot of 
optimism in the market; growth has been 

good, monetary policy is predictable, infla-
tion is stable and earnings are good. Down-
side risks are present in the market but 
there is no obvious cause for concern, so we 
have an issuer friendly market. Spreads are 
going to be lower, structures are going to 
be more issuer-friendly and there is some 
loosening in the larger middle market.

I think the question is not just where 
you are in the cycle but what does that 
cycle look like and what is its breadth and 
depth.  I don’t think where we are now 
is similar to the 2006-07 environment.  
For example, the M&A environment is 
different. There are idiosyncratic things 
that you have to be disciplined and careful 
about, but I would say the average quality 
of companies, relative to expectations of 
earnings, is strong on aggregate, relative 
to the last cycle.

Q What strategies do you feel are the most 

attractive when looking ahead? 

One area we like most right now, because 
of the balance of risks, is senior direct 
lending in areas where you can get a float-
ing rate instrument with first lien. In the 
public market, we like broadly syndicated 
loans to high-yield and similar.  

We have found first lien direct lending 
in the US, Europe, and even Asia attractive. 
We like to be able to build that downside 
protection and find good companies where 
we are comfortable with the value propo-
sition they have and the sustainability of 
their earnings. 

We are also actively involved in oppor-
tunistic lending.  Opportunistic is not dis-
tressed companies but companies that we 
see need some inherent value proposition 
that requires a capital solution to realise. 
That might be executing a new strategy, 
bringing them to an IPO, or funding an 
M&A or major capital expenditure.  They 
have a level of complexity that requires a 
specialised solution and are willing to pay 
a premium to access capital. 

Those are the strategies that we think 
are the most attractive based on our risk 
profile right now, but we do see opportu-
nities in distressed and mezzanine. I think 
the volume of those transactions is smaller, 
and you need to be far more disciplined 
and selective.

Q Do you anticipate more distressed 

opportunities in the market? 

I don’t think it is wrong for people to be 
thinking about it. We feel clients should think 
about how they will invest proactively when 
there is a downturn. There are risk factors 
that are fairly benign right now, but things 
can change rapidly if inflation data does 
move, Federal Reserve policy accelerates 
tightening or trade rhetoric escalates.  There 
are lots of factors that can cause the cycle 
to evolve and investors should be prepared. 

FEATURE 

“EVERY CYCLE HAS SOME 
SIMILARITIES TO IT AND 
EVERY CYCLE HAS SOME 
DIFFERENCE. I THINK 
THE STRUCTURE OF THE 
GLOBAL FINANCIAL SYSTEM 
AND THE GLOBAL MARKETS 
IS VERY DIFFERENT TODAY 
COMPARED TO 10 YEARS 
AGO”
James Keenan 
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INVESTMENT STRATEGIES

FEATURE 

You can’t necessarily predict when a 
downturn is going to happen because again 
the risk factors are going to change in a 
dynamic world, but when it does happen 
you must be positioned to capitalise on 
the opportunities created in each phase 
of the cycle. Our clients have long-term 
investment goals and long-term liabilities 
to meet. When the world becomes more 
volatile and asset prices decline, inves-
tors need to have a plan for which part 
of their portfolio they will want to take 
increased risk. 

Volatility has already increased in 2018, 
and we see this continuing. The size of 
that opportunity is unknown because it 
really relies on the depth of a potential 
drawdown.  We don’t see a huge oppor-
tunity today but over the course of the 
next several years, there is no doubt that 
there is going to be an opportunity to 
deploy capital in both the public and the 
private markets at very attractive risk/
return profiles.

Q Do think niche strategies will have more 

appeal in a competitive environment?

There are two ways to look at it, one is 
through the client lens and the other is at 
the market opportunity. Clients have cer-
tainly been increasing their exposure to 
private strategies, as private credit offers 
an alpha stream they are not getting in the 
public markets. They are willing to give up 
liquidity to get a risk premium above and 
beyond the public market and have access 
to different companies, different structur-
ing and different idiosyncratic risk. In a 
balanced portfolio, they are always look-
ing for things that might be unique and 
different, specifically if they are looking 
for things that are less correlated to other 
strategies in their overall portfolio. 

To create long-term returns, people 
are either going into more risk, they 
are finding new alpha sources, or they 

are concentrating those alpha streams. 
There are gaps in the financing and they 
happen at different periods in time.  You 
might see something in transportation, 
consumer lending or project finance. We 
have an aviation platform because there 
are always unique things getting done 
across real assets in aviation and aircraft. 
We have certainly seen opportunities in 
infrastructure around the world as many 
countries look to enhance infrastructure 
globally. I think all of these things at dif-
ferent points in time have different risk 
rewards. 

There are different periods where 
there is uncertainty and volatility in cer-
tain sectors in the capital markets. So, the 
amount of capital flowing into a space can 
shut down causing periods of dislocation. 
Commodities in 2016 was a good exam-
ple, there was a significant blow out in 
public credit spreads and there was a gap 
in capital availability there. From a debt 
perspective, you can incorporate certain 
alpha streams and unique strategies into 
a bigger, broader strategy. 

Q How do you think market consolida-

tion is going to affect the private debt 

market in the long term? 

I think there will be continued consolida-
tion. In August we acquired and closed 
on an acquisition of Tennenbaum Capital 
Partners, which is a middle market direct 
lending as well as distressed platform. The 

acquisition is highly complementary to 
the existing team and business we have 
been building out at Blackrock over the 
last decade. 

It all comes down to the maturity and 
the evolution of the asset class and the 
strategy. I mean that holistically, from 
senior secured direct lending risk, all the 
way through to opportunistic and distress. 
If you think about the market when there 
was less availability, the investment uni-
verse was more dominated by the bank-
ing system. If clients wanted to access the 
market they would turn to banks. It was 
either owned by the banks or syndicated 
out in the public market. 

In the early days, fund managers and 
credit managers were building more bou-
tique strategies that were in areas of inter-
est that were not necessarily complemen-
tary to the banking system, or outside the 
banking system. That market has evolved 
and grown. I would say corporates, private 
equity sponsors, and intermediaries are 
far more willing to access fund managers 
directly. 

What we have seen on our side are 
unique advantages and the strategic advan-
tage of a scaled, global platform. I would 
say that scale provides the ability to access 
sourcing and origination because you have 
a deeper relationship with sponsors, inter-
mediaries and corporate management 
teams. You have the potential to be disci-
plined and only select the opportunities 
you find the most attractive. So, the greater 
depth of a platform, the more access you 
will have.

You also have the information edge. 
The scale of your platform can bring to 
bear information for better quality under-
writing that will lead to better investment 
decisions. I think you will continue to see 
consolidation because the opportunity for 
clients is only going to continue to grow 
over the next decade.  n

“WE FEEL CLIENTS SHOULD 
THINK ABOUT HOW THEY 
WILL INVEST PROACTIVELY 
WHEN THERE IS A 
DOWNTURN. THERE ARE 
RISK FACTORS THAT ARE 
FAIRLY BENIGN RIGHT NOW, 
BUT THINGS CAN CHANGE 
RAPIDLY”
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RISING RATES WILL FINALLY IMPACT CREDIT UNDERWRITING
LIBOR remained near 0 percent for many 
years but has gradually risen over the past 
two, resulting in higher interest rate floors, 
although spreads have compressed. 

“Interest rates have increased and 
spreads have narrowed over the same 
period,” says Richard Byrne, president of 
Benefit Street Partners. “Going forward we 
think there is a good chance that if rates 
go incrementally higher then spreads could 
widen as well to maintain some sort of pro-
portion to the base rate.

“[The fate of] the credits themselves 
depends on how much rates go up.  An 

extra 100-200 basis points in increasing 
interest rates is not going to be awful for 
most companies. It’s when you get out of 
that range that it gets more difficult to 
assess.” 

The boat will eventually be rocked 

though. Higher borrowing costs might 
result in a larger disparity between busi-
nesses – those in a financial position able to 
meet the increased cost of debt and those 
unable to do so – or the “shaking out [of] 
kick-the-can credits”, as one source puts it.

As portfolio companies deviate from 
the straight and narrow, looser documents 
could delay restructurings, causing real 
value to slip away from the lenders. Plenty 
of alternative lenders profess to have tight 
documents, but only time will tell whether 
managers negotiated a sound, or otherwise 
passable, credit agreement.

OVERVIEW

Five future private debt trends

ANALYSIS 

CONTINUED GROWTH OF DIRECT LENDERS IN THE US

With the chance of a Democratic House 
majority and the logistical obstacles that 
come with it, banks may face a more dif-
ficult path back to mid-market lending than 
initially anticipated under a Trump admin-
istration. A probability model overseen by 
FiveThirtyEight, a US news site run by data 
guru Nate Silver, currently puts the Demo-
crats’ chance of taking back the House at 
over 80 percent.

 A Democratic majority would certainly 
limit any deregulatory agenda that banks 
might have benefitted from in a continued 
Republican-controlled Congress. In addi-
tion, the regulation process in the US can 
be tenuous, offering a fair amount of uncer-
tainty, and banks would need to re-establish 
their mid-market lending desks.

Managers often cite the f lexibility 
of direct lending loans as an attractive 

opportunity for private equity sponsors, 
and if it continues to resonate with those 
firms, direct lenders will become further 
entrenched as a viable, and maybe even pre-
ferred, source for financing private equity 
deals.

“We believe leverage lending will con-
tinue to shift to asset managers that can 
deliver a more flexible product offering, 
superior coverage of sponsors and cer-
tainty of execution to sponsors,” says Walter 

Owens, chief executive of Varagon Capital 
Partners. “As a result, direct lead lending 
for performing sponsor leveraged loans 
will become a separate asset class within 
alternative credit with significant demand 
by a broad base of institutional investors.”

While the private credit industry has yet 
to face an economic downturn, let alone a 
crisis, as an established asset class, available 
data often pointed to by alternative lenders 
paints a positive picture. 

In a Hamilton Lane white paper pub-
lished earlier this year, the firm’s global head 
of credit investments, Drew Schardt, argues 
returns have outperformed other alternative 
asset classes in a rising interest rate envi-
ronment. Should the asset class perform 
positively through the next downturn, it 
would be another feather in direct lenders’ 
cap and result in continued investor interest.

The market remains strong, but the peak has passed. So what happens next?  
PDI looks at some of the key themes for the future of the asset class
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DISPARITY BETWEEN THE HAVES AND HAVE-NOTS
This is a trend PDI outlined last year. It has 
certainly played out, and we are predict-
ing more. As more limited partners have 
entered the space, many of the largest firms 
have been the beneficiaries with new inves-
tors often going with “household names”.

Ares Management’s Ares Capital 
Europe IV is a recent example of this 
phenomenon. The €6.5 billion vehicle 
surpassed ACE III’s final close by €4 bil-
lion. With leverage of slightly more than 
0.5x, the vehicle will have a whopping 
€10 billion to deploy – amounting to 
almost $12 billion.

Twin Brook Capital Partners, in 
market with AG Direct Lending Fund 

III, has so far collected more than $2 
billion, surpassing the goal on its ini-
tial close and its predecessor’s size, for 

lower mid-market direct lending. On the 
distressed investing side, GSO Capital 
Partners in April closed on an impres-
sive $7.12 billion for its third distressed 
debt fund, GSO Capital Solutions Fund 
III, which surpassed its target by more 
than $600 million. 

The average private debt fund size 
has grown to a record $1.25 billion as of 
31 March, according to PDI data. It has 
continued to climb since hitting a low of 
$602.3 million in 2015. Despite the fun-
draising boom and the asset class’s rapid 
growth, some first-time credit managers 
are having a tough time raising capital, 
sources tell PDI.

A GOOD ECONOMY MEANS MORE BORROWER-FRIENDLY DOCUMENTS
Like private credit, private equity has expe-
rienced a boom. Private equity managers 
collected some $455.39 billion last year, the 
highest amount since the global financial 
crisis, according to PDI sister publication 
Private Equity International. Private credit 
itself collected more than $205.98 billion 
last year.

The takeaway: there will be more than 
enough private equity money to chase deals, 
and there will be plenty of private credit 
capital to follow that private equity cash. 

The market remains competitive, with 
sponsors often dictating the terms of a deal 
rather than going for what may be prudent 
for a given business, one source says. 

Events that once may have rocked the 
global economy, such as sabre-rattling 
between North Korea and the US, have 
largely left markets unaffected. 

Even the periods of volatility seen in 
early 2018 were short lived, indicating 
there is potential for an even longer bull  
run. 

TEAMING UP FOR DEALFLOW 

Private credit managers will continue to 
look for different ways to get the upper 
hand in a crowded marketplace, and this 
is increasingly done through partnerships, 

one source said. A high-profile example is 
the partnership between FS Investments 
and KKR that became official in April. FS 
parted ways with GSO Capital Partners, 
which oversaw sourcing and underwrit-
ing deals for its FS Investment Corpora-
tion vehicles, and in doing so lost a valuable 
origination source. 

By teaming up with KKR, FS gained 
access to another deal pipeline through 
a publicly traded alternative asset man-
ager. Other managers have upped their 

commitments to existing partnerships or 
replaced former arrangements that dis-
solved. 

For instance, Ares Capital Corporation 
and Varagon expanded their joint venture, 
the Senior Direct Lending Programme, 
more than doubling it from $2.9 billion to 
$6.4 billion. In addition, Antares Capital 
teamed up with Bain Capital to offer a JV 
focusing on unitranche loans after Lone Star 
Funds terminated a similar partnership in 
May 2017.  n

ANALYSIS 
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MARKETPLACE LENDING 

Institutional investors love finding new 
niches that allow them to access new 
types of return, thus enabling them 

to diversify their risks. Marketplace lend-
ing, also known as peer-to-peer lending, is 
one that has recently piqued the interest 
of many.

“There are a lot of niche strategies in 
private debt that are starting to interest 
clients, looking to expand out of their 
base private debt portfolio and diversify 
over time,” says Garvan McCarthy, a prin-
cipal in the Dublin office of consultancy 
Mercer. “Peer-to-peer lending is one of 
these niches.”

Outside the world of peer-to-peer 
lending, “it’s otherwise difficult to access 
unsecured consumer lending”, adds Gregg 
Disdale, the London-based head of alterna-
tive credit at Willis Towers Watson.

There is, however, one wrinkle. Insti-
tutional investors also like to study the 
track record of investment niches – 
going back as far as they can. One might 
expect the lack of a track record for the 
relatively new investment opportunity 
of MPL to become less of a concern for 

them over time, as each year adds to the 
fossil record of investment performance. 
However, talking to institutional investors 
and their advisors, one gets the impression 
that the reverse is the case. This is because 
with every year that passes, the next eco-
nomic and credit downturn seems more 
imminent. 

This concentrates minds on the lack of 
data on how MPL investments performed 
back in 2008-09, when the credit crunch 
was at its most severe but the MPL busi-
ness was in its infancy. For this reason, 

investors and their advisors are forced to 
consider how the parts of the economy 
that MPL lenders service have performed 
during previous recessions, rather than on 
how the MPL portfolios did themselves. 
Many MPL providers were reluctant 
to talk for this piece about what might 
happen in a recession, but some have long 
addressed the spectre of recession with an 
impressive degree of detail.

Funding Circle is one example. The 
world’s largest peer-to-peer lender stress 
tests the projected returns on its UK loan 
book every year, using the Bank of Eng-
land’s latest models of a stress scenario. 
The company specialises in prime loans 
to SMEs of up to £500,000 ($658,000; 
€563,360) or its equivalent in the UK, 
Germany, Netherlands and US. In this 
wargame, Funding Circle’s client base 
suffers even worse than it actually did 
during the global financial crisis, points 
out Sachin Patel, Funding Circle’s chief 
capital officer in London. 

Funding Circle’s bad debt ratio roughly 
doubles for its projected returns on loans 
made in 2017, from 2.5-3.5 percent to 

Marketplace lending is perhaps one of most exciting new areas for private debt 
investments. How will it fair in the next downturn? David Turner reports

“THERE ARE A LOT OF 
NICHE STRATEGIES IN 
PRIVATE DEBT THAT ARE 
STARTING TO INTEREST 
CLIENTS, LOOKING TO 
EXPAND OUT OF THEIR 
BASE PRIVATE DEBT 
PORTFOLIO AND DIVERSIFY. 
PEER-TO-PEER LENDING IS 
ONE OF THESE NICHES”
Garvan McCarthy

The stress-test 
for innovation
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4.7-6.6 percent. Projected returns fall 
from 5.5-6.5 percent to 2.4-4.3 percent 
– considerably lower, but still positive.

This relatively narrow range of pro-
jected returns, even in a recession, may 
seem hard to believe. However, MPL pro-
viders – including Funding Circle – argue 
that these tight parameters are credible 
because they are based on a large number 
of small loans. All other things being equal, 
this reduces the risk of extremely bad out-
comes – a conventional corporate debt 
fund making 20 large loans, for example, 
only has to see three of them go bad to 
show a very poor investment return. On 
the other hand, the small number of loans 
also makes it possible that the fund won’t 
suffer any bad debts at all, which would 
be unthinkable for a mass-market lender 
such as Funding Circle.

Funding Circle’s projected returns for 
a recession tally with the limited data on 
MPL returns during the credit crunch. 
This based on information from just a 
handful of providers active at that time; 
Funding Circle only started making loans 
in 2010. Zopa, which claims to be the 
world’s first peer-to-peer lending platform 
specialising in prime consumer credit, has 
declared that its loans were among the few 
investments of any asset type providing 
positive returns to investors. 

Patel also makes the point that its 
return scenario for a recession assumes, 
improbably, that on seeing the signs of a 
downturn, it does precisely nothing in 
reaction. In other words, it will act like 
a man who hears of a hurricane coming, 
but does not batten down the hatches of 
his beachfront property.

Patel says that when Funding Circle 
spies the recession coming, “there will be 
a tightening of the credit box”. Moreo-
ver, “we expect competition to pull away 
markedly”, leaving the company free to 
pick the best borrowers. 

He makes the additional point that 

because the typical SME only feels the 
full effect of a credit downturn after two 
years, Funding Circle will have consider-
able time to respond to the coming storm 
– a period of notice that any weather fore-
caster would envy. He adds that because 
Funding Circle only makes loans of up to 
five years, and these loans are always amor-
tising, much of the loan book established 
under more liberal lending guidelines will 
have been paid off anyway by the time the 
storm comes.

WHAT HAPPENS NEXT?

But regardless of such statistics about 
how MPL books would have performed 
during the last recession, for many poten-
tial investors and their advisors concerns 
about MPL performance in the next 
recession are not truly assuaged. What if 
they are heavily exposed to one type of 
borrower that suffers worse in the next 
downturn than in all previous ones in past 
decades?

Patel acknowledges that “every reces-
sion will be different, with different driv-
ers and different consequences”. He adds, 
however: “I think 2008 was absolutely an 
extreme recession for small businesses.” 

He also describes the Bank of England 
stress scenario that Funding Circle plugs 
into its loan book as “more severe than 
what happened in 2008 – it covers all 
previous recessionary environments and 
then a bit more”. 

Patel sees no sign of stress in the prime 
SME sector yet, so he says that a pullback 
in lending by UK banks since the Brexit 
vote has increased opportunities for Fund-
ing Circle.

The arguments of Funding Circle and 
other marketplace lenders have, it seems, 
begun to make headway with institutional 
investors, who are increasingly consider-
ing MPL – but not quite as the main-
stream private debt option. 

Mercer’s McCarthy estimates that cli-
ents are unlikely to allocate more than 
one-fifth of their total private debt allo-
cation to MPL. “Within private debt it 
would be at the high-risk, high-return end, 
and would need to be balanced by other 
private debt investments to fit the client’s 
risk appetite,” he says. 

McCarthy adds that pension funds and 
other institutional investors that favour 
fixed income tend to be conservative, and 
therefore favour asset-based private debt 
lending in infrastructure and real estate 
over other forms of private debt such as 
MPL.

But as always in institutional invest-
ment, there are potential rewards from 
taking the road less travelled. When it 
comes to the companies that MPL busi-
nesses target, “these tend to be smaller 
companies and therefore should carry a 
premium”, says Disdale of Willis Towers 
Watson.

This premium looks particularly attrac-
tive at the moment, according to some 
estimates. 

McCarthy says that while private debt 
offers a structural illiquidity premium to 
investors of 1-3 percent, “in asset-backed 
lending we are probably more at the lower 
end of that premium at the moment”, 
because of fixed income investors’ con-
servative attitude to risk. On the other 
hand, “in peer-to-peer and conventional 
direct lending we are probably at the mid 
to high end of that premium”. n

“EVERY RECESSION WILL 
BE DIFFERENT, WITH 
DIFFERENT DRIVERS 
AND DIFFERENT 
CONSEQUENCES […] 
I THINK 2008 WAS 
ABSOLUTELY AN EXTREME 
RECESSION FOR SMALL 
BUSINESSES”
Sachin Patel 
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FUNDS IN MARKET 

While little has changed in terms of strategy distribution, there are fewer managers 
seeking capital compared with this time last year, PDI data show

Geographical distribution has remained largely the same, 
except for a slight drop in capital targeted by multi-region 
funds as a share of the total 

Unlike last year, senior debt is no longer the top strategy for 
funds in market 

Of the 538 funds in market, around 30% now do not 
disclose their target size, up from 13% a year ago

Nine out of the 10 largest funds now focus on subordinated or distressed strategies

A third of all funds in market now have a strategy involving 
real estate or infrastructure, while a quarter are focused 
exclusively on either sector
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Last year was a bumper year for 
fundraising in private debt and, 
although 2018 has dropped off 

slightly, it looks like the real pressure 
is now on putting that capital to work. 
The amount of dry powder in the market 
is high and it feels like competition for 
the best deals is fierce. The burden on 
managers to deploy the funds they have 
raised is likely to impact the selection 
process and potentially extend the scope 
of deals considered. 

Because of this we anticipate asset 
allocation to be key for investors when 
selecting a manager and their deal pipe-
line to be scrutinised more than it has 
been historically. Speed to market and 
flexibility will also become increasingly 
important differentiators. So, it is impor-
tant that fund administrators are quick 
to react to ensure the deal teams are not 

slowed down unnecessarily by adminis-
trative elements of an investment. 

The market has seen a steady creep 
of covenant-light deals, which has now 
even penetrated the mid-market in the 
US, which is something we didn’t even 
see in 2006 and 2007. Coupled with 
increased leverage, required to provide 
the return investors demand, this could 
pose some challenges during the next 
cycle. As Warren Buffet once said, “only 
when the tide goes out do you discover 
who has been swimming naked”. Over 
the past decade, we have had experience 
in dealing with workout scenarios, acting 
as directors for funds when transactions 
have not performed as anticipated and 
we can use that experience to assist the 
funds we are mandated on should such 
events reoccur. 

We have witnessed an increase in the 

“THE WORLD IS BECOMING 
SMALLER. INVESTORS ARE 
LOOKING INCREASINGLY 
AT MULTI-REGIONAL 
STRATEGIES AND MORE 
FUNDS ARE RAISING 
CAPITAL GLOBALLY”
Stephen McKenna 

FEATURE 

FUND ADMINISTRATION 

Strategies for a  
shrinking planet 
Market consolidations, technological innovation and evolving strategies are changing 
the way fund administrators work, explains Stephen McKenna, co-head of private 
debt and capital markets in EMEA, SANNE
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number of investors that want to perform 
due diligence on us and we anticipate this 
will continue. We see this trend making it 
more difficult for the smaller players in 
our market given how detailed the due 
diligence questionnaires have become. 
For this reason and the amount of private 
equity money in our industry we expect 
to see a continued consolidation of service 
providers until we are in a similar position 
to the audit world and there is a big four 
or five administration firms.  

TECH IMPACTS

As with all industries, technology is play-
ing an increasingly important role. Some 
might believe that advances in technol-
ogy would be competition for the out-
sourced service industry. However, we 
see it being a benefit. Technology in our 
industry improves availability of informa-
tion, reduces the potential for manual 
error and increases efficiency through 
increased automation. Fund managers 
might invest in technology such as arti-
ficial intelligence using algorithms to 
forecast the performance of an invest-
ment or the risk of default. However, do 
they also want to spend money on the 
best-in-practice accounting software or 
KYC database or investor portal when 
they could employ a service provider who 
uses all of these products as part of the 
standard offering? 

We also see advances in technology 
playing an increased role in the types of 
transactions brought to market. SANNE 
were appointed on some of the earliest 
and most high-profile peer-to-peer deals 
and we were quick to realise that as tech-
nology advances it is important to stay in 
touch and evolve with the landscape or 
be left behind. Jersey, where we are head-
quartered, has been home to a number of 
Europe’s ICO’s and this is another area 
that could potentially grow in importance. 
How cryptocurrencies and blockchain 

technology will impact our industry in the 
long term is still to be seen. However, it is 
important to appreciate the importance 
of developments in this space and invest 
in research, understanding and consider 
the potential. 

The world is becoming smaller. Inves-
tors are looking increasingly at multi-
regional strategies and more funds are 
raising capital globally. We have witnessed 
an increase in investment from Asian 
institutions and it looks like this trend is 
set to continue. As previously mentioned, 
investors are also taking a keen interest 
in who is administering the funds they 
are evaluating and therefore obtaining 
globally recognised accreditations for 
the processes and controls in place will 
continue to be an area of focus. We have 

invested a lot of time and money on ISO 
and ISAE accreditations since we appre-
ciate the importance our managers and 
investors place upon such accolades and 
the comfort they provide.  

GROWING OVERSIGHT 

Since the financial crisis, regulation has 
increased exponentially. Politicians and 
policy makers have been busy ensuring 
that the finance industry will not be 
allowed to “get away with it again” and 
oversight and risk management appears 
to be the methods of choice. We have seen 
AIFMD to protect investors in alterna-
tive assets in Europe, FATCA and CRS to 
ensure compliance with tax obligations 
and BEPS to deal with large corporates 
not playing nicely. With the exception of 
the current administration in the US, it 
looks like this trend is set to continue. 
Although managers see much of this 
regulation as necessary today it is again 
an opportunity for the outsourced service 
industry. We prioritise horizon scanning 
to ensure we can come to our clients as 
early as possible with solutions for future 
developments. We work with industry 
bodies to adopt best practice and com-
municate this with our clients to ease the 
burden and add value. 

One consequence of the increased 
regulation through acts like Basel III and 
Dodd-Frank has been the well-publicised 
retreat of the banks from the SME lending 
arena. Most commentators expect this to 
continue although the retreat has hap-
pened at a different pace or extent from 
jurisdiction to jurisdiction and country 
to country. Markets such as Germany for 
example, are still overbanked and have 
been talked about as the next big pri-
vate debt market for some time. To what 
extent private debt flourishes in each par-
ticular market is still to be seen but we 
fully believe that the asset class is still in 
its infancy and is here to stay.  n

“TECHNOLOGY IN OUR 
INDUSTRY IMPROVES 
AVAILABILITY OF 
INFORMATION, REDUCES 
THE POTENTIAL FOR 
MANUAL ERROR AND 
INCREASES EFFICIENCY 
THROUGH INCREASED 
AUTOMATION”
Stephen McKenna 
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What do you think is the most 
exciting development or innova-
tion in private debt right now?

Where do you think the next great-
est challenge for private debt will 
come from?

INDUSTRY OUTLOOK

The predictions panel
From an increasingly 
sophisticated investor 
base to the turning cycle, 
PDI’s panel of industry 
experts share their  
insights on the  future of  
private debt 

OUR INDUSTRY PANEL 

Ken Kencel, 
president and CEO of 
Churchill Asset Management, 
New York 

Bill Brady, 
head of alternative lender 
and private credit group, 
Paul Hastings

Ari Jauho, 
partner and chairman, 
Certior Capital

Q Q
KK: I would say it’s the growing acceptance of 

private debt as an asset class and the significant 

increase in the number and quality of institutional 

investors globally that are now allocating to the 

asset class. Five years ago, it was a real challenge 

educating investors on the attractive attributes 

of private debt investments. Today, we now see 

virtually every major institutional investor working 

with their investment staff and consultants to 

identify the most attractive segment of the private 

debt market to invest. 

BB: In the private debt space, fierce competition has 

led to much innovation in terms of deal structure 

and product mix. What is most impressive and 

exciting is the level of flexibility of the private debt 

funds. They are far more nimble today than they 

were just a few years ago. Their own leverage has 

also helped in this regard.  

AJ: Private debt investing itself is a great innovation 

from the financial sector’s stability point of view 

as private credit funds are typically funded by 

limited partners’ capital and the funds cannot 

go bankrupt. On the other hand, private credit 

provides institutions with interesting investment 

opportunities. 

KK: Given the amount of private debt capital 

raised and the competitive dynamics playing out 

in the financing markets, it will be an increasing 

challenge to deploy that capital in quality 

investment opportunities at the pace investors are 

expecting. I think those firms with scale in their 

capital base and a strong sourcing platform will be 

the ones that can best meet that challenge.

BB: When the cycle turns, and it always does, the 

greatest challenge will be how to best weather 

the storm. Unlike the last recession, there is a 

ton of dry powder out there, so the next turn will 

bring headaches to some debt funds but will 

present real opportunity for others. Those who 

are opportunistic and have the appetite to invest 

into a special situation will be able to ride out 

this challenge. I’d also add that a lot of unique 

structures have been put into place that may not 

have been tested in a down market. Until they’re 

tested, parties will continue to push the envelope, 

and when the downturn comes it could bring with 

it a whole host of new challenges.

AJ: The next greatest challenge for private debt 

will probably come when we enter a recession 

after a long growth period in the economy. Usually 

terms and conditions on transactions get worse 

during a long growth period and you might enter 

a recession with a portfolio of deals with weak 

protection.

INTERVIEW
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KK: Stick to your core strategy and maintain your 

credit discipline. Ultimately, it’s about delivering solid 

net returns to your investors. While there will continue 

to be tremendous pressure to deploy capital and 

grow AUM, doing so at the expense of credit quality 

will prove to be a big mistake. Those of us who have 

lived through several credit cycles know this and have 

framed our approach accordingly.

BB: In terms of managing your portfolio, it’s 

critical to be proactive in the case of significant 

performance related issues. Heading into a workout 

or restructuring, preparation for the unexpected is key.  

Even if the dynamic seems consensual it’s important 

to have a Plan B and Plan C.  Those plans should be 

mapped out at the outset of the workout.  Putting 

contingency plans in place and understanding which 

levers to pull when will also put you on stronger 

ground to set the tone for your conversations with 

your borrower.   

AJ: To maintain discipline is very important in 

investing in private debt, especially during good 

times in the economy. Managers should make their 

own due diligence and judgment on transactions, not 

just rely on other parties’ views.

Which geographical region do you 
think shows the biggest promise 
for private debt growth?

What is one piece of future advice 
would you offer private debt fund 
managers?

Which investor group do you think 
is most likely to increase its private 
debt exposure?

Which private debt strategies do 
you think will be the most sought 
after in the near-future?

Q

Q

QQ
KK: At Churchill, we focus exclusively on 

companies based in the United States. It’s by far 

the largest and most robust market for private 

debt globally and we expect that to continue given 

the various challenges currently facing the more 

fragmented European markets.

BB: We already have so much growth and 

competition in the US as well as Europe, so the 

natural choice would be Asia, but it’s hard to 

say for sure. I think it is safe to say that we’ll see 

continued growth in global funds that can invest 

in multiple regions when the opportunity is right. 

That’s in addition to existing US asset managers 

who are entering Europe and existing European 

asset managers entering the US market on the 

direct lending side. Many of our clients fit that 

description.  

AJ: I personally believe in Europe. There is still a 

big growth potential in Europe when it comes to 

direct lending in sponsored transactions, but also 

in sponsorless debt financing, especially in smaller 

transactions.

KK: We see most investors generally increasing 

their allocation to private debt. In particular, public 

and private pension plans have been increasing 

their allocations most significantly as they look 

to meet their obligations to participants. They are 

finding it difficult to get their target returns from 

investment-grade fixed income or even broadly 

syndicated loans or high-yield bonds. I think this 

trend will continue. I also think that high-net-

worth and retail investors will increasingly look to 

alternative assets like private debt given that public 

equity markets are at all-time highs. 

BB: Recent changes to the German Insurance Act 

have opened up the private debt space to German 

insurance investors. These investors were typically 

only able to invest in private equity, so we expect 

to see an increase in private debt investment from 

that group.

AJ: I expect pension funds to allocate more money 

to private debt, as private debt provides very good 

risk-return characteristics, compared, for example, 

to listed equities. To pension funds that have 

long-term liabilities with well predictable cashflows, 

private debt offers interesting opportunities. 

KK: I think private debt managers that have 

historically stayed highly focused on their investment 

strategy and have delivered for investors through 

the economic cycles will continue to be the ones that 

attract the vast majority of investor capital. Generally, 

those with a more conservative investment focus will 

be preferred given the fact that we are clearly in the 

latter stages of an economic cycle.

BB: That depends on how you define “near future.” 

Right now, we are seeing a real increase in special 

situations fundraising as well as deployment of cash. 

And unlike past cycles, there doesn’t seem to be a 

single industry that is most likely to see a downturn. 

There are pockets across a number of areas that will 

be ripe for private debt investment. Many funds are 

preparing for all parts of the cycle and those that have 

an industry agnostic outlook will be well positioned to 

find opportunities in choppy waters.   

AJ: SME direct lending in Europe looks like a 

promising strategy, as there has not yet been too 

much money allocated to SME direct lending funds 

and as the universe of smaller companies is huge 

in certain countries in Europe, like in the UK and 

Germany.  

INTERVIEW



The Future of Private Debt | October 201820

Q Are private debt managers prepared 

for the future? 

We did a survey recently just figuring out 
how prepared managers are overall.  We 
have a big network of different kinds of 
managers and it was astonishing to see 
that most people are not adapting to the 
technology that is already available and 
out there. 

It was striking to see during the 
panel session we had [at the PDI Ger-
many Forum] that in the audience there 
was only one guy who had hired a data 
scientist and was using that for sourc-
ing, the underwriting, as well as for the 
monitoring. 

If you are looking at the different 
strategies, I would assume it is very 
important to have a very high number 
of data points for each kind of company 
and the people on the board, so you can 
digest this information and come up 
with a view, not only of how stable this 
business might be, but also what kind of 
integrity the team have. If you are walking 
around and you have no clue about that I 
wonder how you can really do the proper 
underwriting. In short, I am not sure if 
most managers are equipped these days, 
although they should be.

Q Which emerging technology do you 

think will bring the most disruption to 

the private debt industry?

If you look from the technology point 
of view, AI needs to be faced, and seen 
as a tailwind, not as a headwind. It will 

become a headwind if you are lagging 
behind the competition and you believe 
that your underwriting style is efficient 
when it’s not. You are missing opportuni-
ties as a result. 

Q Which future private debt strategies are 

you focused on right now?

In terms of the different kinds of strate-
gies, we were shying away from direct 

lending for the last two years. It is not 
that we feared the economic cycle, but 
because the expectation that at some 
point we will be at the peak and most 
likely if you are subscribing to a fund now 
you will be hit by a recession.  

Therefore, we like short-term expo-
sure like trade financing where it is fully 
collateralised. My issue with direct lend-
ing is not knowing in what kind of cycle 
we will be in when we exit, and principal 
comes back. On the other hand, I would 
rather invest in distress and have capital 
committed to distress thinking that there 
will be a distressed cycle coming along. 
However, we are not going with the big 
guys. You have to look for smaller manag-
ers who dive into sectors that they really 
know and can apply capital along the way 
and you don’t need a distressed cycle. 

Q How are you taking advantage of new 

innovations and technology in your 

organisation?

We have a data scientist employed, who is 
a quant by training, and he can program 
and use Python. If you allocate capital to 
liquid equities, our assumption is that in 
three to five years’ time it will be domi-
nated by AI managers. That means you 
have to step up and understand what 
kind of technology it is out there, and 
how it is applied by managers to achieve 
better results than any active manager, 
or at least better than an ETF. If you are 
not doing this research now, then you are 
just behind the curve.  n

‘If you are not acting now,  
you are behind the curve’
Managers are underprepared for disruption, Matthias Kirchgaessner, an external 
advisor at Plexus Investments, told PDI during an interview at our Germany Forum

“AI NEEDS TO BE FACED, 
AND SEEN AS A TAILWIND, 
NOT AS A HEADWIND. 
IT WILL BECOME A 
HEADWIND IF YOU ARE 
LAGGING BEHIND THE 
COMPETITION”

Matthias Kirchgaessner 

TECHNOLOGY

INTERVIEW 
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NON-SPONSORED DEBT

Q What kind of loans do you like to make?

Philip Robson: Our strategy 
is focused on originating and managing 
private debt investments in mid-market 
Canadian companies – typically busi-
nesses with between C$5 million ($3.8 
million; €3.2 million) and C$25 million in 
EBITDA. We structure highly customised 
fixed-rate loans with maturities ranging 
from five to 10 years.

We always structure our loans as senior 
secured debt and invest in companies that 
meet our internal criteria for investment 
grade credit. To eliminate prepayment 
risk, we impose strong penalties for pre-
payment – borrowers who opt to prepay 
the loan before maturity will be subject to 
a fee that is approximately equivalent to 
the net present value of all future inter-
est payments.

Unlike other private debt managers, 
we focus on non-sponsored transactions 
and source our deals directly from bor-
rowers or smaller advisors due to our 
strong preference to be the sole term 
lender to a company. This mentality of 
lending to the kind of non-sponsored 
businesses that commercial banks lend to, 
rather than into the private equity world, 
is reflected in our personnel: we hire com-
mercial bankers rather than investment 
bankers.

Q Why do you like non-sponsored trans-

actions? 

Theresa Shutt: As the sole lender 
rather than one among several, as is 
often the case with private equity deals, 
we can get the covenants we want, and 

the terms that we want, including pre-
payment penalties. Another attraction is 
that non-sponsored businesses tend to 
be private businesses, and we like bor-
rowers where owners and management 
have a significant economic interest in 
the business. Moreover, we believe the 
non-sponsored market is significantly 
less competitive than the sponsored 
market. This allows us to achieve returns 
that meet our investment criteria.

Q What coupons can one reasonably 

hope for in the Canadian non-spon-

sored market? 

PR: Our coupons have changed very 
little over the years, because the absence 
of severe competition in this market 
allows us to be price makers rather than 
price takers. For our funds, which are 
unlevered, we target an internal rate of 
return of 6 percent for investment grade 
credit. Because we never take any equity 
participation we rely entirely on our 
coupons to achieve this, and the coupon 
range is narrow: between 5.5 percent 
and a maximum of about 6.95 percent. 

Q Some fund managers and investors 

in the US have complained that even 

in parts of the non-sponsored market, too 

much capital is chasing too few deals. What 

is your experience in Canada? 

TS:  We are often asked if this is the 
case in Canada, but this has not been 
our experience. Significant capital is 
indeed being raised for private debt 
globally, but Canada is not seeing the 
levels of undeployed dry power as you 
see in the US and Europe and very little 
capital is coming across the border into 
the Canadian market. While US fund 
managers do come to Canada occasion-
ally, they don’t fundamentally have the 
boots on the ground that you need to do  
non-sponsored deals in this market. 
They are not going to get on a plane 
or train to look at an opportunity in 
northern Ontario, as we will. Our main 
competition continues to be the local 
banks.

Northern lights 
Philip Robson and Theresa Shutt, president and chief investment officer, respectively, 
of IAM Private Debt, give their outlook on non-sponsored deals in Canada and the macro 
risks facing the North America market

“WE TALK TO OUR 
BORROWERS ABOUT THEIR 
RISKS AND WHAT THEIR 
PLANS ARE FREQUENTLY. 
TRADE IS OBVIOUSLY AN 
ISSUE FOR THEM – WE 
ARE MORE CONCERNED 
ABOUT IT, PRESENTLY, THAN 
WE ARE ABOUT RISING 
INTEREST RATES, FOR 
EXAMPLE” 
Philip Robson 
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Q Are the banks rather competitive in 

Canada, when it comes to mid-market 

lending, because they did not have much of 

a credit crunch?  

TS: It is true that the impact of 2008 was 
not nearly so great in the banking sector here 
as it was in western Europe and particularly 
the United States. It is also true that for more 
plain-vanilla deals, the banks can typically 
provide cheaper financing. 

However, Canada’s banks are now sub-
ject to higher capital charges for long-term 
lending, created by the Basel III regime, and 
therefore, more restricted in their ability to 
provide longer maturity loans which is where 
we focus.  As a result, our competitive advan-
tage has grown significantly versus the banks. 
Moreover, as in other markets private debt 
funds such as ours can be faster, more flexible 
and more innovative.

Q Aside from the competition, you also 

have to cope with economic risks, such 

as Canada’s trade tensions with the US. Is this a 

risk for your borrowers?

PR: We talk to our borrowers about their 
risks and what their plans are frequently. 
Trade is obviously an issue for them – we are 
more concerned about it, presently, than we 
are about rising interest rates, for example. A 
large portion of Canada’s GDP comes from 
natural resources. Because much of what 
is extracted is exported, it can be affected 
by trade disputes. It can also be affected by 
a sharp decline in commodity prices; for 
example, some of our borrowers were hit 
by the 2015 slump in oil and gas prices, 
though a large portion of our portfolio was 
not impacted.

A serious trade war would also have 
second-order impacts. For example, in 
Ontario, auto and auto parts manufacturing 
accounts for a sizeable proportion of total 
output. If plants closed down, this would 
hit the economies of the local towns where 
the plant is based, draining income from the 
wider community.

Having said this, we are not convinced 
that there will be a trade war with the US, 
because it is not in either country’s interest. 
Moreover, for the auto industry and some 
other industries, a trade war would be many 
orders of magnitude more painful for the 
United States than for Canada.

Q But although you are reasonably san-

guine, presumably you are reacting to 

these risks? 

PR: We constantly identify risk and how to 
mitigate it, and we look at how geographi-
cally diversified potential new borrowers 
are, since diversification mitigates risk. If we 
feel that they are not sufficiently diversified 
and are therefore at too great a risk from 
trade tensions, then we will not approve a 
loan. More generally, we always look at the 

worst-case scenario for the industry which 
a potential borrower is in.

We also take comfort in the fact that 
all our funds are highly diversified, with 
prescribed limits for minimum number  
of investments and maximum sector expo-
sure – something that we monitor very 
closely.

Q The size of your funds has generally 

increased, with your sixth core fund likely 

to close at almost C$1 billion later this year. Do 

you expect further growth?

TS: Over the past three years investors have 
for the first time started calling us, rather 
than us knocking on their doors, as insti-
tutional investors develop a deeper under-
standing of private debt. We are now seeing 
more interest from private pension funds, 
small life insurers and family offices, boosting 
our investor base from four or five when we 
launched our first fund in 2005 to almost 30 
now. We expect the number of interested 
institutions to keep growing, and many exist-
ing investors are likely to want to allocate 
more money than before. 

Another potential source is non-Cana-
dian pension plans. We have had some inter-
est from outside Canada and have partici-
pated in a number of global requests for 
proposal. 

While the demand for our private debt 
funds continues to grow, we continue to be 
cautious of not raising too large a fund as we 
want to preserve the quality of our invest-
ments. To put this in numbers, in an average 
year we approve 15 to 20 transactions out 
of the 250 to 350 that we look at. This lies 
behind our extremely low cash loan loss: 
C$5.6 million out of almost C$2.4 billion 
invested over the past 14 years.

To put it in a more human way, we ensure 
our investment team remains cautious about 
risk by reminding them all the time that 
because our investors are largely pension 
plans, the money we are ultimately manag-
ing is an individual’s retirement savings.  n

“THE IMPACT OF 2008 
WAS NOT NEARLY SO 
GREAT IN THE BANKING 
SECTOR HERE AS IT WAS 
IN WESTERN EUROPE AND 
PARTICULARLY THE UNITED 
STATES. IT IS ALSO TRUE 
THAT FOR MORE PLAIN-
VANILLA DEALS, THE BANKS 
CAN TYPICALLY PROVIDE 
CHEAPER FINANCING” 
Theresa Shutt
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FINANCIAL CRASH … PART TWO 
Of course, they never saw it coming. 
Lenders who had bent over backwards 
to accommodate pampered borrowers 
now found that agreeing to covenant-lite 
structures in pretty much every deal was 
not such a great idea after all. It meant 
there was no warning sign when the pro-
verbial hit the fan. 

And hit the fan it did. A no-deal 
Brexit, a surge in European populism, 
wars breaking out in various parts of the 
globe, highly aggressive trade disputes 
… all combined to give companies the 
jitters. One or two firms backed by pri-
vate debt began to get into trouble and 
then you had a domino effect with one 
toppling after another. 

Part of the trouble was that there was 

no market where you could easily buy 
and sell the loans. Many ended up being 
offloaded at deep discounts. Returns 
took a hammering: many direct lend-
ers had promised returns juiced up by 
leverage on an adjusted cashflow basis. 
It was a recipe for trouble and many 
investors were wiped out. 

Now, of course there’s always a bright 
side. Distressed specialists had a field 
day: all that capital that been building 
up in anticipation of the cycle turning 
finally found a home. Moreover, it had 
long been said that the burgeoning pri-
vate debt asset class needed a crisis to 
sort the wheat from the chaff. It had 
certainly got one, and it turned out 
there was a fair amount of chaff. 

MACROECONOMICS

Tomorrow’s headlines 

THE FED RAISES RATES AGAIN 

Strong US GDP growth in 2018 was sus-
tained as retaliatory tariffs by China failed 
to significantly impact exporters. President 
Trump and the European Union came to 
a new arrangement on tariffs, seen as vital 
ahead of European elections and the UK’s 
departure from the bloc, which mitigated the 
immediate economic effects of the trade war.

However, this strong growth, and new 
tariffs for previously cheap Chinese goods, 
began to once again stoke the fires of inflation, something most US 
consumers have been untroubled by in recent decades. Increased 
production of raw materials in the US came at a cost as unions 
began to demand a share of the wealth being generated.

Faced with the potential for inflation to creep above 3 percent, the 
Federal Reserve increased interest rates to 2.5 percent in November 

2018 and made a further rise to 3 percent in 
March 2019, nine months earlier than most 
analysts expected in mid-2018.

While most private debt instruments 
were based on floating point rates, the 
initial impact on the private debt indus-
try was largely positive with returns to 
investors benefitting from the additional 
premium. However, the summer months 
saw some private equity-backed leveraged 

buyout targets begin to struggle. Some firms were lumbered with 
very high levels of leverage off the back of adjusted EBITDA mul-
tiples and were struggling with cashflow concerns. The industry 
is nervously waiting to see how revenues fare during the holiday 
season, with some concerned that one or more high-profile firms 
could fail to meet its debt obligations.

With so many variables and potential outcomes, planning for the future is a challenge. 
Looking in its crystal ball, PDI ponders what might be 

OPINION 
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NEW DEMOCRATIC HOUSE 
MAJORITY BENEFITS  
DIRECT LENDERS
Republican President Donald Trump’s unpopularity resulted 
in a partisan chasm wider than the Grand Canyon, causing 
Democrats to take back the House of Representatives, the US’s 
lower chamber of Congress, for the first time in eight years.

Incoming Speaker Nancy Pelosi and her Democratic major-
ity will doubtless take plenty of measures to make life difficult 
for the Trump administration and stymying his deregulatory 
agenda will be among them. She may simply refuse to bring 
legislation to the floor that loosens financial regulatory shackles 
or actively promote bills that make life much more difficult for 
the big banks. Those financial institutions have yet to pile back 
into the mid-market, partly because the “red-tape cutting” 
that has made its way through Congress under the Republican 
majority has benefitted the smaller and mid-size banks. In 
addition, legislation often requires federal regulatory agencies 
to write new rules, a process that moves at a glacial pace.

The above reasons, though, did leave the door open for 
banks to see more accommodating policies enacted, should 
Republican-controlled Congress have begun enacting big-
bank-friendly policies and federal agencies finalise new stat-
utes. A Democratic House, though, negates any possibility, 
particularly with the party’s leftward drift. 

THE UK CRASHES OUT OF EUROPE 
WITHOUT A DEAL  

An outcome few thought possible became reality on March 
30. Despite frantic last-minute, back-and-forth negotiations 
between the UK Brexit negotiating team and their Euro-
pean counterparts, neither side could come to a compro-
mise. Among the sticking points in the remains of UK prime 
minister Theresa May’s much-maligned Chequers Deal were 
unanswered questions over the Irish border.  

As the news broke, the pound plummeted and in the 
coming weeks, huge supply chain disruption and a sharp rise 
in import prices, combined with inflation and falling consump-
tion, drove the UK into recession. Unsurprisingly, those most 
affected were the sterling-denominated funds, thanks to a weak 
pound and increased hedging prices. The biggest pan-European 
funds were able to minimise the impact by shifting strategy 
to towards the continent. 

On the other hand, the turmoil created opportunities for 
overseas distressed debt investors circling for a bargain. Now 
UK-based managers and fund administrators are faced with 
another headache: the regulatory status of UK funds with 
European offices. With no co-operation agreement, specifi-
cally under AIFMD, managers have been left paralysed by a 
lack of clarity over their status in each European jurisdiction.
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INVESTORS

The LP watchlist
As LPs ramp up private debt commitments globally, PDI highlights  
some of moves made by the most active investors over the past three years

New York State Common Retirement Fund 
(AUM: $207bn)  
NYSCRF, the third largest pension fund in America, is 
managed by the New York State Comptroller’s Office. 
The assets and income of the New York State and Local 
Employees’ Retirement System and the New York State 
Police and Fire Retirement System are combined to make 
the New York State Common Retirement Fund.

Fund name Manager Vintage Commitment ($m)

Varde Specialty Finance Fund Varde Partners 2018 150

Vista Opportunistic Credit Fund I Vista Equity Partners 2018 200

GSO CSF III Co-investment fund Blackstone 2017 200

Recent investments

Pennsylvania Public School Employees’ 
Retirement System (AUM: $54bn)  
Set up in 1917, PSERS is the 20th largest state-sponsored 
defined benefit public pension fund in the US. The system 
committed to 13 private debt fund managers this year, 
including Apollo Global, Avenue Capital, and Oaktree 
Capital. 

Fund name Manager Vintage Commitment ($m)

ICG Europe Fund VII Avenue Capital Intermedi-
ate Capital Group

2018 150

TPG Opportunities Partners IV TPG 2018 150

Almanac Realty Securities VIII Almanac Realty Investors 2017 150

Recent investments

New Jersey Division of Investment  
(AUM: $75bn) 
NJ Division of Investment is among the 50 largest 
money managers in the US. Its fund assets represent 
the retirement plans for over 700,000 active and retired 
employees. Agenda materials for its July meeting revealed 
the pension plan had adapted its portfolio regulations to 
expand its reach into global credit. 

Fund name Manager Vintage Commitment ($m)

Crayhill Principal Strategies Fund Crayhill Capital  
Management

2017 100

Glendon Opportunities Fund II Glendon Capital  
Management

2017 100

Benefit Street Partners Special 
Situations Fund

Providence Equity Partners 2017 150

Recent investments

Florida State Board of Administration 
(AUM: $204bn)
The Florida State Board manages funds on behalf of six 
funds, including the Florida Retirement System Pension 
Plan. It told PDI in March 2016, that distressed debt 
and dislocated credit were the current areas of market 
opportunity within its strategic investments portfolio.

Fund name Manager Vintage Commitment ($m)

CVI Credit Value Fund CarVal Investor 2017 150

Glendon Opportunities Fund II Glendon Capita 
Management

2017 150

SASOF IV (leasing) Sciens Capital 
Management

2017 150

Recent investments

Teachers’ Retirement System of the State 
of Illinois (AUM: $51bn)
TRSSI was set up by the General Assembly of Illinois in 
1939 to provide retirement annuities, disability benefits 
and other benefits for teachers and beneficiaries. The 
retirement system invests in special situations, including 
distressed and mezzanine debt, from within its private 
equity portfolio.

Fund name Manager Vintage Commitment ($m)

Harvest Partners Structured Capital 
Fund II

Harvest Partners 2018 50

Riverstone Credit Partners II Riverstone Holdings 2017 100

NXT Capital Senior Loan Fund V NXT Capital 2017 125

Recent investments
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SAID AND DONE  

INDUSTRY OUTLOOK

NOVEMBER 2017

“The record amount of debt and leverage 
that US corporate borrowers are carrying is 
making many as vulnerable to downgrades 
and defaults as they were in the run-up to 
the 2007-08 global financial crisis” 
S&P Global Ratings report 

“A rate rise – and the promise of more to 
come – should help sterling and take some 
of the inflationary pressure off consumers” 
Andrew Sentance, former member of 
the Bank of England’s Monetary Policy 
Committee, calls for higher interest rates 
in The Guardian newspaper 

FEBRUARY 2018

“With relatively low – though potentially 
rising – financing costs, low volatility and 
strong demand, we anticipate defaults to 
be comparatively low in 2018” 
Diane Vazza, head of the S&P Global 
Fixed Income Research group 

APRIL

“We expect this to be a year of continued 
consolidation and M&A in the BDC space 

– as BDCs that have lost all institutional 

confidence sell (or are forced to sell) their 
franchises to an entity that has not lost all 
institutional confidence” 
Jonathan Bock, former director and 
senior equity analyst, Wells Fargo  

MAY

“A fund-driven market will develop in the 
future, and will be distinct from the bank 
market. It will be able to provide financing 
across the whole capital structure and a 
number of different financing structures, 
and price that accordingly. Alongside that 
you’ll have the bank market focus on their 
segment of the market” 
Mark Brenke, co-head of private debt 
at Ardian, considers the German market 

“The current credit cycle is reaching a high 
that could turn sharply, particularly given 
global trade tensions and rising interest 
rates. Lenders and borrowers are, therefore, 
increasingly vulnerable to a dramatic and 
sustained change in risk appetite and 
capital flows” 
S&P Global report, Leveraged Finance: 
Will the Worst Deals be Done in the Best of 
Times – Again? 

JUNE

“Subordinated debt is back, as the 
percentage of sponsored borrowers issuing 
new debt with senior-only structures is in 
decline” 
Report by S&P Global Market 
Intelligence showing that in Q1 2018 
58.5 percent of European borrowers 
raised their financing solely in the senior 
loan market, compared with  
77.5 percent in 2016 

“This is likely to create further opportunities 
for unregulated private debt funds, as credit 
institutions are likely to become more risk 
averse and abstain from participating in 
highly leveraged syndicated loans” 
Law firm Hogan Lovells’ comment to 
clients on the ECB’s leverage rules

JULY

“This situation cannot continue, especially at 
a time of weakening economic growth” 
Christoph Rieche, CEO of lending 
platform iwoca, on UK finance data 
showing that since 2011 the number of 
approved business overdrafts in the UK 
has declined by nearly 30 percent  

PDI offers a selection of thoughts on the future of private debt

Forward 
perspectives 
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EXPERIENCE AND
PERFORMANCE
IN PRIVATE DEBT

Founded in 1987 to originate and manage corporate and project

loans on a direct lending basis, the Private Debt Group of Integrated

Asset Management Corp., (IAM:TSX) is Canada’s leading independent

manager of investment grade, senior secured private debt funds.

IAM’s Private Debt Group has extensive experience with mid-market

private, and small public company lending as well as project

and infrastructure lending. Since 2005 the team has raised and

invested $2.7 billion in more than 250 transactions across six

discretionary private debt funds. We currently manage $1.7 billion

for Canadian institutional investors. Fund performance has been

consistently strong with returns well above benchmark and

exceeding investor expectations.

Focused on the mid-market our team leverages more than 200 years

of combined experience to design bespoke loans tailored to the

circumstances of each borrower. All our investments are managed

on a team basis with shared responsibility for credit quality, timely

and transparent disclosure to our LPs, protection of our investors’

capital and the creation of returns to meet their needs.  

We are currently raising capital for our sixth investment-grade private

debt fund. The fund will, as have our previous core funds, provide

senior secured debt to mid-sized Canadian borrowers, both private

and public. 
 

Fund VI is expected to close in late 2018 on $850-900 million CAD.

Fund participants will include returning LPs (some having participated

in many of our fund offerings) as well as a number of new fund

participants.

Enquiries are invited from prospective investors and from borrowers

seeking to diversify their sources of debt capital.
  

PLEASE CONTACT:

Philip Robson 

President

T: +1.416.367.3972

E: probson@iamgroup.ca 

Theresa Shutt 

Chief Investment Officer

T: +1.416.202.6693

E: tshutt@iamgroup.ca 
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