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WHAT IS DIRECT LENDING?

DIRECT LENDING ("DL") VS
BROADLY SYNDICATED
LOANS ("BSL")




EURCPEAMN DIRECT LENDING

Intro - What is direct lending (“DL")?

The European DL market has shown strong growth over
the past several years. Although the understanding of the
market has increased, there still remains a difference in
terminology used by different market participants. To
avoid any confusion, we would like to define the terms as
the following:

Private debt

Private debt is defined as debt instruments provided by
non-bank entities which are not traded in the public
markets. These include loans backed by real estate,
infrastructure and business cashflow.

Direct Lending

Within Private debt, DL (or private credit) can be defined
as loans provided by non-bank entities to companies
based on their business cashflow. It targets corporates
that don't have access to / or choose not to access the
public debt market (e.g., corporate bond market, BSL
market, high yield bond market). Due to this nature, the
general characteristic of the borrower is mid-market
companies with a non-investment grade credit quality
(similar credit quality to BSL and high yield bond market)
but smaller in size.

2 PEMBERTON
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Why European direct lending?

Historically, more than 80% of corporate funding in
Europe has been provided by banks'. As a result,
European mid-market companies are reliant upon banks
for debt funding to meet their financing needs. Since
2008, increasing regulatory requirements and changing
business models have restricted many banks' ability to
lend, contributing to the withdrawal of approximately
£11trillion of domestic and cross-border bank financing
from the core European markets during this period?.

This withdrawal of capital, coupled with comparatively
strong year-on-year GDP growth since 2010, has led to a
general shortfall in the supply of bank financing to
European mid-market companies that has fundamentally
changed the credit markets in Europe by driving demand
for financing from sources other than banks. We see this
as a long-term, structural shift that will provide European
direct lending strategies with access to attractive
investment opportunities throughout its investment
period and beyond.

2 PEMBERTON

European market vs US market

The below table (Exhibit 1) compares the European market
with the US market. As you can see (from the top 3 rows),
the European market is a comparable market with the US
market in terms of GDP level, GDP growth rate and the #
of mid market companies but with higher population.

On the other hand, when you compare the lending market
statistics of the two markets (bottom 3 rows), European
banks have much larger balance sheet (vs GDP) and the
share of bank lending as a % of long-term financing is
also much higher in Europe than in the US. Although the
AUM of direct lenders has grown much faster in Europe,
there remains headroom for the European direct lenders’
AUM level to grow.

Exhibit 1: European market is an attractive market even compared to the U5 market

High-level comparison of European market and the US market

Europe

us

Population ("119) / Nominal GDP ("19) ~510m / ~$18.7tn

Real GDP growth forecast ('20-'24) ~1.64% p.a.
# of Mid Market companies ("18)" ~232K
Total Bank BfS to GDP Ratio ('18) 1.7
Bank lending as a % of long-term financing? B3%

Direct Lenders’ AUM ("18) / '13-18 CAGR S110bn / ~34%,

~330m / ~%21.3tn
~1.70% p.a.
~231K
0.96x
25%

$140bn / ~18%)

Mate: ' Enterprises with employees befween 50-250; ¢ Europe (2017} and US (2076}, Europe - Total Loons vis-d-vis NFCs/Loons vis-d-vis NFCs by MFls
Source; IMF (Population, GOP, GOF growth); BI5 (domestic bank lending datal; EC (# of companies, Europel; NAICS (# of companies, USA); ECE (bank lending
%, Europe); EBF (bank lending %, US); Pregin (Direct Lenders' AUM / CAGR), Pemberton Capital Advisors LLP, Octaber 2079

'ECE

2 Bank for International Settlements, December 2018 Data captures the autstanding amaount of credit in France, Germany, italy, Spain and the LK. at the
end of the reference quarter. Credit is provided by domestic banks, all other sectars of the economy and nan-residents. In terms of financial instruments,

credit covers the core debt, defined as loans, debt securities and currency & deposits,
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Exhibit 2: Significant reduction in banks' Loan To Deposit ratios
US & EURO AREA BANK LOAN TO DEPOSIT RATIOS (%)
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European market vs US market (cont'd)

Similarly, as you can see from the above (Exhibit 2), loan-
to-deposit ("LTD") ratios of European banks have rapidly
decreased from pre-crisis highs to levels considered more
structurally stable as banks have reduced their lending
volumes, However, Pemberton expects further reductions
in European banks' LTD ratios in the future as banks
continue to focus on de-risking and as the banking sector
further consolidates, potentially shedding up to 30% of
assets to bring Europe's banking sector more into line
with the US over the medium term.
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Why direct lending vs B5L - characteristics

2 PEMBERTON

Direct lending is often compared against syndicated loans (BSL). In our mind, these two instruments are fundamentally
very different and should be considered very differently.

Exhibit 3: Direct lending and BSL have very different characteristics

Comparison of private loans and public loans

Direct lending
{Private Loans)

Broadly Syndicated Loan
(Public Loans)

Borrower Rating

Borrower Size (avg. EBITDA)

#of Debtars

Cue Diligence Method

# of Covenants

Importance of Cavenants

Mark-to-Market {volatility)

Maonitoring

Management Access

Liquidity

Workout Considerations

Mon-investment grade

£€20-50m

Few
(Pemberton often being the majority Lender)

Independent due diligence
by the direct lender

1-4

Low
(Often holding influence as the majority lender 6-12
menths befare an actual covenant breach)

Model price
(Lo walatility — mot directly impacted by others)

Manthly financial info

Direct

Ma

(Generally hold-to-maturity)

Majority Lender position enables
proactive workout methods to increase /
maximise recovery

€250m

Many

Based an materials provided by the
syndication banks

0% covenant lite

High

[Hard to imtervens wuntil actual covenant breach)

Market Price
(High wolatility —impacted by others)

Quarterly financial info

Mone

Yes
(Althouwgh size may be limited / Tquidity might dry up
during stressed times)

Hard to form a consensus amongst the
debtors

Source: Pemberton Capital Advisors LLP, October 2075
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Why direct lending vs BSL - characteristics (continued)

To elaborate further on the characteristic differences, in
the following section, we would like to focus on the key
differences direct lending has (vs BSL) in each part of the
investment cycle (i.e. sourcing, due diligence / loan
underwriting, monitoring, exit / workout). Certain
characteristics can vary depending on the specific strategy
of the direct lender, Here, we would elaborate based on
the strategy Pemberton focuses on (e.g., direct sourcing,
lending at majority position).

Investment cycle: Sourcing

Diversified sourcing source

Top-tier European direct lending platforms have a well-
diversified deal flow coming directly from the local
origination market in each country. Direct lenders access
the local deal flow from various countries and select only
the assets that meets the portfolio guideline and assets

that the direct lender is willing to include in their portfolio.

Compared to the BSL market where you can only access
the selected number of companies that choose to tap the
public loan market, direct lending market has a much
wider deal funnel the direct lenders can select from,

Pemberton has the largest direct lending platform in
Europe having 7 origination offices across Europe with
highly experienced individuals connected to the local loan
market in each location, Leveraging this strong footprint
across major countries across Europe, we directly source
deals from the below channels:

* Private equity ("PE") sponsors
= Banks
= Debt advisors

» Direct corporate inquiry (incl. refinancing of existing
portfolio companies)

It is often thought that the direct lenders are competing
with banks, but this is not necessarily reflecting the
current dynamics. With increasing capital requirements
and stringent single name limits, it is getting difficult for
banks to lend to these mid-market corporates in full size
and banks are looking for a partner.

2 PEMBERTON

Traditionally, banks brought together few other banks to
form a "club” and jointly lent money to corporates.
However, this potentially implies introducing competitors
into the relationship with the bank's corporate clients and
could put lucrative ancillary businesses (e.g., cash
management, FX transactions) at risk. To maintain the
relationship with the corporate clients and not to put the
ancillary businesses at risk, banks are looking for a non-
bank partner which can underwrite the loan beyond their
single name limit. Under such circumstance, we are often
co-lending with the banks and not competing with the
banks. Hence, the misperception that the direct lenders
are only getting deals which the banks rejected is also not
accurate.

Investment cycle: Due diligence / loan underwriting

Direct origination

Direct lenders generally originate loans directly with the
borrower allowing the direct lenders to perform stringent
due diligence (incl. direct management access) and
negotiate the terms / documentation directly with the
borrower. Compared to the BSL market where you are
performing the diligence purely based on the diligence
pack provided by the syndicate banks and have no direct
control of the terms / documentation, direct lending
market generally has much closer relationship with the
borrower and better control of the terms /
documentation,

Pemberton's current strategy is to become the majority
lender (and blocking minority at minimum). This allows us
to directly negotiate with the borrower on the terms for all
our loans and drive the documentation process directly
with the borrower even when there are other participants
in the loan.

# of Covenants

Although it is hard to deny the fact that the trend of
loosening documentation in the syndicated loan market is
creeping into the direct lending market, the degree of
loosening is very different. In the direct lending market,
we still have at least one covenant (and often more) when
it is said that nearly 90% of the BSL issues are now
"covenant-lite”.
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Investment cycle: Monitoring

Frequency / quality of information

Direct lenders can monitor the performance of the
company very closely using the monthly financials direct
lenders receive directly from the borrower. Based on this
information, direct lenders track not only the key
performance indicators but also more granular
information (e.g., the realisation of the EBITDA adjustment
included in the base case). Also, in a situation of an
underperformance, leveraging the position as the majority
lender, direct lenders often have access to the
management to identify the cause of the
underperformance and discuss the plan to turnaround the
situation (even if the covenant is not breached).

For the BSLs, you are monitoring your position with a
quarterly financials provided and being one of the many
lenders in the broadly syndicated market, you generally
don't have direct access to the management apart from
the yearly presentation the borrower provides to all
lenders.

Valuation / price volatility

By definition, direct lending assets don't have a secondary
market and the valuation of the direct lending assets is a
calculated price (using a model) and not a price observed
in the market. Due to this nature, valuation of direct
lending assets are not impacted by the general market
sentiment / behaviour of other market participants and it
is less volatile,

On the other hand, B5Ls do have a secondary market and
you can mark-to-market using a market observed price.
Based on this, it is often mentioned that syndicated loans
are a better product since there is an observable price in
the market. However, it is also true that the price observed
in the market is only for a certain size (e.g., 3m x 3m) and
the price can be significantly different if you want to (need
to) trade a larger size. Since the global financial crisis
("GFC"), the market liquidity has dramatically reduced for
credit products and as we experienced several times (most
recently in December 2018), the public market can
experience high price volatility depending on the market
sentiment / behaviour of other market participants.
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Investment cycle: Exit / workout
Liquidity

As mentioned above, direct lending assets don't have a
secondary market and by definition, doesn’t have liquidity.
Direct lenders are hold-to-maturity investors and do not
expect to exit the credit by selling it in the market.

On the contrary, for BSLs, there is a secondary market and
investors can liquidate their position by selling the
position in the market. However, as we experienced
several times (most recently in December 2018}, the
liquidity in the public market can dry-up very quickly
during stressed times (only liquid in normal times). Also,
due to the volatility during these times, investors can be
forced to sell and crystallise the loss at the bottom of the
market due to internal trading rules.

In direct lending, even if the credit underperforms, the
direct lender will not be forced to sell (and crystallise the
loss). A capable direct lender will work with the sponsor /
management of the borrower to turnaround the company
and workout to get the loan repaid in full with interest.
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Investment cycle: Exit / workout (cont'd)

Step-in / workout

Especially considering the fact that direct lending (and
also BSLs) is targeting non-investment grade corporates, it
is statistically true that some companies in the portfolio
are going to experience certain difficulties during the
investment period. Beyond the normal economic / credit
cycle we consider during the due diligence phase,
difficulty can be caused by both external and internal
factors:

External factors:

Unexpected shifts in the market / industry the portfolio
company operates in can result in underperformance of
an asset. This can include macro events (e.g., Brexit,
geopolitical events) and technological events (e.q.,
innovation disrupting the market's profit pool) which
might have been difficult to predict when a certain
investments were made.

Internal factors:

Having the right investment thesis doesn't automatically
result in good performance. Being a debt holder, direct
lenders don't have the same control of the business (or
don't intend to have control unless absolutely necessary)
as the equity owners. As we have less control, we are
initially relying more on the shareholders and the
management of the business to drive and deliver the
business plan. Although we perform rigorous diligence on
both the PE firm (for sponsor deals) and the management,
there can be situations where the PE firm and/or
management fails to deliver according to plan.

7 EC - EU agrees new rules on business insolvency (19/T2/720718)
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In these situations, direct lenders can and would need to
step-in to protect the limited partners’ ("LPs") interest by
leveraging the position as the majority lender. For this
very reasan, the capability / experience to monitor the
performance closely, to step-in at the right timing and to
lead the turnaround / workout process (in various
Jjurisdictions requiring various language capabilities and
cultural / business practice understandings) becomes
critical for any direct lender.

It is worth noting that in Dec 2018, EU announced a new
directive on business insolvency to reduce the differences
in member states' restructuring and insolvency
frameworks and to enhance the rescue culture in the EU3.
Once fully implemented {member states will then have
maximum 3 years to implement the new rules in their
national legislation), this would enable experienced direct
lenders to perform workout / turnaround more efficiently
going forward.

In the direct lending market (where the direct lender is
often the majority lender), you have direct management
access and direct lenders don't need to wait to form a
consensus amongst the debtors. When things are not
going according to plan, capable direct lenders will
immediately notice the potential issue and will take a
proactive approach to start the discussion with the
management without waiting for an actual covenant
breach {e.g., discussion with the management can even
occur 12 months prior to the expected covenant breach).

For the syndicated loans, it is rare to have management
access apart from the scheduled yearly presentation to all
debtars. Also, you will have to wait until an actual
covenant breach occurs to make any action. Even when
rmaking an action, since you have many debtors, it
generally takes a lot of effort and time reach a consensus
amongst the debtors. For these reasons, in a situation
where you require turnaround / workout, you often fall
behind the curve and forced to be more reactive than
proactive.

https:/fwww.consilium.europa.eu/en/press/press-releases/ 201 8,/12,/19/eu-agrees-new-rules-on-business-insolven oy
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Why DL vs BSL - yield pickup

Along with the difference in characteristics, the risk
adjusted return direct lending assets and public market
instruments offer is also very different. The below (Exhibit
4) compares the target return of Pemberton's Senior Loan
Strategy (target avg. rating of BB-) to other public
instruments with similar rating. As illustrated below, direct
lending asset provides a ¢.350bps risk adjusted yield
pickup vs HY bonds and a c.270bps risk adjusted yield
pickup vs B5Ls.
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It is warth highlighting that the ¢.270bps pickup vs the BSL
assumes a same recovery rate between the Senior Loan
Strategy and the BSL market (based on the average
recovery of 1st lien loans during 2014-2017). Considering
the recent trend of loosening documentation in the BSL
market, the recovery rate of BSL market is expected to
have deteriorated and this ¢.270bps pickup is still a
conservative estimate.

Exhibit 4: Direct lending market offers an attractive risk adjusted yield pickup

Expected performance of Pemberton’s senior loan strategy vs BBB/BB rated public instruments
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Exhibit 5: Considering recent documentation trends, c.270bps pickup is still a conservative estimate

Risk/loss-adjusted avg. yield comparison
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Conclusion

European direct lending market targets a market with
similar size and potential as the more matured US market,
Although the European direct lending market has grown
significantly over the past few years, the fundamental
driver behind the growth is a long-term, structural shift in
the financial sector and the continued trend of bank de-
risking and the banking sector consolidation is expected
to bring further capital demand to a non-bank entity
which private lenders (incl. direct lenders) can play a
significant part in.

It is true that the more traditional public loan market (e.g.,
B5L) has certain characteristics which the direct lending
market doesn't have (e.q., market price visibility, liquidity).
However, it is also true that certain aspects of direct
lending markets offer significant downside protection
while the recent developments in the public market (e.g.,
loosening documents) are decreasing the protection the
public loan instruments offer to the investors,

With the differences in characteristics and the potential
yield pickup, direct lending assets can be seen as a more
defensive asset class which offers attractive risk-adjusted
return suitable for various investors who is looking to take
a defensive approach considering the phase of the current
credit cycle.



EURCPEAN DIRECT LENDING

PEMBERTON ASIA PACIFIC INVESTOR COVERAGE TEAM

Shintaro Mori

Managing Director, Head of Asia Pacific
Pemberton Capital Advisors LLP
shintaro.mori@pembertonam.com

T: +44 (0)20 7993 9328

M: +44 (00752 3518 707

52 Grosvenor Gardens, London SW1W 0AL

Shintaro Maori has over 30 years' banking experience in
sales, structuring and trading roles.

Shintaro joined Pemberton in 2017 and is responsible
for capital raising and business development in APAC.

Before joining Pemberton, Shintaro was responsible for
building non-traditional credit investment platform at
SMTB London between 2014 and 2017,

Between 1998 and 2014, Shintaro held a number of
positions within Deutsche Bank Group in London, MY
and Tokyo that includes co-head of DCM and Head of
Structured Credit Sales at DB Tokyo.

Shintaro started his career at The Long Term Credit
Bank of Japan in 1988 where he held a few different
roles from retail banking to credit structuring,

Shintaro graduated from the Keio University (Tokyo)
with a BA in Economics.

2 PEMBERTON

Jun Marui

Director, Business Development
Pemberton Capital Advisors LLP
Jun.narui@pembertonam.com

T: +44 (0)20 7993 9316

M: +44 (077719919 106

52 Grosvenor Gardens, Landon SW1W 0AU

Jun Marui has a unigue background combining
financial experience with management consulting
capability / experience.

lun joined Pemberton in June 2019 and takes various
roles including business development in APAC and
leading strategic projects within the firm,

Before joining Pemberton, Jun was a Manager at Bain
& Company in their London office, advising global
corporates and public sector entities in Europe.

lun started his career in 2006 as a new graduate at
Deutsche Securities (Tokyo) covering Japanese
financial institution as structured credit sales and yen-
rates sales.

Jun graduated from the Keio University (Tokyo) with a
BA in Economics and holds an MBA from Kellogg
School of Management, Northwestern University.

These are just a few thoughts based on our view of the market.

We'd love to hear your opinions. 5o please feel free to contact our Business

Development team on businessdevelopment

+44 (0) 20 7993 9300 with any questions or comments.
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