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Is there an alpha in the Lower-Mid-Market? Kapital 1852

1852 Leverage level analysis per sector & geography (Lower-Mid-Market vs. Mid-Market)’
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1852 Return analysis per sector & geography?
Spread - Lower-Mid-Market Spread - Mid- to Upper-Mid-Market
Health Care 7.22% 6,78% Health Care
Software 7.58% 6,75% Software

cermany | 7.37% No Mid- to Upper-Mid-Market Deal ~ Germany
| 7.24% 7250 | — Uk
s | 8,029 6,750 | s

1 The results are not representative of the entire market due to the self-selection bias of the portfolio of lower-mid market and mid-market funds. In a similar analysis with upper-mid market funds, the differences in leverage levels were even higher. 2 Total contractual

gross credit return excl. base rate
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(Risk)-Premia in the Lower-Mid-Market
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Cliffwater (Risk)-Premia
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(T-Bills) Upper middle market
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1,40%
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3,30% 18,30%

Second Lien,
subordinated debt

Total

Reason for premia: Bargaining power

Non-sponsored deals with 25% more convenants in place
14% of non-sponsored deals have warrants in place (vs. 2% of
sponsored deals)

Organizational requirements
Organizational capacity for monitoring
Organizational capacity for the direct relationship to the company
Capacity for restructuring

Scalability
Potential limitations occur due to unique situations
Maintaining regional focus
Maintaining non-sponsored focus

Reason for premia: Bargaining power & selectivity
* Sole lender positions & strong relationships (to the sponsors)

Higher number of potential companies

Dependencies
Dependence on local sponsor relationships
Local market conditions

Strategic focus
Maintaining lower-mid-market focus over different fund
generations

Source: Cliffwater 2023
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Determinants of portfolio diversification: In the LMM, more managers are

focused on non-sponsored direct lending
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— Summary of the data & results of the regression

Average PE-Sponsored

I __________________________________

Lower-Mid-Market i_ 71,06% i
Mid-Market 80,75%
Upper-Mid-Market 78,33%

Fund volume & EBITDA effect

e No linear statistical effect can be observed. However, a significantly
different variance of the access routes between the groups can be
demonstrated using non-parametric tests

v—'
Central observations & considerations from the perspective of an LP
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Does the size really matter for the probability of defaults? Kapital 1852

—Factors which can explain defaults
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— Loans to smaller businesses tend to have lower default rate incidence than those to larger businesses

@ Lower-mid-market loans tend to have lower leverage levels, lower loan-to-value ratios, and stronger covenant packages
Smaller loans tend to have more simple capital structures, with only one lender who can control negotiations with the borrower

Deals in the mid-market and upper-mid-market have been shown to default at a higher rate, based on Moody's research

Source: Moody's Analytics RiskCalc 4.0 U.S., April 30, 2012 PDI German Forum 2023\ 17.10.2023 \ Seite 5



The lower-mid market has significantly lower EBITDA leverage than the P>
upper-mid market
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— Summary of the data & results of the regression

Average EBITDA leverage

I __________________________________

Lower-Mid-Market i_ 4,08x i
Mid-Market 4,70x
Upper-Mid-Market 5 12x

Fund volume & EBITDA effect

Fund size has a significant positive effect on EBITDA leverage at
significance level <19% c.p

The absolute EBITDA level has a significantly positive effect on the EBITDA
leverage to significance level <1% c.p.
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Central observations & considerations from the perspective of an LP
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Variance of manager quality is significantly higher in the lower-
mid-market — manager selection is crucial

@ Major differences in key characteristics of lower-mid-market managers and higher variance in manager quality outlines the need for cautios manager
7

selection
Senel o o & NE) .
Organisation Investment process Fund Track record ~ Reporting & ESG etc.
Platform Investment strategy Set-up Historical performance ESG
Investment team Origination Investment strategy & fund allocation Historical credit risk Investor communication
Underwriting Expected return Investors
Loan construction & monitoring Fees & expenses Reference checks

Recovery management

Due Diligence pitfalls in the lower-mid-market

. . Cost base (e.g. higher mgmt. fee on e . .
Personnel capacity Strategy persistency committed capital) Strategy shift with fund growth Reporting quality
. .- . .. .. . ... . Data deliveries (Solvency Il / CRR Il /
Team quality, competition & capacity Tradeoff deployment & pricing Funding risk Consistency of individual transactions ESG / risk management)
Infrastructure (processes/tools/IT) Underwriting & documentation Deployment p rea:;;re due to vehicle ESG quality
Ownership continuity Capacity recovery management Communication
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Sven Gralla David Hansen
Fondsmanager Private Debt Fondsmanager Private Debt
Sven.Gralla@HAL-Privatbank.com David.Hansen@HAL-Privatbank.com
+49(0)211 4952-118 +49(0)211 4952-691
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https://www.linkedin.com/company/k1852/
https://open.spotify.com/show/1qHtGjITvh8L5867oTHJ35
https://www.1852.capital/de
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