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Introduction

‘ ‘ Private Credit covers arange of different lending activities

(directlending; distressed credit; mezzanine debt; special
situations; venture debt; opportunistic credit; real estate and

Inthe KBW BDC primer
publishedin 2021,

average middle market This note focuses ondirectlending to middle market

private creditissuance corporates, an area of investing which is new to many

was estimatedto be Australianinvestors whose portfolios, if they've included direct
almost $300 bn p.a. lending at all, have typically been exposed to mortgages or

from 2018-2020. and property-related debt. Private Creditis goingtobecome a
mainstay of Australianinvestors' portfolios, middle market

infrastructure credit).

almost $1 trillionin total

. loans in particular, and this note focuses on the risks and
loans outstanding.

returns of this segment of the Private Credit markets.
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Key Features

The key features of direct loans to middle market

corporations are:

= Loansaredirectly originated by the lender
and are bilateral between the lender (the
Private Credit Fund) and the borrower (a
middle market corporation). The loans are not
syndicated by anintermediary such as a bank.
The loans are not sold off and traded publicly
asis the case for HighYield Bonds and
Broadly Syndicated Loans.

* InterestRate: typically benchmarkedto a
floating rate benchmark, normally Secured
Overnight Financing Rate (SOFR) plus a
margin of 4% - 6%. Interest rate terms are
also normally subject to a floor, often 1% plus
the spread, meaninginvestors get the benefit
of raterises but are protected fromrate falls
beyond the floor level.

= Security: seniorinthe capital structure or
unitranche (a single loan that effectivelyisa
combination of senior and subordinated
debt).

Il BARWON ‘ Private Credit - The Risks and the Returns 2



Middle Market Loans, Broadly Syndicated
Loans, and High Yield Market Characteristics.

Borrower Size

Borrower Debt
Capital Structure

Seniority

Covenants

Interest Rate
Sensitivity

LeaderInfluence
on Debt Structure

Maturity

Middle Market Loans

Upper-Middle Market = $75M+
Core-Middle Market = $25-$75M
Lower-Middle Market = $5-$25M

Broadly Syndicated High Yield Bonds
Loans
EBITDA $100M+ EBITDA $100M+

Simple/More Conservative

Complex/Less
Conservative

Complex/Less
Conservative

First lien, Unitranche, and Second
lien

Firstlienand Second Subordinated/Generally
lien Unsecured

Maintenance Covenants Typically Cov-Lite Cov-Lite
Low/Floating Rate Low/Floating Rate High/Fixed Rate
High Low Low
5-7Years 4-8 Years 5-10Years

Source: KBW Inside the Private Credit and Non-Bank Lending Market: A Comprehensive Examination of the BDCs and Direct Lending Industry  October

2023

There is no single definition of what constitutes the

'middle market' but, in general, it refers to the part

of the market that s typically financed by direct, or

non-bank, lenders. In other words, it refers to

companies that do not have ready access to the
publicly traded High Yield Bond or Broadly

Syndicated Loan markets.

Interms of EBITDA, companies with EBITDA

between $5-$100 million are generally

considered 'middle market' with the lower middle
market being $5-$25 million EBITDA, the core
middle market being $25-$75 million EBITDA and
the upper middle market being $75 million plus.
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Sponsored vs Unsponsored

The majority of corporate loans made by private
credit funds are made to sponsored transactions. A
sponsored transactioninvolves an equity
investment by a private equity firm (a financial
sponsor). Barwon has beeninvestingin Private
Credit since 2007 and over that time we've seen the
advantage of loans made to financially sponsored or
private equity backed companies. Most recently,
we saw this during COVID where private equity deal
sponsors and Private Credit managers worked
collaboratively to keep afloat companies which
were severely impacted by the pandemic. Many
companiesin the travel and hospitality sectors, for
example, were kept afloat by private equity
managers contributing to 'top up equity' inreturn for
covenant relief and sometimes additional funds
from theirlenders.



Returns

With hold-to-maturity loans (and any debt security), a
key determinant of returnsis credit losses. The market
value of aloan might fluctuate during a holding period,
but the ultimate returnis always a function of the
interest and capital repayments received less any
creditlosses. Credit loss datais notoriously hard to
get. Evenwith publicly traded rated debt, creditloss
datais notoriously difficult to obtain. The rating
agencies like S&P and Moody's publish default data.
But a financial default only indicates when a company
has failed to make a financial payment ontime. It does
not necessarily mean a paymentis never made. Losses
given an event of default can vary significantly.

Cliffwater, aLos Angeles-based alternative
investment management firm, has done private credit
investors animmense favour by creating the Cliffwater
DirectLending Index (CDLI). The CDLIis an asset-
weighted index of approximately 14,000 directly
originated middle market loans totaling $295 billion as
at September2023. Importantly, the CDLI has been
constructed from publicly reported information and
does not suffer from problems of survivorship bias or
self-selection'. As such, it provides an unbiased
picture onthe performance of middle market private
credit. From September 2002 the CDLI has produced
an annualisedreturn of 9.42%. This returnis unlevered
and gross of fees.

Cliffwater Direct Lending Index Returns

Trailing

Year

Trailing 5
Years*

Trailing 10
Years*

From Sep 2004
Inception*

11.63%
Interest Income

9.90% 10.25%

10.79%

+ Net Realised -0.24% -0.91% -1.06% -0.97% -1.04%
Gain (Losses)
+Net Unrealised 0.46% 0.42% -0.13% -0.32% -0.26%
Gain (Losses)
- CDLI Total 3.17% 11.15% 8.64% 8.86% 9.42%

Return**

'The CDLIwas launchedin 2015 and has been reconstructed back to 2004 using SEC quarterly filings required of Business Development Companies
(BDCs), whose primary assets are US middle market loans. BDCs are required to disclose fair values of their underlying investments * Annualized returns

through September 30,2023. A negative numberindicates a gain. These can occur, forexample, when aloanis equitised and subsequently sold at a profit.
** Return subcomponents may not add exactly to total return due to compounding effects.
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Realised Loss Rates and Risks

Realised lossrates since inception of the CDLIare 1.04% p.a. What does this indicate about the riskiness
of Private Credit? By itself, not very much. Loss rates need to be considered in the context of returns. A
lossrate of 1% p.a. onaportfolio yielding 5% p.a. is very different to the same loss rate on a portfolio
yielding10% p.a. However, a grossreturnyield of 10.79% and a netreturn of 9.42% p.a., which is the
return of the CDLI since inception, is an outcome mostinvestors would consider very desirable.

The table below compares the CDLI calendar yearreturns to high yield bonds, syndicated loans, and
investment grade bonds.

18-Year Comparative Credit Loss Rates (2005 to 2022)
CDLIMiddle US Bank
Market Commercial& Industrial
Debt Business
Loans
High Yield Bonds?® Leveraged Debt® Loans®
Loans?
Credit Loss Credit Loss CreditLoss Charge-Off Rate

2010

201

2012

2013

2014

2015

2016

2017

2018

2019

2020

2021

2022

Inception

Last10 Yrs

b Source: Cliffwater Direct Lending Index (Realized Credit Losses)
c Source: Federal Reserve (Fred: CORBLACBS). The Charge Off Rate is the amount of debt that a bank believes it will never collect.

a Source: JPMorgan Markets, Bloomberg US High Yield Index, Morningstar LSTA Leverage Loan Index
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Analysis

Publicly traded High Yield Bonds and Leveraged Loans typically involve larger companies. You would
expect, therefore, that the creditloss experience for HYBs and LLs would be significantly lower than for the
CDLI, but this hasn't been the case.

We speculate that one of the majorreasons CDLI creditlosses are lowerrelates to the advantages of
lending to private equity sponsored companies as mentioned above. Anecdotally, we regularly hear of
buyout managers renegotiating loan terms when an underlying investment breaches a technical or
financial covenant. Itis quite common forloan terms to be 'amended and extended' in return for some top-
up equity from the private equity firm that provides aninvestment and the lender with the additional

'headroom'torecovervalue.

Credit Losses Can Be Episodic

Averages can be very concealing whenit comes to credit losses. They can conceal momentsin history
when credit losses are deep and painful. The graph below shows the periods of deepest credit losses:

= The GFC (March 2010, -9.3%)
= The oil price collapse from 2014 to 2016 (-1.86%, June 2017)
= COVID-19(-3.30%, December2020)

Again, Cliffwater have provided some excellent comparative analysis:

CDLI Rolling 4 Quarter Losses
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Returns of Private Credit vs Other Corporate
Loans

Calendar Year Return Comparison: 2005-2022

Cliffwater Bloomberg Morningstar LSTA Bloomberg

Calendar Year Direct Lending High Yield US Leveraged Aggregate

Index (CDLI) Bond Index Loan Index Bond Index
2005 10.10% 2.74% 5.06% 2.43%
13.70% 1.87% 6.74% 4.33%
10.23% 1.88% 2.08% 6.96%
-6.50% -26.15% -29.10% 5.24%
13.18% 58.21% 51.62% 5.93%
15.79% 15.11% 10.13% 6.56%
9.75% 4.98% 1.51% 7.86%
14.03% 15.81% 9.67% 4.23%
12.68% 7.46% 5.29% -2.02%
9.57% 2.46% 1.59% 5.94%
5.54% ~4.46% -0.70% 0.57%
1.24% 17.14% 10.11% 2.66%
8.62% 7.50% 4.14% 3.55%
8.07% -2.08% 0.46% 0.02%
9.00% 14.20% 8.65% 8.73%
5.45% 7.11% 3.12% 7.51%
12.78% 5.28% 5.20% -1.54%

6.29% -11.19% -0.77% -13.01%
8.89% 4.02% 3.65% 1.06%
9.31% 5.97% 4.37% 2.98%

Source: Cliffwater 2023 Q3 Report on US Direct Lending
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Analysis

Even through these peak credit loss periods, the impacted by fees (typically (1.0% -1.5% of
only calendar yearin which the CDLI delivered a assetsand 15% - 20% of net operatingincome
negative total returnwas 2008 (-6.5%). subjecttoahurdle of 6% -8% p.a.) and
leverage at the fund level. Some private credit
The profile of the loans underlying the CDLIin funds are unleveraged but many employ
2008 was quite different to today. Back then, leverage (commonly 1:1debt to equity). The
approximately only 45% was in senior loans with table below shows the returns to a fund with
the balance in subordinated debt and equity. some typical terms and a debt- to-equity ratio
Today, the weighting to senior debtis of I:1.

considerably higher at circa 75%. This suggests

that if the GFC were to happen today, the credit Base Case
losses sustained might be lower thanin 2008. Loan Assets $200
Whatever the case, we would argue thata -6.5% $100 |

total return performance against the backdrop 1%
of the GFC, is surprisingly strong performance. -1%
Against the other public debtindices, the CDLI Leverage (Debt to 100%
has outperformedin12 out of 18 calendar years. Equity) °
The CDLI has only had the one year of negative $100
performance, 2008 (-6.5%), and has $5 59
consistently delivered stronger total returns

than the otherbenchmarks. $15
Furthermore, not all loans and private credit Netlnc?ome(Pre— $13

funds are created equal - we have witnessed incentive fee)

substantial dispersionin terms of credit loss $1.95 15%
experienced among the private credit managers NetIincome (Post- $11.05

we have followed over the last 17 years. While TEEN MR I5E),

the averagelossrate hasbeen1.04%p.a., 1.05%

among the top performing managers, the
realised credit loss experienced has been
substantially lower; for example, Golub Capital
has annual lossrates from payment defaults of
just 0.01% since 2004.

Interms of interpreting these results, we note
thatthe CDLIlis anindex of loan performance,
not anindex of returns to investors. Investors will
not typically access the returns to the underlying
loans directly and so those returns will be
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Summary

Middle market corporate loans have generated very strong risk adjusted returns. Even though the
most dramatic credit events (the GFC and COVID) middle market corporate loan performance has
been very resilient and superior to other assets such as High Yield Bonds, Broadly Syndicated Loans
and Treasury Bonds.

Australianinvestors can now access middle market corporate loans through loan funds managed by
the likes of Ares, Blackstone, Golub, and Carlyle Group through funds listed on the New York Stock
Exchange or through a growing number of unlisted 'semi-liquid’ fund structures.

Barwon offers two funds providing access to private credit:

» TheBarwon Global HighIncome Fund which invests in a portfolio of listed and unlisted loan
funds, and offers monthly liquidity to investors.

= TheBarwon Golub Direct Lending Fund whichinvestsinto a portfolio of loans managed by
Golub Capital, one of the leading specialist middle market corporate lenders.
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DISCLAIMER This document has been prepared by Barwon Investment Partners Pty Limited ABN 19116 012 009 AFSL 298445 (Barwon) and is intended for wholesale
investors as defined by the Corporations Act 2001. The content of this document or presentation is for general information purposes only and does not take into
account any particular investor’s objectives, financial situation or needs. Aninvestor should, before making any investment decisions, consider the appropriateness
of the information in this document or presentation, and seek professional advice, having regard to the investor’s objectives, financial situation and needs. While
reasonable care has been takenin the preparation of this document or presentation, Barwon makes no representation or warranty, either express orimplied, as to the
accuracy or completeness of any statement init, including without limitation, any forecasts. Past performance is not a reliable indicator of future performance.
Forward-looking statements involve known and unknown uncertainties and other factors, andreliance should not be placed on such statements. The information in
this document or presentation must not be copied, disclosed, or distributed in whole or in part without the prior written consent of Barwon.






