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In a series of articles we discuss and present invest-
ment opportunities we actively use in our building
blocks to form our absolute return portfolios. We al-
ready published “Series II” about direct lending,
highlighting the attractive and stable yield in-
come of around 7% p.a. for senior secured
loans of well backed small and medium sized com-
panies. As shown in Chart 1, the yield pick-up be-
tween SME’s and large corporate loans remains sta-
ble from 2010 to 2019 and is currently at 111 bps.
Chart 1: Average yield for middle market loans
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Further, we lined out the positive market dynamics
with the alternative lenders filling the gap left by the
traditional banks, who are reducing their balance
sheets within the new regulatory environment. Last
but not least, it is important to us that directly orig-
inated middle market senior secured debt offers not
only a higher yield, but has on average also a lower
leverage employed than large corporate syndicated
loans, what leads to lower loss rates (through a
combination of lower default rates & higher recov-
ery rates).

Now, in this “Series VIII”, we like to dive a bit

deeper into this alternative opportunity, comparing
direct lending with others major asset classes.
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Cliffwater Direct Lending Index

Our performance analysis relies on the Cliffwater Di-
rect Lending Index ("CDLI"), an asset-weighted in-
dex of over 6,000 directly originated middle market
loans totaling $99 billion in assets. The Index
measures the unlevered, gross of fee performance
of U.S. middle market corporate loans. It takes the
performance of the underlying assets of Business
Development Companies (BDCs), including both ex-
change-traded and unlisted BDCs.

Direct lending returns have historically been driven
by consistent double-digit income returns, with a
range between 10% and 12%. The slow decline in
credit spreads within the CDLI over the last several
years is a product of overall credit spread compres-
sion, but also the gradual increase in the proportion
of lower yielding senior loans in the CDLI and a de-
cline in second lien and subordinated loans. The
percentage of senior loans in the CDLI has grown
from 38% at the end of 2009 to 67% in December
2018.

Chart 2: Increase in senior loans, both immediately after the
2008 Financial Crisis, and over the last two years
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Performance analysis versus major asset classes

Historical analysis shows that in the long-run di-
rectly originated middle market loans outperform
major asset classes like the MSCI World Total Re-
turn Index and the Barclays Capital Bond Composite
Global Index. It further shows the significant out-
performance versus the “public” syndicated loan
market, represented by the S&P US Loan Index in
the chart below.

Chart 3: Historical cumulative return since 2004
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Lower draw down leads to lower risk profile

Further, historical analysis shows that private debt
lenders suffer lower default- & loss rates as com-
pared to the broader syndicated loan market. The
result thereof is reflected in the relatively low max-
imum draw down of the asset class with around -
8% versus -29% for public loans and -49% for eq-
uities. This resilience is not only true for the finan-
cial crisis, but also in stress periods, which financial
markets experienced since.

Chart 4: Maximum Draw Down
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Favorable risk return ratio

The risk return scatterplot shows not only the out-
performance, but also the lower volatility of the
CDLI compared the major asset classes. With the
blue dot in the top left corner, there is a strong ar-
gument for investors acting in accordance with the
modern portfolio theory (MPT) to allocate a signifi-
cant exposure to directly originated middle market
loans. The low volatility has its roots in the private
nature of the assets class and its purely institutional
participants. But the argument holds its validity also
in case of a higher volatility.

Chart 4: Risk Return Ratio
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Selection is key

Private debt as an asset class is a well established
asset class and accounts for more than 2’000
funds today with an aggregate value of more than
USD 800 bn. Alpinum Investment Management has
already been successfully investing in illiquid credit
for many years and has a significant part of the ex-
posure in direct lending funds.

Chart 5: Growth of Middle Market Direct Lending
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We think that manager selection is a key factor for
meeting investor expectations within this large uni-
verse. Therefore, we like to outline a few factors
that are important to us.

Scale: Larger players have the ability to speak for
whole loans, which provides efficiency in execution
to the borrower and increase the control of terms
and structure to the lender. Controlling the struc-
ture generally leads to better outcome in stressed
situations.

Sourcing: Lenders with a strong, longstanding net-
work see and evaluate a higher number of deals in
the market and also profit from their incumbency.
This leads to advantages like participation in less
competitive deals, “first looks” and “last looks” of
potential transactions.

Proprietary origination: A manager with a regu-
lar lead role in deals benefits from in depth due dil-
igence of the borrowers and structuring of the doc-
uments and covenants according to its standards.
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We think, that the direct origination coupled with
the ability to hold the full loan, leads to a positive
selection bias.

Monitoring: A close monitoring of the borrowers
with good systems and a close dialogue, provides
managers with early warning signs and enables
them to step in timely in case of challenging situa-
tions.

Experience: We clearly favor managers, who have
a tested and demonstrated track record through a
full credit cycle. In addition, we put great emphasis
on individuals, who have the experience in workout
situations and therefore can turn stressed situations
to positive outcomes.

In summary, direct lending provides attractive re-
turns relative to its risk, particularly when being
managed by experienced, trustworthy partners.
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TURNKEY SOLUTIONS FOR WEALTH MANAGERS AND FUND MANAGERS

Disclaimer

This document does not constitute an offer to anyone, or
a solicitation by anyone, to make any investments in se-
curities. Such offer will only be made by means of a per-
sonal, confidential memorandum. This document is for
the intended recipient only and may not be transmitted
or distributed to third parties

Past performance is not a guide to future performance
and may not be repeated. You should remember that the
value of investments can go down as well as up and is
not guaranteed. The actual performance realized by any
given investor depends on, amongst other things, the
currency fluctuations, the investment strategy invested
into and the classes of interests subscribed for the period
during which such interests are held. Emerging markets
refer to the markets in countries that possess one or
more characteristics such as certain degrees of political
instability, relative unpredictability in financial markets
and economic growth patterns, a financial market that is
still at the development stage, or a weak economy. Re-
spective investments may carry enhanced risks and
should only be considered by sophisticated investors.

Nothing contained in this document constitutes financial,
legal, tax, investment or other advice, nor should any in-
vestment or any other decisions be made solely based on
this document. Although all information and opinions ex-
pressed in this document were obtained from sources be-
lieved to be reliable and in good faith, no representation
or warranty, express or implied, is made as to its accu-
racy or completeness and no liability is accepted for any
direct or indirect damages resulting from or arising out of
the use of this information. All information as well as any
prices indicated is subject to change without notice. Any
information on asset classes, asset allocations and in-
vestment instruments is only indicative. Before entering
into any transaction, investors should consider the suita-
bility of the transaction to their own individual circum-
stances and objectives. We strongly suggest that you
consult your independent advisors in relation to any legal,
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tax, accounting and regulatory issues before making any
investments.

This publication may contain information obtained from
third parties, including but not limited to rating agencies
such as Standard & Poor’s, Moody’s and Fitch. Reproduc-
tion and distribution of third-party content in any form is
prohibited except with the prior written permission of the
related third party. Alpinum Investment Management AG
and the third-party providers do not guarantee the accu-
racy, completeness, timeliness or availability of any in-
formation, including ratings, and will not be responsible
for any errors or omissions (negligent or otherwise), or
for the results obtained from the use of such content.
Third-party data are owned by the applicable third parties
and are provided for your internal use only. Such data
may not be reproduced or re-disseminated and may not
be used to create any financial instruments or products,
or any indices. Such data are provided without any war-
ranties of any kind.

If you have any enquiries concerning the document
please contact your Alpinum Investment Management AG
contact for further information. The document is not di-
rected to any person in any jurisdiction which is prohib-
ited by law to access such information. All information is
subject to copyright with all rights reserved. Any commu-
nication with Alpinum Investment Management AG may
be recorded.

Alpinum Investment Management AG is incorporated in
Switzerland and is FINMA licensed and regulated.

Contact Information:

Alpinum Investment Management AG
Talstrasse 82

CH-8001 Zurich

Tel: +41 43888 79 30

Fax: +41 43 888 79 31
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