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SUMMARY
•

The changing role of private debt in the
European economy

•

The importance of private debt, flexibility and
diversification

•

Increasing focus on the upper-mid market

•

Optimising allocation to compliment DC
requirements

Mathew Croft: Why do you think private debt has stood the test
of time?
Nicole Downer: Private debt as an asset class has certainly evolved
and grown over the past 20 years. When we started back in 2000,
it was very much a niche product. Today, it is mainstream and a big
contributor to the European economy. The asset class has gone
through many cycles and we as a manager have seen these and, by
and large, the asset class does perform well through the cycles.
The key to having a performing portfolio is not to take your eye off
the ball, which means being disciplined in the way the portfolio is
constructed in terms of diversification. Fundamentally, private debt is
a credit asset class and so it is all about minimising downside and being
defensive in the way that credit is chosen.
We do this by focusing on what we feel are strong credit
characteristics. We focus on defensive industries, like healthcare, IT
and software, which are a large part of our portfolio – around 70%
across our various funds. We try to avoid retail, travel, restaurants, and
so on – those industries that tend to be more cyclical.
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This discipline of a defensive nature is key to the asset class doing well
and managing the asset class successfully. I know this seems like an
obvious thing to say now that we are going through the pandemic, but
we have been saying this for the past 20 years.
In terms of other areas that we concentrate on, we like the upper
mid-market, which we define as companies with an EBITDA of
€30-100 million. We like this part of the market because we feel that
these companies are large enough to be diversified in their own rights
in terms of their geographies, and while they are headquartered in
Europe, they tend to be regional or pan European and, in some cases,
global businesses. This also gives them a bit more optionality when
things go wrong – making sure that the underlying companies can
work through their difficult times.
We also like businesses that are owned by private equity sponsors. We
have built strong relationships with tier 1 sponsors and if you are in a
strong relationship with responsible sponsors, they have the ability to
add more cash to a company when it is required. They also have the
ability to make changes to management or other parts of the company
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started to realise the importance of private debt. They discovered the
yield that is generated through the private markets and the role that
private markets play in offering financial solutions to companies and
sponsors in a much more flexible way.

FROM A PORTFOLIO
CONSTRUCTION POINT
OF VIEW, IT IS ABOUT
THE YIELD THAT IS
OFFERED AS WELL AS
THE INFLUENCE THAT
INVESTORS ARE ABLE
TO EXERT OVER THEIR
INVESTMENT

As this has progressed over the past few years and investors have
seen the flexibility provided by the private debt market, investors have
realised that this is a must-have in portfolios for diversification as well
as yield. It allows them to be more prescriptive about how they would
like to build their portfolio.
This can be from various perspectives, such as ESG, where private
debt allows investors to participate much more. For pension funds
and larger investors, who have big ESG considerations, this means that
rather than being in passive funds where they have little influence over
how pension money is invested, they have more influence.
From a portfolio construction point of view, it is about the yield
that is offered as well as the influence that investors are able to
exert over their investment. This makes it important to have a
private debt allocation within a broader portfolio. It also allows that
little bit of extra diversification for investors to get that allocation
within their broader portfolios.
The breadth of private debt is also expanding. There is more creativity
coming into the private debt space, which offers more solutions
and ideas to prospective investors who have regulatory and other
considerations. This is a fast expanding space and, frankly, any investor
who wants meaningful diversification in their portfolio cannot ignore
private debt.
Nicole: If you are an investor with patient capital and have the
ability to invest over a cycle, say 7-10 years, then there are numerous
positives from this asset class. There’s the yield, the diversification
from other asset classes, the lack of volatility, as well as having much
more transparency of the underlying assets that are being invested.
The issue that stops some investor types looking into private debt is
the lack of liquidity that is inherent in the asset class. But if you have
this form of patient capital and can wait through a cycle, it is a very
good investment to have within your portfolio.

to ensure that the company can adapt to changing circumstances.
These are all ways to minimise the downside risk.
The asset class shows a lot of stability and is less correlated to some
of the larger and more traditional asset classes. However, investors
do have to carefully choose the right, experienced manager to ensure
strong yields with low volatility.
Mathew: How does private debt fit into a portfolio and how
do you go about construction and monitoring of private debt
performance?
Murtaza Merchant: The world has changed since the global financial
crisis. But even prior to that, the markets, institutions, and investors
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Mathew: What do you feel is the best approach for investors
going into the private debt space?
Harry: Private markets in general have been slow to adapt to different
investor demand, with rigid fund structures that are typically closed
ended vehicles with no liquidity. It has historically been difficult for
some institutional investors to access this because of regulations or
restrictions on how they invest.
One of the markets that has been focusing on this is the UK defined
contribution (DC) market. It is a fairly new market in the sense that,
previously, pensions were predominantly defined benefit (DB) pension
funds. The DC market isn’t as large, but it is growing. We have been
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working on solutions for the DC market for just over a year. We looked
into all of the issues they had, the first of which was closed-ended
funds and the issue of illiquidity. Typically, we manage closed-end fund
structures on the senior side with a 5-10 year term, which is prohibitive
to investors who need flexibility to want to move in and out of funds.
So that’s one hurdle we’ve needed to overcome, along with the
challenges associated with a closed-ended vehicle.
Another issue is that investors find private markets complex and
difficult to analyse. Additionally, the fees have been prohibitively high
for some, so we have had to work around that. Then there’s the size
– typically these funds require a minimum investment of €10 million
or larger. So all of these benefits that we feel we can give investors in
accessing this asset class has had to be done by working through these
challenges.
What we have come up with is a combination of private debt and liquid
public credit. This means exposure to the private market, the illiquidity
premium and diversification from this, but you also get some limited
liquidity through the public credit side of the portfolio. Investors get a
more flexible and open-ended fund structure which addresses other
challenges through an easily accessible platform. We have seen a
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blend of asset classes where you can have some infrastructure, real
estate and a pure credit allocation, which we feel compliments all of
the requirements of the DC market.
Murtaza: From the outset, many of the challenges with certain
investors have been due to legacy issues. We are showing investors
that things can be different now. Regulations are always slower to
follow, and it is always a challenge to get regulation to move with
the times, but over a certain period, these things are changing. For
instance, with the DC market, if it is a young scheme where there
are few people retiring and the scheme is in its accumulation phase,
is 100% liquidity really necessary? The answer is no. So why restrict
yourself to investing in 100% liquid funds that offer very little in terms
of broader diversification?
The legacy issues mean you have certain restrictions on the pension
side. These factors are slowly being addressed. We are coming up with
solutions to address them and trying to broaden the horizon for some
of these investors.
Mathew: Thank you for sharing your thoughts on this topic.
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