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SEEKING VALUE IN TODAY’S PRIVATE CREDIT MARKET

This piece was adapted from an interview with Eric Lloyd. The full audio podcast can be found here.*

IN THIS Q&A, BARINGS' ERIC LLOYD DISCUSSES HIS TEAM'S APPROACH TO NAVIGATING THE RISKS AND
CAPITALIZING ON THE OPPORTUNITIES ACROSS THE GLOBAL PRIVATE CREDIT MARKETS.

Private credit, or middle market lending, has many different
names. How does Barings define the asset class?

At the most basic level, we're investing in and lending to companies that are too
small to access the liquid capital markets but large enough that they need capital for
growth. At Barings, we consider private credit to be a global asset class, and we have
offices around the world to accommodate that. Of all the regions in which we invest,
the U.S. middle market is the largest and most developed. In Europe, private credit is
a somewhat newer phenomenon.

ERIC LLOYD
HEAD OF GLOBAL PRIVATE FINANCE The size of the companies in this space can differ by region, depending on the
manager. While some managers may consider the middle market as consisting of
companies with $2-$10 million of earnings, others view middle market companies
« .. ) as those with up to $100 million of earnings, or even more in some cases. For us, a
]hlS Isnt a one- U.S. or European middle market company is one with $10-$50 million of earnings. In
. Asia, middle-market companies tend to be a little bit larger, as the capital markets in
Size ﬁtS -all asset that region are less developed relative to Europe and the U.S.
ClélSS, and we What types of opportunities can private credit offer investors

from a risk-reward standpoint, and how can those change over
time or from region to region?

believe that having
a more diverse

Private credit transactions can be structured to offer a range of risk-adjusted returns

0 p p ortun l ty setl and yields through allocations to different parts of the corporate capital structure.
For instance, senior secured loans, which sit at the top of the capital structure, have
a l l ows us to b etter historically delivered returns ranging from 6%-8%.! Mezzanine/junior capital, on the other
hand, has historically looked attractive for its potential to deliver higher average returns—
aAcCcommno d ate typically from 10%—-15%!—with lower volatility than some public market asset classes.
b ol h l nvestors an d When investing in private credit, it is important to keep in mind that value shifts over
time—there will be times when mezzanine is more attractive than second-lien and
b orrowers. ” there will be times when second-lien is more attractive than mezzanine. Other times,

first-lien may be the most attractive. Against this backdrop, we believe a flexible
approach is prudent, as it can give managers a holistic view of where the best
relative value is at any given time.
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“On balance, we think

Europe, today, is more

attractive on a senior
secured basis.”

A flexible approach can also benefit borrowers,
which in our case refers primarily to private equity
firms. If a private equity firm is acquiring a company,
for example, there may be benefits to working

with a manager than can structure that company'’s
debt in many ways—from a first-lien piece of debt
with mezzanine below it or a first-lien piece with a
second-lien behind it.

This flexibility also allows a manager to structure

the debt based on the private equity firm'’s plan for
the company. If it's an acquisition strategy, the debt
structure requirements will likely be different than if
the strategy is to quickly pay down debt, for instance.

The bottom line is that this isn't a one-size-fits-all
asset class, and we believe that having a more diverse
opportunity set allows us to better accommodate
both investors and borrowers.

There has been a lot of discussion around
the increased competition in this market
and how that might impact potential
returns. Can you talk about competition,
and how you're looking at returns across
the U.S. and Europe?

In terms of competition, we've definitely seen an
increase over the last several years. There has been a
large amount of institutional capital raised in the asset
class, and the supply of M&A volume has not increased
at the same rate. This equates to more capital chasing
the same amount of deals, and the creation of a
supply/demand imbalance that has led to a generally
more challenging environment. That's not to say there
aren't attractive opportunities—it just means managers
have to work harder and source more opportunities to
get the same amount of volume.

While competition is fairly high across the globe,
there is some variation from region to region. As
a global manager, we frequently hear questions

about whether Europe is more attractive than the
U.S., or vice versa. In our view, the relative value of
one region versus another depends largely on what
currency an investor is invested in. If you compare
the U.S. and Europe, while absolute returns are pretty
similar, the composition of the returns is actually
quite different. With this asset class, returns are made
up of two components—the base rate and the credit
spread. Today, the credit spread makes up a much
higher percentage of the return in Europe because
base rates in the region are so low. In the U.S,, credit
spreads are lower but the base rate is higher. As a
result, on balance, we think Europe, today, is more
attractive on a senior secured basis.

Looking at headlines today, there are
a number of potential market risks on
the horizon. Let’s start with the credit
cycle—ten years in, do you think we’re
near the end?

While we certainly seem to be in the later stages of an
elongated credit cycle, it's impossible to predict when
things might turn. When considering investing in

this or any environment, it's important to remember
that you're looking at an illiquid asset class—once
you invest in an asset, your ability to sell that asset is
limited. As a result, at Barings, we underwrite every
deal assuming we will own the deal from the day we
originate it until the day of maturity. The typical loan
for us is five to seven years in length, and with that in
mind, we underwrite every deal assuming there will
be a credit and an economic cycle during the course
of that investment’s tenor.

Brexit is another factor on many
investors’ minds. How is Brexit
impacting the portfolio—are you less
likely to invest in U.K. companies?

There are a few different elements to take into
account when considering the potential impacts

of Brexit. In terms of the companies we're invested
in, Brexit has had some impact. Pre-Brexit, we were
generally more open to businesses that had a very
strong U.K./pan-European type profile. Today, we're
primarily investing in U.K.-oriented businesses.
While those companies may have some pan-
European elements to them, it's less of a focus that
it was four years ago, as we don't know what the
outcome of Brexit will be—and that uncertainty
makes it very difficult to underwrite and price risk.
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How about rising rates?

A concern for fixed income
markets generally, is this an
issue for private credit?

The rising rates question is a bit of a
double-edged sword. The positive for
investors is that if theyre invested in
floating rate assets, the return generally
goes up. The negative side is that for the
companies we're invested in, rising rates
can make it more difficult to pay interest
or repay debt. In this environment, we're
very focused on a company's cash flow.
While we're certainly looking at EBITDA,
cash is what pays back a loan.

Against the backdrop of rising rates, a
big concern in the market right now
relates to higher leverage multiples
being justified by adjustments that are
being made to EBITDA. The private
markets tend to be less transparent than
the broadly syndicated loan and bond
markets, which can be challenging, as
companies typically do not file public
financial documents that investors can
review themselves. This has led a lot of
investors to question what's behind the
curtain, so to speak.

For us, maintenance financial covenants
are an important part of mitigating the
risk of investing in a less transparent
market. At the most basic level,
maintenance covenants give managers
the ability to track the performance

of a company on a quarterly basis.
With these deals, we receive company
financials every quarter that help us
ensure a company is in compliance
with certain performance metrics.

Speaking of covenants,

we’ve seen some concern
lately about covenant-lite
transactions, both in your
market and in the broadly
syndicated markets. How are
you thinking about that?

This is a good question, as [ think
there is a bit of a misunderstanding
that covenant-lite is broadly bad. What
[ think a lot of investors don't realize

is that covenant-lite in the liquid part
of the market is very different than
covenant-lite in the middle market.

In the broadly syndicated loan
market, if an investor doesn't like the
performance of an investment, they
have the option to sell that asset. In
the private middle market, you don't
really have the ability to sell that
asset. In that respect, a covenant can
function as your liquidity, in that it
gives you a seat at the table with the
borrower to make sure the risk-return
stays in check.

In this environment, how are
you and your team finding
companies to invest in?

It really comes down to origination,
and the ability to source assets in

order to create attractive investments.
At Barings, in every region where we
operate, we have people on the ground
calling on clients—we don't believe in
doing transactions in Australia from
London or New York.

Health care is a good example. In the
U.S., there is a presidential election
every four years, and health care is
always a topic of discussion, leading
to uncertainty around how health care
may evolve or change over the life of
a five- to seven-year investment. As a
result, we tend to avoid doing heavy
reimburse-based health care deals in
the U.S. In Australia or parts of Europe,
on the other hand, the health care
plan tends to be much more stable
and consistent over time, making it

a more attractive investment, in our
view. But the key, ultimately, is having
people on the ground that understand
those nuances.

The second point worth making on
origination relates to the importance
of sourcing transactions from a broad
network of private equity firms. In
this space, selectivity is critical, and
key to this is having people who are
consistently in front of private equity
clients, sourcing deals.

Related to private equity
sponsor relationships, can
you touch on the benefits
and drawbacks of sponsored
transactions versus non-
sponsored transactions?

We tend to prefer sponsored deals over
non-sponsored deals, for a few reasons.
For one, sponsored transactions

are often stronger on corporate
governance, which means the company
involved is typically more willing to
make a change in management to the
extent that it's needed.
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Ultimately, we're through-the-cycle investors—we don't try to time the markets. As we think
about investing in the markets today, we believe that from a return perspective, sponsored
deals will outperform non-sponsored deals coming out of an economic cycle.

From an investor standpoint, what are the choices when it comes to
accessing this asset class?

At Barings, we manage North American, European and global strategies, and invest up and
down the capital structure—from first lien debt to mezzanine. This breadth allows us to take an
objective view of relative value and mispriced risk. Rather than telling investors they should only
invest in this geography or that product, we believe our first job is to ask investors what theyre
looking for, or trying to solve for, when it comes to portfolio construction. Maybe it's geographic
allocation, maybe it's an allocation relative to fixed income, or it could be an allocation relative to
private equity. Each investor and each region is different.

In this respect, manager flexibility—as opposed to a one-size-fits-all approach—is paramount
to providing investors with a range of solutions.

ERIC LLOYD
HEAD OF GLOBAL PRIVATE FINANCE

Eric Lloyd is Head of Barings’ Global Private Finance Group and Chief Executive Officer of
Barings BDC, Inc. (NYSE: BBDC). He is responsible for managing all aspects of Barings’ global
private finance enterprise, which includes global middle market direct lending, infrastructure,
private placements, private asset-backed securities, equipment finance and whole loan
residential mortgage. Eric has worked in the industry since 1990 and his experience has
encompassed leadership positions in investment management, investment banking, leveraged
finance and risk management.

Prior to joining Barings in 2013, Eric served as Head of Market and Institutional Risk for Wells
Fargo, was on Wells Fargo's Management Committee and was a member of the Board of
Directors of Wells Fargo Securities.

BARINGS

For investment professionals only 4



Barings is a $310+ billion* global financial services firm dedicated to meeting the evolving investment and capital

needs of our clients. We build lasting partnerships that leverage our distinctive expertise across traditional and

alternative asset classes to deliver innovative solutions and exceptional service. Part of MassMutual, Barings

maintains a strong global presence with over 1,900 professionals and offices in 16 countries.

IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject
to change without notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily
indicative of the future or likely performance. Investment involves risk. The value of any investments and any income
generated may go down as well as up and is not guaranteed by Barings or any other person. PAST PERFORMANCE IS
NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples
set forth in this document are provided for illustrative purposes only and are not indicative of any future investment
results, future portfolio composition or investments. The composition, size of, and risks associated with an investment
may differ substantially from any examples set forth in this document. No representation is made that an investment will
be profitable or will not incur losses. Where appropriate, changes in the currency exchange rates may affect the value of
investments. Prospective investors should read the offering documents for the details and specific risk factors of any Fund
discussed in this document

Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its global
affiliates. Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings
Japan Limited, Barings Real Estate Advisers Europe Finance LLP, BREAE AIFM LLP, Baring Asset Management Limited,
Baring International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers (Ireland)
Limited, Baring Asset Management (Asia) Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland
Sarl, and Baring Asset Management Korea Limited each are affiliated financial service companies owned by Barings LLC
(each, individually, an "Affiliate”)

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase or sale
of any financial instrument or service in any jurisdiction. The material herein was prepared without any consideration of
the investment objectives, financial situation or particular needs of anyone who may receive it. This document is not, and
must not be treated as, investment advice, an investment recommendation, investment research, or a recommendation
about the suitability or appropriateness of any security, commodity, investment, or particular investment strategy, and
must not be construed as a projections or predictions

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made in

good faith in relation to the facts known at the time of preparation and are subject to change without notice. Individual
portfolio management teams may hold different views than the views expressed herein and may make different
investment decisions for different clients. Parts of this document may be based on information received from sources we
believe to be reliable. Although every effort is taken to ensure that the information contained in this document is accurate,
Barings makes no representation or warranty, express or implied, regarding the accuracy, completeness or adequacy of
the information

Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or
available in their jurisdiction.

Copyright in this document is owned by Barings. Information in this document may be used for your own personal use,
but may not be altered, reproduced or distributed without Barings’ consent

LEARN MORE AT BARINGS.COM
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