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A more consistent income stream, attractive risk-adjusted returns, and 

diversification - these are among the benefits that attract institutional 

investors to allocate to private debt in their portfolio strategies.

 

Ever since the global financial crisis in 2008, new banking regulations, such as Basel III, have curtailed banks' ability to 

lend. Consequently, private debt has emerged to replace this funding void, and S&P Global estimates that the asset class 

has grown tenfold to USD 412 billion over the past decade. 

 

Today, we also find ourselves in a rising rates environment, which means traditional fixed income may no longer act as 

a ballast to equity in a portfolio. Given that private debt is not marked to market and is rates-proof with flexible rates, 

the asset class now plays a strategically important role in institutional investors' portfolios. 

 

But how should institutions approach the allocation process to this asset class? 

 

 

A. Strategy 

 

The first step is the strategic process to determine the allocation level to private debt. There are three key considerations: 
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1. Given differing strategies and the illiquid nature of transactions, private debt does not have reliable and 

observable monthly return data to derive return patterns. 

 

2. Due to private debt’s low volatility, investors need to decide whether to assess risk as the fundamental risk or 

the mark-to-market volatility. 

 

3. It will take around two to four years to build up a robust private credit allocation. 

 

 

 

Next, the ideal diversification parameters need to be defined. Investors can diversify across the following factors: 

 

• Borrower type: Corporates vs real assets 

 

• Strategy: Senior secured lending, mezzanine lending, distressed lending, special situations 

 

• Geography: Global, North America, Europe, Asia 

 

• Managers: Optimal number of managers and different fundraising schedules 

 

• Time: Different vintage years 

 

 

 

Different managers have different fundraising schedules and investment speed. Therefore, investors must consider how 

to plan or time future cash flows in order to maintain the target allocation level to private debt. In addition, effective 

cash flow planning allows diversification across vintage years and tilt to markets that may be more attractive at a given 

point in time. 

 

 

Investors must carefully analyze whether a manager's results are consistent with the risk profile of the undertaken 

strategy. Crucial factors to look out for include the team's experience, competitive advantage, sourcing capabilities, credit 

underwriting skills, default protection and restructuring experience, loss rates, and recovery rates. 
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Private debt encompasses the following strategies: 

 

• Direct lending - refers to non-bank lending to corporates. Loans can be 1st lien, 2nd lien, stretched senior, or 

unitranche (both 1st & 2nd lien). 1st lien loans are the most senior in the capital structure and the first to be 

paid back, as shown in the following chart. Direct lending is also typically secured and comes with debt 

covenants. 

 

 

 

• Mezzanine debt - debt that is subordinate to 1st and 2nd lien loans. These loans are typically unsecured but 

embedded with equity upside (e.g., warrants). 

 

• Distressed debt - refers to debt of stressed (e.g. spread of 600-800 bps above the risk-free rate) or distressed 

companies (e.g. spread of >1,000 bps). Strategies include trading (i.e. quick flips), non-control (influencing 

restructuring negotiations), and control (converting debt to equity control). 

 

• Special situations - are flexible capital solutions that do not fall strictly into any of the earlier strategies. 

Generally, special situation lending involves opportunistic credit with equity-linked upside when market 

liquidity is low, value is high, or in situations requiring highly specialized underwriting. 

 

• Niche strategies - examples include trade finance, royalties, aircraft leasing, etc. 
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According to Preqin, there are over 2,000 managers that have a private debt strategy today. So how should investors go 

about selecting a manager? 

 

The private debt business is very relationship-driven. For managers that do sponsor deals (i.e., financing of private equity 

deals), a helpful indicator is the number of sponsor relationships and number of repeat sponsors relationships. Certain 

managers have a high number of repeat deals, and this often reflects their ability to execute a deal quickly, reliably, and 

flexibly. Managers that do non-sponsored deals tend to have specific industry expertise that places them ahead of the 

pack, such as in specialized sectors like healthcare. 

 

Investors would want to allocate to managers who can add differentiated value. For instance, managers who act as lead 

lenders can add value in various ways, such as being able to control pricing, deal structure, and terms. Such managers 

typically receive higher deal fees and can better track a borrower’s operational and financial metrics. Lead lenders can 

also better control the workout process if a loan goes bad. Other ways of adding value include specializing in sectors, 

geographies, or niches (e.g. SMEs in the lower-middle market) that are less efficient or have the expertise to turn around 

a company if the loan starts to fail. Some managers also run highly diversified portfolios of loans that number in the 

hundreds. 

 

What are a manager’s default, loss, and recovery rates? Numbers matter. These are important validations of whether a 

manager’s downside protection efforts are sufficient. Although it sounds perfect on paper to have a manager who has 

never had a default, it can be a potential weakness as they may not have the experience to deal with problem loans. 

Having a manager who has been through multiple cycles is also ideal. 

 

Other questions to consider include: How fast does the portfolio ramp up and down, and what fees are charged? Are the 

fees charged on committed or invested capital? Are leveraged sleeves provided? How does the manager typically protect 

the downside and what is the LTV of the average deal? 

 

 

While allocating to private debt in an institutional portfolio is not a complicated process, it is challenging to execute 

well. The industry moves at such a dynamic pace that it is difficult to keep up if one is not in the industry. 

 

As part of Petiole's diversified private market investment programs, we have been harnessing private debt's potential 

over the past years. Reach out to us today to find out how to incorporate private debt into your investment strategy. 
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This presentation was issued by Petiole Asset Management AG (“PAM”) on July 28, 2022 and is provided to you for informational purposes only and 

contains proprietary information that may not be reproduced, distributed to, or used by, any third parties without PAM’s prior written consent. 

 
This presentation is not intended for citizens or residents of the United States of America or “US Persons” as that term is defined in “Regulation S” of 

the US Securities Act of 1933. If any, no investment products presented here are permitted for sale under the Securities Act of 1933 or any other 

regulation applicable in the United States. Accordingly, no investment product may be offered or sold directly or indirectly in the United States of 

America to residents and citizens of the United States of America or to “US Persons”. 

 
All information, figures, calculations, graphs and other numerical representations appearing in this presentation have not been audited and may be 

subject to change over time. Furthermore, certain valuations (including valuations of investments) appearing in this presentation are subject to change 

as they may be based on either estimates or historical figures that do not reflect the latest valuation. Although all information and opinions expressed 

in this presentation were obtained from sources believed to be reliable and in good faith, no representation or warranty, express or implied, is made 

as to their accuracy or completeness. The information contained herein is not a substitute for a thorough due diligence investigation. Past performance 

is not indicative of and does not guarantee future performance. The performance data do not take account of the commissions and costs incurred on 

the issue and redemption of units. Exit timelines, prices and related projections are estimates only, and exits could happen sooner or later than expected, 

or at a higher or lower valuation than expected, and are conditional, among other things, on certain assumptions and future performance relating to 

the financial and operational health of each business and macroeconomic conditions. 

 
PAM makes no representation or warranty, express or implied, with respect to any statistics or historical or current financial data, whether created 

by PAM through its own research or quoted from other sources. With respect to any such statistics or data delivered or made available by or on behalf 

of PAM, it is acknowledged that (a) the investor takes full responsibility for making its own evaluation of the materiality of the information and the 

integrity of the quoted source and (b) the investor has no claim against PAM. 

 
To the extent this presentation contains any forecasts, projections, goals, plans and other forward-looking statements, such forward-looking statements 

are inherently subject to various parameters, most of which are difficult to predict and many of which are beyond PAM’s control and may cause actual 

performance, financial results and other projections in the future to differ materially from any projections of future performance, results or 

achievements expressed or implied by such forward-looking statements. Investors should not place undue reliance on these forward-looking 

statements. PAM undertakes no obligation to update any forward-looking statements to conform to actual results or changes in PAM’s expectations, 

unless required by applicable law. 

 
PAM makes no representation or warranty, express or implied, with respect to any financial projection or forecast. With respect to any such projection 

or forecast delivered or made available by or on behalf of PAM, it is acknowledged that (a) there are uncertainties inherent in attempting to make 

such projections and forecasts, (b) the investor is familiar with such uncertainties, (c) the investor takes full responsibility for making its own evaluation 

of the adequacy and accuracy of all such projections and forecasts so furnished to it and (d) the investor has no claim against PAM. 

 
This presentation represents a summary of certain information, the full terms of which are contained in a Private Placement Memorandum that should 

be reviewed for a more complete understanding of the investments and their risks. In addition, this presentation does not constitute and should not 

be construed as investment advice, tax or legal advice, an offer to sell, or a solicitation to buy, any instrument or other financial product, nor does it 

amount to a commitment by PAM to make such an offer at present or an indication of PAM’s willingness to make sure an offer in the future. 

 
Petiole Asset Management AG is a company limited by shares with registered address at Bahnhofstrasse 64, 8001 Zurich, Switzerland and is authorized 

as investment manager by the Swiss Financial Market Supervisory Authority FINMA. 
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