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Executive Summary 

Seven years after the financial crisis and the global onset of ZIRP and QE monetary policies, 

investors are still confronted with few options when it comes to generating yield from traded credit 

and equity vehicles. 

However, economic growth, while measured, has been sufficient to meaningfully lower default rates 

on privately-placed corporate debt. Accordingly, investors are discovering the qualities inherent 

in this overlooked and relatively undiscovered asset class, primarily shorter duration and yield 

premiums in excess of those available from comparable traded credit instruments.

At the same time, tighter banking regulations have made it unfeasible and uneconomical for large 

financial institutions to lend to small and medium-sized businesses - precisely the corporate 

segment most in need to growth and expansionary capital - and they are increasingly turning to 

non-bank providers as a source of financing. This situation creates an attractive supply-demand 

dynamic between the companies that need capital and participants than can provide credit. 

When properly vetted and constructed, such private debt transactions increasingly offer the 

potential to generate attractive risk-adjusted returns for prudent investors.
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What is Private Debt? 

• Typically a revolving line of credit for working capital requirements or a term loan for  

liquidity against longer-term assets

• Secured by hard or financial assets; underwritten with emphasis on capital 

preservation and income generation

• Focuses on loan-to-value (LTV), rather that underwriting cash flows or enterprise value

Asset-Based Lending

Direct Lending
• Directly originated by an alternative lender, not syndicated by an investment bank

• Sourced through private equity sponsors, boutique investment banks, commercial 

banks, attorneys, accounting firms, past lending relationships, etc. 

• Secured by future cash flows (typically measured by EBITDA)

Syndicated Loans
• Similar to direct lending, commercial loans provided by a group of lenders, 

structured, arranged and administered by one or several commercial or investment 

banks, then syndicated to other banks and institutional investors

• Secured (either first or second lien) generally by cash flow and priced to float vs. a 

benchmark (usually LIBOR)

Mezzanine Financing
• Subordinated loans without security interest in the assets of the borrower

• Secured by equity in borrower

• Senior to equity, but junior to senior secured positions.

Private debt allows investors to act as a direct lender to private companies instead of through an intermediating financial 

institution. It is generally illiquid and not traded in organized markets, but is backed by corporate credit (such as cash flow), 

real estate, infrastructure, or other hard, financial or esoteric assets. In contrast to public debt, investments are typically 

originated directly between the lender and the issuer, as opposed to a public offering of securities.

The landscape can be divided into several categories:

Sponsored: Involves portfolio companies of PE 
firms, often with equity component & sale as exit

Non-sponsored: No PE involvement, typically 
greater diligence, flexibility & customization

Sponsored vs. Non-Sponsored

Private Debt Categories can be Further Separated Into Segments

Cash-Flow: Debt is a function of future cash 
flows, as measured by EBITDA  

Loan-to-Value (LTV): Debt is a function of 
collateralized asset value, expressed as a percent

Cash Flow vs. Asset-Based

Large balance transactions are > $50M

Small balance transactions are < $50M

Old Hill's sweet spot: $2M - $25M

Large vs. Small Balance
Term: Principal, maturity & payments are fixed 

Revolver: Principal is capped; amount drawn 
and repayment composition schedule flexible 

Term vs. Revolver
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ASSET-BASED

Assets pledged as collateral form the 
basis of credit capacity.

Lender studies value, liquidity, stability 
of collateral to determine how much 
to lend against the assets

Loan-to-value (LTV) a key metric

Borrower assets tend to be relatively 
stable over a variety of business and 
economic cycles 

Lender risk is lower because loans are 
anchored on current asset values and 
not future revenue

Requires close monitoring of collateral 
to ensure LTV assessments remain valid

A Key Differentiation: Asset-Based Vs. Cash Flow Lending 

A core differentiator within corporate lending is between asset-based and cash-flow transactions. The difference lies in what 

the lender primarily considers when making the loan. 

In asset-based transactions, the lender's interest is secured directly by assets of the borrower, so the value of those assets 

and how much the lender will provide against them becomes paramount. Accordingly, asset-based lenders like Old Hill 

Partners focus intently on loan-to-value (LTV) when researching a transaction, and the final LTV in a transaction is dependent 

on variables such as collateral value, liquidity, transparency, and perfection. 

 

In contrast, cash-flow lending often uses EBITDA or some other fundamental business metric as an anchor for gauging the 

borrower's credit capacity, instead of the value of its assets. A key measure for cash-flow lenders is therefore total debt as a 

proportion of a company's free cash flow, with limits often referenced in loan covenants. 

During periods of tightening monetary policy, both types of lending can minimize interest rate risk through the use of floating-

rate structures and floors. However, asset-based lending can be less sensitive to overall macroeconomic developments than 

cash-flow lending. This is because asset values typically remain fairly stable through a variety of business conditions and 

economic cycles, making them a highly predictable foundation for credit decisions. 

In addition, most asset-based transactions have conservative LTV's, which allow for some deterioration in assets before a 

default scenario begins to unfold. Conversely, both the relative and absolute EBITDA of a borrower can decline sharply and 

quickly during economic downturns, exposing the lender to a higher risk of portfolio credit quality deterioration and more 

rapid onset potential borrower defaults. 

Macroeconomic Sensitivity of Asset-Based Vs. Cash Flow Lending

CASH-FLOW BASED

Uses operational business metrics, 
usually free cash flow, as the basis for 
credit capacity and collateral

Relies on EBITDA (earnings before inter-
est, taxes, depreciation and interest) 
as a key indicator of free cash flow 

Lender risk may be higher because of 
the variability in business cycles and 
borrower business models.  

Requires extensive monitoring and 
modeling of borrower's business and 
operating environment

Often come with additional financial 
covenants as protection against 
EBITDA deterioration
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Filling the Void: Private Debt and the Disintermediation of Banks 

Regulatory changes put in place following the financial crisis 

have resulted in a steady departure of banks from the small-

and medium-sized enterprise (SME) segment of the market. 

These new rules require heightened regulatory scrutiny, 

stricter capital ratios and leverage limitations, resulting in high 

servicing costs which make it uneconomical for the traditional 

large institutions to lend in this key segment of the economy 

despite favorable underlying conditions. 

The number of commercial banks in the United States has 

plummeted since the crisis, dropping from nearly 7,000 in 2010 

to just over 5,000 in 2015. Legislation such as Dodd-Frank has 

significantly impacted the ability of traditional lenders to deploy 

proprietary risk capital, including the direct origination of non-

rated loans. 

Under pressure to increase capital ratios, many banks have 

thus found it easier to exit the SME lending niche entirely in 

order to focus on larger, more profitable borrowers. 

Yet at the same time, business lending to smaller businesses 

has skyrocketed since the crisis, implying loan demand is 

being met by non-traditional sources. The SME segment of 

the economy is vital; some 200,000 companies with revenues 

between $10 million and $2 billion collectively employ more 

than 78 million people, or 65% of the U.S. workforce. 

Loans to this segment of the economy tend to be used for 

capital expenditures or other growth-related activities, and 

as such, are highly correlated with GDP growth. Indeed, the 

nearby Thomson Reuters Paynet Small Business Lending 

Index leads U.S. GDP by 2-5 months. 



© 2015 Old Hill Partners, Inc.. Page 6 of 10

The decline in banks’ share of the mid-market leveraged loan business since 1998 

is staggering, and illustrates why the opportunity set in private debt has become 

so large. Note that the nearby graphic only goes through 2013; the trend has 

continued, with Preqin estimating some 1500 non-bank institutional investors now 

have interests or investments in private debt funds as of mid-2015, up from only 

990 in July 2014. This makes sense, given the attractiveness of the asset class to 

lenders:

>> Predictable Yields

 Yields are calculated at issuance, are unlikely to vary significantly, and do  

 not carry the mark-to-market risk of the current public credit market.

>> Downside Protection

 Rigorous issuer due diligence, proper transaction structure and   

 collateralization by real assets can minimize downside risks. 

>> Interest Rate Protection

 Asset-backed lending transactions can be constructed using floating-rate  

 structures, which ensure lenders are protected against rising interest rates.  

 

Private Debt's Low Correlation To Other Asset Classes

Private debt is also attractive as an asset 

class due to its generally low correlation 

to other asset classes typically found in 

institutional investor portfolios, including 

income-oriented ones. In other words, 

returns associated with private debt do 

not typically move in tandem with other 

assets, such as stocks, private equity or 

public bonds, in response to changing 

economic and market conditions. For 

the portfolio owner, this characteristic 

can increase portfolio diversification and 

reduce volatility.

ASSET CLASS 
CORRELATIONS,           

1992-2014 Private 
debt

Public 
bonds

Domestic 
equity

Internationa
l equity

Emerging 
Mkt. equity

Traded 
REITs

Private 
equity

Direct Real 
Estate

Private debt 1.00

Public bonds 0.06 1.00

Domestic equity 0.64 -0.03 1.00

International equity 0.66 -0.27 0.76 1.00

Emerging Mkt. equity 0.67 -0.23 0.40 0.77 1.00

Traded REITs 0.61 0.08 0.42 0.39 0.39 1.00

Private equity 0.43 -0.22 0.78 0.76 0.57 0.39 1.00

Direct Real Estate -0.13 -0.01 0.25 0.23 -0.01 0.32 0.46 1.00
 Source: Morningstar
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The low interest rate environment has resulted in 

a search for yield by investors across the board. 

Conventional wisdom holds that the higher the 

yield, the higher the risk, and this is generally true. 

However, not all risk is created nor mitigated equally. 

Private lending typically yields above other fixed 

income instruments in the public markets due to 

the illiquidity of the underlying loan, not because 

asset-based lenders face materially higher issuer, 

interest rate or market risk. By comparing returns 

from small- and middle-market private loans to larger 

broadly syndicated loans over the last ten years, Old 

Hill estimates investors should expect an annualized 

illiquidity premium of roughly 300-600 basis points. 

Meanwhile, a common perception of middle-market 

issuers is that they are poor credit risks, which forces 

investors to require a higher yield as compensation. 

The data suggests otherwise. Thomson Reuters/

Paynet's Small Business Delinquency Index shows 

that the portion of small businesses more than 90 

days past due is lower than before the financial crisis, 

and bumping up against record lows as of October 

2015. 

Senior secured loans have similar long term default 

rates as seen in non-investment grade high-yield 

corporate bonds - 3.6% and 3.5%, respectively. 

However, the recovery rate for asset-backed loans is 

significantly higher, 70.1% vs 39.9%, since senior 

secured loans are the most senior on a borrower’s 

capital structure and have much better chances of 

recovering value in the case of default (and further 

enhanced in the case of asset-based loans). 

Finally, asset-based loans and high-yield bonds react 

differently to changes in interest rates. While high yield 

bonds generally have fixed coupons and are thus 

sensitive to changes in benchmark interest rates, 

asset-based loans can include floating coupons plus a 

spread & floor to minimize interest rate risk.

The Risks vs. Rewards of Asset-Based Lending
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Characteristics of A Successful Asset-Based Lending Strategy

A properly structured asset-backed loan portfolio has the potential to offer attractive returns with minimal volatility, but the 

market is not a simple one. The process of identifying, structuring and underwriting a private debt transaction is complicated, 

variable and by no means a one-size-fits-all process. Successful lenders need broad experience in: 

• Deal sourcing 

• Covenant protection

• Collateral valuation 

• Portfolio size

• Issuer due diligence

• Transaction structuring 

• Post-close monitoring and support 

Active in the asset-based lending sector for more than a decade, Old Hill Partners has observed a discrete set of transaction 

and issuer characteristics that together define its "sweet spot":

Issuer size:   Small to medium

Principal:  < $25 million

Annual coupon:  8%-15%, 

Maturity:  24-48 months

Origination Fee:  1-2% of principal 
Collateral:  Senior, with adequate liquidity

Loan-to-Value:  35%-85%

   

Critical is to any asset-based transaction is collateral analysis, since collateral is what secures principal against loss. The lender 

should seek identifiable hard and/or financial assets, be senior in the capital structure of the issuer, and when practical, structure 

transactions with self-liquidation in mind. 

Also, fully understanding the value and the liquidity of underlying collateral backstopping a loan facility before it is entered 

identifies potential problems before capital is at risk. Proper loan-to-value calibration is vital, and can be raised or lowered 

depending on the strength of the collateral and the issuer, embedding an additional buffer should the need arise.

Finally, to the extent practical, prudent lenders benefit from ensuring that the owners/managers of the borrower also have 

significant capital at risk; their skin the game helps align borrow and lender interests, and can become crucial in certain 

situations. 

When properly constructed, the result is private debt portfolio that can generate attractive risk-adjusted returns for investors. 
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About Old Hill Partners, Inc.

Old Hill Partners Inc. (“Old Hill”) is an SEC-registered investment adviser with significant experience in all facets of asset-backed 

lending and alternative investment management. Our primary investment strategy is asset-backed lending. We offer customized 

lending products and services to small and middle-market clients and work closely with our borrowers and partners to provide 

creative funding structures to support their growth initiatives. For more information, please visit www.oldhill.com.

John C. Howe is Old Hill’s President and Chief Investment Officer. He has over 25 years of 

experience investing and managing credit and asset-based lending transactions, and is 

responsible for overall portfolio construction. Prior to founding Old Hill in 1996, John was a 

Managing Director at Nomura Securities in New York from 1990 to 1995, where he oversaw 

the $40 billion Government Securities Business Unit, and managed and traded fixed-income 

securities for seven years at Kidder Peabody. He has an undergraduate degree from Tufts 

University and a graduate degree from Columbia University, with a specialization in international 

business. John was a captain in the United States Army, serving 10 years in active and reserve 

Jeffrey Haas is Old Hill’s Chief Operating Officer. He has over 20 years of diverse financial 

experience in portfolio management, transaction structuring and operations management. 

Jeff is responsible for Old Hill’s day-to-day operations, as well as sourcing and structuring 

transactions. Prior to joining Old Hill, he was COO and co-portfolio manager of Juniperhill 

Asset Management and a portfolio manager for Centrecourt Asset Management. Earlier, he 

was a portfolio manager at CIBC World Markets, where he co-managed proprietary trading for 

structured & illiquid investments. Jeff has an MBA in finance and international business from NYU 

Stern and an undergraduate accounting degree from Adelphi University. He is a registered CPA.Jeffrey Haas

John C. Howe
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