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PART I – UNDERSTANDING KEY BDC FEATURES 

BDC 101 
BDCs remain very popular income investment vehicles for two key reasons: their high yields and their 
strong historic returns. The chart below plots trailing-twelve month yields as of 2022 along with their 
historic ranges (capped at 20%). It shows that BDCs maintain the second highest level of yield, however 
unlike mREITs, BDCs have put up stellar historic returns. 

 

A BDC is a closed-end investment fund registered under the Investment Company Act of 1940. BDCs were 
set up in order to facilitate investment in small and medium-sized companies as these were viewed as 
being underserved by the banking industry. There are roughly 50 BDCs at present with assets under 
management ranging from tens of millions to tens of billions per BDC. 

BDCs are organized as corporations and benefit from pass-through tax treatment by qualifying as Regulated 
Investment Companies or RICs. For this to happen the BDC must distribute substantially all of its taxable 
income each year as well as pass various diversification tests. This allows BDCs to be exempt from tax on 
the corporate level.  

BDCs invest primarily in secured floating-rate loans, although many also hold substantial equity and 
preferred assets. BDCs are able to generate a high level of yield by carrying a significant level of leverage 
(typically 1x i.e. a typical BDC may have $500m of assets financed via equity and another $500 financed via 
debt).  

BDCs can offer an attractive investment proposition for income investors through diversification, floating-
rate exposure, resilience and strong returns.  
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BDC Fee Structure 
BDC fee structure is fairly complex and composed of, at least, 7 different features.  

BASE MANAGEMENT FEE 
 base management fee on gross assets (typically in the range of 1.375%-2%) 

 base management fee on gross assets above leverage of 1x (typically set to 1% for many BDCs) 

 whether the management fee excludes cash & cash equivalents 

NII INCENTIVE FEE 
 percentage of NII (typically, 17.5-20%) 

 hurdle rate (the annualized NII floor rate below which no income incentive fee is earned, 
typically 6-8%) 

 catch-up rate (the NII cap at which point the incentive fee is "caught up" i.e. as though it was 
earned from NII of zero, typically 8-10%) 

CAPITAL GAINS INCENTIVE FEE 
 percentage of capital gains (typically, 17.5-20%) 

OTHER 
 Cumulative total return hurdle / lookback (companies with this feature usually have this set to 3 

years) 

 Total expense ratio cap 

The reason the total return hurdle / lookback rightfully gets a lot of focus is because of both a sense of 
"fairness" as well as BDC management incentives. The key issue is that BDCs have two types of incentive 
fees (NII and capital gains) which are calculated separately. This means that a BDC could earn a NII 
incentive fee on an amount that exceeds its total return due to capital losses in its portfolio. This doesn't 
seem fair.  

What's more worrying is that this fee structure could incentivize a BDC to tilt to higher-yielding riskier 
assets which would boost its NII incentive fee without bearing the repercussions (at least in its incentive 
fee profile) for higher credit losses down the road. 

The lookback provision is intended to net the two types of incentive fees and ensure that the BDC is on 
the hook for capital losses as well. In other words, the capital losses are netted against the NII the 
company generates and it is this net number that goes into the incentive fee number. 

Clearly, the lookback provision is important. However, the reality is that, in practice, it is not as essential 
as it may seem. This is for a few reasons.  

First, many strong performers in the BDC space have generated fairly consistent returns in excess of NII 
which means that, for them, lookback provision is more theoretic than practical. For these companies, 
the lookback incentive to keep portfolio quality adequate is not very relevant. They are incentivized to 
keep portfolio quality high by the desire to grow the company's asset base as well as maintain a 
reputation for being prudent investors. 

Secondly, some BDCs without the lookback provision have tended to waive fees anyway to reflect capital 
losses. 

Thirdly, a BDC with a record delivering consistent capital losses will find it very difficult to outperform the 
sector even with the benefit of the lookback provision.  
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The key takeaway here is that investors should pay as much, if not more, attention to the base 
management fee as well as the hurdle rate. Ultimately, the lookback provision is just part of the puzzle - 
yes, it's a nice feature to have but it's not something that can exclusively render a given BDC fee structure 
as shareholder-friendly or not, at least not on a holistic basis.  

PART II – ALLOCATING TO BDCS 

What Makes A 'Quality' BDC? 
Ultimately, “quality” is what most income investors are after in their portfolio allocation. However, 
because there is no one objective quality metric, most often investors have to turn to proxies of quality. 
In this section we take a look at some of these proxies and see whether they can provide a reasonable 
approximation of “quality”.  

Many investors view larger BDCs as “quality” BDCs. There is some intuition to support this. Larger BDCs 
will tend to have larger staff to analyse new deals and help their portfolio companies. They should also 
have a larger network to identify attractive opportunities. And historic success would have allowed them 
to grow their asset base more easily via unrealized and realized gains as well as more readily received 
public offering of new stock.  

However, if we look at the chart of BDCs by net assets (x-axis) vs. 5Y Total NAV returns below there is not 
much of a pattern. It is true that a number of BDCs that are commonly regarded as "better" do tend to 
fall into the larger bucket such as ARCC, MAIN, GBDC and others, however there doesn't seem to be an 
obvious pattern in this plot linking size to better total NAV returns. If there were, the scatter plot would 
be diagonal - running from lower left (smaller size / lower historic returns) to upper right (larger size / 
higher historic returns).  
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Some investors may quibble with using 5Y Total NAV returns as a sanity check here but it surely can't be 
useless. In other words, a BDC that is regarded as "one of the best" should also have delivered strong 
total book value returns over the past 5 years.  

And, in any case, if we look closely at the BDC sorted by size then within the top five BDCs we see (PSEC) 
and (FSK) that are regarded by many investors as poor and uninvestable (outside of tactical allocations, 
perhaps). What this tells us is that gauging any kind of quality characteristic from BDC size is too 
inconsistent to be very useful so we can discard it.  

Another suggestion is to use valuation. The idea here is that the "best" BDCs trade at significant 
premiums. If we glance at the chart of valuation (x-axis) vs. 5Y total NAV returns there does look to be a 
clear association - BDCs with higher 5Y total NAV returns tend to boast higher valuations.  

 

However, what's interesting is that this association is not terribly consistent. For example, MAIN at a 
159% valuation has delivered the same 5Y total NAV return as FDUS which trades at a 96% valuation and 
CSWC which trades at a 146% valuation has underpeformed ARCC which trades at a 107% valuation by 
1.7% per annum in total NAV terms. The underperformance on price would have been even worse 
because of the valuation impact on historic dividends if purchased at current valuations.  

Of course there are, arguably, other reasons for the elevated valuation of MAIN and CSWC besides total 
NAV returns. However, the focus on valuation doesn't really answer the question of how high a valuation 
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is too high? Is the MAIN valuation gap of 54% (i.e. 159% vs 105%) relative to the average BDC too high or 
too low or just right? And if everything is priced "just right" why are we even going through the motions 
of trying to allocate to the "best" BDCs if everything is priced correctly by the market. Hanging our hat on 
valuation doesn't really get to the heart of the quality question since it doesn't tell us how much is too 
much to pay for quality (is MAIN at 200% too high?). Plus, it also has a circular feel to it - the price is high 
because the quality is high and the quality is high because the price is high.  

NAV growth (i.e. ex-dividends) is often pitched as a key metric to follow, however, it's skewed by 
different dividend policies of BDCs as well as the size of the equity allocation. BDCs with more 
conservative dividend policies will tend to retain more income and, hence, show a higher NAV trajectory. 
Moreover, the timing of special dividends will make a big dent in the NAV. Whenever tracking NAVs are 
recommended by other analysts it always comes with a disclaimer of "except ignore BDCs A, B, C, D and E 
because of large specials" which is not particularly useful. Separately, moves in equity markets will often 
filter into marks of private equity positions so a BDC with a relatively high equity allocation will look 
better during an equity market uptrend and worse during a downtrend - not exactly the consistency we 
are going for.  

Coverage ratio is sometimes carted out as a key quality metric but it's obviously skewed by a 
discretionary choice of where to set the dividend. A way to show a great coverage ratio is to simply drop 
the dividend. A feature of the BDC that is entirely at the discretion of its managers surely can't be a great 
measure of quality.  

Diversification is another metric of quality often highlighted by analysts. However, the experience of the 
last few years surely shows that it is BDCs with lower allocation to cyclical sectors like Retail and Energy 
(i.e. those that are, arguably less diversified) that have moved through 2020 with fewer dings in their 
portfolios. Diversification can also easily lead to overdiversification where managers are adding low-
conviction positions to the portfolios. Finally, a BDC like PSEC that holds not just first-lien loans but has 
also "diversified" into real estate and CLOs is, arguably, much more diversified relative to the average 
BDC and yet few investors would put it at the top of the quality list.  

Ultimately there are no simple answers to the quality question. Gun to our head we would highlight 
metrics such as through-the-cycle total NAV returns, NAV resilience over market shocks, cumulative 
unrealized and realized gains, historic non-accrual levels and several more. In short, investors have to rely 
on a number of different metrics to gauge BDC quality. This may be more difficult, however, the upside of 
the process is that it should result in higher-conviction portfolios.  

Why Not Just Hold the One "Best" BDC 
An obvious question in BDC allocation is why not just hold one “best” BDC – something like ARCC for 
instance – a BDC very popular with investors. This is definitely not a crazy idea. First, ARCC has put up not 
just strong performance but also consistent performance over time – over the last 5 years it only had two 
quarters of below sector total NAV returns. 
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Second, it has been very resilient, seeing its NAV reach new highs over various market shocks such as the 
GFC, Energy and COVID shocks. 

 

Third, it’s not outright cheap but its valuation premium of about 8% in relative terms is less than its 
performance premium of 22% (12.9% vs 10.5% 5Y total NAV CAGR). We calculate a 3Y metric in the BDC 
Tool that combines the company's 3Y total NAV return and its current valuation. By this metric, ARCC 
looks very attractive - well above the sector average figure.  
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Fourth, BDCs give you automatic diversification even in a single holding. ARCC has exposure to 452 
companies which is a lot more than you find even in actively-managed credit funds like CEFs. It is also 
3.25x higher than the average BDC. 

 

With all of that said, holding a single BDC is not something that makes sense to us for a few reasons. First, 
holding a single BDC means holding it through all levels of valuation. Imagine a scenario where ARCC rises 
to a valuation of 150% - that may seem crazy but there were multiple BDCs over the past year that 
reached this level. That kind of premium is not justified for any BDC. 

Second, investing using a rear-view mirror is very dangerous. There are many examples where the 
strongest performer over a given period then fizzled out and underperformed – in fact, there are many 
BDCs like this. This is not to say that ARCC is guaranteed to underperform but betting that an 
outperformer will keep outperforming is not a sound investing strategy. ARCC could underperform either 
because something goes awry in its process or because of unfavourable conditions for its investment tilts 
such as a challenging environment for second-lien and subordinate paper which it is overweight. 

Ultimately, diversification makes sense in all sectors of the portfolio including BDCs. This may seem like 
“diworstification” since it involves allocating to BDCs with a weaker longer-term track record than ARCC 
but it’s really not. That’s because investors are not diversifying based on performance but across 
performance risk factors. This includes things like the target market – ARCC doesn’t actually target the 
middle-market segment (i.e. $10-150m EBITDA) unlike nearly all other BDCs but a larger segment (its 
weighted-average EBITDA is $179m). ARCC also has a lower-lien profile and a lower equity profile which 
gives it a higher yield but less of a lottery-like potential. Other BDCs allow investors to cover these other 
areas of the BDC market. 

What Drives BDC Valuations 
An important question for BDC investors is how to think about valuations. It is obvious for any participant 
in the sector that valuations are not random. Some BDCs enjoy consistent sky-high valuations while other 
BDC valuations remain stagnant. 

A common view is that BDC valuation is simply a function of the dividend yield. The reality is precisely the 
opposite, however. If anything, higher valuations are associated with lower regular dividend yields.  
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Arguably, we should be using the total dividend yield which also includes special or supplemental 
dividends. However, this doesn't provide a clear relationship either. Investors also know that BDC 
valuations don't swing around wildly by 50-100% whenever a company declares a large special dividend.  



10 
 
 

 

A metric that is much better linked to valuations is historic total NAV returns. Intuitively, it makes a lot of 
sense - BDCs can deliver returns over and above their income levels through their gains in common 
equity and warrant holdings with the better companies historically delivering total returns close to 
double of their income yields. 

The chart below shows that it is these companies with the stronger total NAV returns tend to trade at 
higher valuations.  
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This relationship is not perfect and, from the looks of it is not totally linear. The outliers on the low and 
high valuation side suggest valuations tend to be floored around 70% or so (at least in our BDC coverage 
universe) and 5-year total NAV returns don't go to the moon but are below 20%. This means a cubic 
spline would fit the data better but that's likely overegging it for our purposes here. 

Obviously, there are a lot of other moving parts in BDC analysis and historic returns are not a sole 
determiner of valuations but they certainly appear to be much more tightly linked to valuations than to 
dividend yields. This is particularly relevant since returns are often persistent in the BDC sector - strong 
companies often continue to deliver strong returns while weaker companies continue to deliver poor 
returns due to persistent portfolio credit issues with lots of room in between.  

The key takeaways for investors is that valuations are pro-cyclical in the sense that companies with an 
improving return profile should also benefit from a valuation re-rating. This suggests that it makes sense 
to look at BDCs from a total return mindset rather than focusing exclusively on yields.  

The other takeaway is that valuations can vary significantly for BDCs with a similar historic return profile. 
This suggests that investors can tilt to companies with a stronger margin of safety without potentially 
giving up much in terms of forward returns. Obviously, as the disclaimer goes, past returns are no 

https://static.seekingalpha.com/uploads/2021/11/19/30644215-16373243443814158_origin.png
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guarantee of future returns, and investors need to do due diligence with prospective performance in 
mind.  

Two Common BDC Allocation Strategies That Can Go Awry 
In this section we highlight a couple of BDC allocation strategies that appear to be common but are 
unlikely to outperform in the longer-term in our view.  

One strategy is what is commonly called a value trap strategy that allocates to BDCs primarily on the basis 
of valuation. For instance, a recent headline stated that the BlackRock Capital Investment Corp (BKCC) is 
an "average" BDC at a cheap valuation.  

In fact, there is nothing average about BKCC when we look at its ability to generate wealth for investors. 
It is the worst performer across 3Y and 5Y horizons in total NAV return terms of the BDCs in our 
coverage.  

 

Granted, gauging total NAV returns can be quite tricky in the BDC sector which is why you don't often 
hear about it in BDC commentary but it's essential to avoid value traps like BKCC.  

The other strategy that is likely to underperform in our view, though to a smaller extent, is buying strong-
performers without regard to valuation. The problem here isn't that these BDCs deliver poor total NAV 
return - they typically outpeform the sector. However, their elevated valuation is totally out of line with 
how much outperformance they have delivered in total NAV terms historically.  

For example, BDCs like CSWC and HRZN spent much of 2021 trading at silly valuations of 150-170% which 
was around 40-60% above the sector average.  

https://static.seekingalpha.com/uploads/2022/6/17/30644215-1655515147084207_origin.png
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This is despite delivering performance that was only 0-20% above the sector average level over the past 
3-5 years in total NAV terms (and lower more recently).  

 

In short, once valuation is taken into account, these BDCs typically deliver a lower return on investor 
capital than the sector average. Higher-valuation BDCs also tend to be priced for perfection and see 
significant valuation compression in periods when not everything lines up perfectly, such as 2022.  

https://static.seekingalpha.com/uploads/2022/6/17/30644215-16555167986572402_origin.png
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In our view, avoiding value traps and making sure that the valuation investors pay are justified by a 
similarly high or even higher total NAV outperformance can increase the likelihood of investors reaching 
their investment goals in the sector.  

Considerations for Allocating to BDCs via Funds 
There is a common mantra in the BDC sector that investors should steer clear of passive funds that 
allocate to BDCs because they either tilt to lower-quality BDCs and/or have poor historic returns.  

The reality, as is often the case, is more complicated. Let's take a look at the performance of three funds 
that allocate to BDCs: 

 VanEck BDC Income ETF (BIZD) 

 ETRACS MVIS BDC Index ETN (BDCZ) 

 First Trust Specialty Finance and Financial Opportunities CEF (FGB) 

The chart below presents the 5-year total returns of these three funds (FGB returns are shown from an 
NAV perspective to control for the discount / premium CEF behavior) relative to the broader BDC sector. 
The blue line shows the average 5-year annualized total return of the BDC sector (excluding the funds) 
and the green line shows the median return. Not all BDCs are presented below but enough of them to be 
useful, in our view. 

 

The chart shows a couple of things. First, it is clear that the three funds have indeed missed out on some 
of the enormous returns in the highest-performing BDCs.  

Secondly, the 5-year ETF/ETN returns are about 2-3% below the average of the BDC sector though pretty 
much in line with the median performance and with absolute performance of 8-10% which isn't too bad. 
Their median performance shows that they have underperformed and outperformed roughly the same 
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number of BDCs. This suggests that they are not the vast sector underperformers they are often assumed 
to be. 

Thirdly, what really stands out is the terrible performance of the CEF FGB which certainly seems odd on a 
couple of fronts - the sheer scale of its underperformance, the fact that its leverage should have allowed 
it to outperform given the strong trend in the BDC space over the last 5 years and the fact that it is 
actively managed which, presumably, should have allowed it to sidestep some of the persistent 
underpeformers in the sector.  

What is going on here?  

Readers who are familiar with our CEF analysis may already know that we have a bias against owning 
equities or other relatively volatile assets in CEF format for a few reasons. First, CEFs aren’t great vehicles 
for these more volatile assets (e.g. CLO Equity, MLPs, stocks etc.) because of their leverage constrains. 

BDCs tend to have much higher volatility than the usual equity indices. For example, the Q1-20 
drawdown was around 50% for BDCs while the S&P 500 was down only around 33%. This level of 
drawdowns will drive deleveraging in leveraged CEFs which is why you tend to see that MLP CEFs 
underperform MLP ETFs and FGB hugely underperform the broader sector. The fund's shareholder report 
clearly shows how the fund deleveraged in 2020, locking in economic losses for investors. This is not the 
only reason for its underperformance but it is an important one. 

The other reason we tend to avoid equity-focused CEFs is that, for the majority of equity CEFs, active 
management, doesn’t really seem to work, even outside of the deleveraging issue (most equity CEFs are 
not leveraged). We have shown several times that most equity CEFs tend to underperform the broad (or 
the relevant sector) equity indices. The reality is that the average CEF is around $500m of AUM which is 
pretty small in the broader fund management landscape and even though some managers can be 
responsible for multiple funds, it's not at all obvious why the most talented managers should choose to 
play in what is a fairly small pond rather than run much more money on the institutional or hedge-fund 
side.  

If we put the performance issue aside for the moment, some investors may be attracted to a CEF like FGB 
because it trades at a discount - about 6.5% currently - with the view that they can own a bunch of BDCs 
(that they would otherwise hold anyway) at a discount to their market price. In other words, you can pay 
100% for something or 94% for the same thing - why wouldn't you take the 6% discount offered by the 
CEF since it seems like a free lunch. 

It is important to stress, however, that there is no free lunch here. FGB charges investors 1% in 
management fees (and a bit more in fund expenses) so it should trade at a discount that reflects its fee. 
As it happens with BDC yields of around 8%, the fund should trade at least at a 12.5% discount (in order 
to compensate for 1/8th of its yield going to the manager rather than the investors). However, because 
FGB only trades at a 6.5% discount it is actually expensive to fair-value. The fund's leverage does allow it 
to provide additional yield, however that comes at the cost of deleveraging which is, on net, a negative as 
we discussed earlier.  

This fair-value calculation also ignores any alpha which is obviously negative in FGB so its discount should 
probably be on the order of 30% or so in reality. We have discussed this “deleveraging tax” before – an 
issue that tends to be swept under the rug by CEF cheerleaders but it’s a real thing and needs to be 
looked at seriously when evaluating CEFs trading at either elevated leverage or holding highly volatile 
assets. In the case of FGB this tax appears to be on the order of 8-10% per year over the past 5-10 years. 
Stated in another way, this tax is basically 100% of the income that the fund generates. This doesn't mean 
the fund will continue to perform as poorly in the future - it could do OK  over the next few years if 
market volatility remains subdued. However, it is not a fund that makes sense to hold "through the 
cycle". 
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Watch Out for The Management Narrative 
Management commentary provides investors with a useful “insider” view of a given company that goes 
above and beyond public disclosures. One thing that is important for investors to understand is that 
companies will, unsurprisingly, tend to either focus on the stronger aspects of their performance and/or 
they will tend to put the best kind of spin on a given portfolio feature.  

There is nothing wrong with this - in fact, it would be odd if it were otherwise. However, the key point for 
investors is that management commentary or presentations should not be the sole basis for investment 
in a particular company or allocation in the sector. The corollary here is that the type of analysis that 
relies exclusively on company presentations to tell a story of a given company is obviously insufficient as 
it will tend to gloss over some of the key details that investors need in order to get a full picture. 

Let's see how this works in practice, taking as an example the large BDC FS KKR Capital (FSK). We will 
focus on just a few headline issues from either prepared management comments from the latest earnings 
call or the last presentation.  

The CEO kicked off the call by commenting that the company had originated $2.8bn of new investments. 
That's a big number by any count even for a large BDC like FSK and is 18% of its total investment 
portfolio. However, it ignores things like sales and prepayments and it's the net number that really 
matters from an income perspective. As it happens the net number was $0.98bn which is still a healthy 
level but well below the gross number. The CEO also kicked off the Q1 call citing the $417m gross new 
investment figure however that quarter the net figure was similar but with a different sign: -$460m. A 
positive net number will tend to add to NII, all else equal and ex the one-off prepayment fees, whereas a 
negative number will subtract from it. 

The takeaway here is that the gross figure typically sounds great but it's irrelevant for BDC investors 
focused on income generation who care much more about the net number. 

Among the highlights in the first paragraph of the transcript the CEO also highlighted that the company 
was able to deliver a 1% increase in the NAV. A 1% increase is pretty good, however, as with anything, we 
need to put things in perspective. As it happens, a 1% NAV increase is below the median level for the 
companies in our coverage that have reported Q3 results so far and well below the average as the chart 
below shows. 
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The key point for investors when given a piece of data from a certain BDC is to ask what does the rest of 
the sector look like. It's very hard to tell on a standalone basis (unless you are a BDC Rain Man) whether a 
given company metric is good, bad or neutral without checking up on what the rest of the space is doing. 
This is typically not something a BDC will do for investors (unless it looks exceptional on that given metric) 
so it's incumbent on investors (or BDC analysts) to always place a given metric in context.  

The CEO went on to cite GAAP NII of $0.71 for the quarter. The unrounded number appears to be $0.705. 
The rounding up of NII overstates it by less than 1% so it's really not a big deal in this case. Because the 
convention is to round to two decimal points the company is not under an obligation to provide more 
decimal points, however, it can be a larger issue for companies with lower NII levels, say, around $0.20-
0.30 per share where the rounding up (or down for that matter) can be a larger issue. For instance, both 
$0.246 and $0.254 will round to $0.25 but the difference between the two is a hefty 3.25%.  

The CEO went on to cite that the company had $2.5bn of available liquidity and no "meaningful near-
term debt maturities". That may sound great however FSK investors would very much prefer it to have 
near-term maturities which it could refinance at much lower rates than it is paying now. A number of its 
unsecured notes have coupons north of 4% whereas the company has recently issued debt with coupons 
at 1.625% and 3.125%. Being able to refinance these much more expensive bonds at current levels would 
be a huge boost for the company's NII. 

Another key issue is how the NII will be affected by a rise in rates. Investors looking at the latest 10Q may 
feel like there is very little to be worried about since it shows only a 1.8% drop in NII for a 1% rise in 
rates.  
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The trouble is that BDC portfolios are highly non-linear to a rise in short-term rates because of Libor 
floors on the asset side (i.e. on the loans they hold) and no Libor floors on the liability side (i.e. on their 
credit facilities). And because most Libor floors tend to be in the region of 0.5-1% most BDCs will have a 
much larger drop in NII for a rate rise below 1% which will then reverse closer to 1%.  

A BDC that shows a more granular impact is the Goldman Sachs BDC (GBDC) which breaks it down into 
25bp chunks (i.e. equivalent to each Fed hike). It shows that its drop in NII is much larger for rises of 0.5% 
and 0.75%. And GBDC is far from alone here.  

 

Elsewhere and looking at the presentation, the second slide features an impressive metric showing FSK as 
a "leading BDC" in terms of AUM - just after Ares Capital (ARCC) which is very good company indeed.  

 

A slide that you won't find, however, is this one which shows the 5Y total NAV performance which is far 
from "leading". Investors in FSK would probably rather trade its size for improved historic performance.  

https://static.seekingalpha.com/uploads/2021/11/12/30644215-1636712174015605_origin.png
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The key takeaway here is that it's important not to use management commentary or presentation as the 
basis for allocation in the sector. The company won't say anything that is untrue or even misleading but 
investors will certainly not get the full picture going by the company-provided information alone. It also 
means that investors that follow sector analysis that limits itself to management commentary and/or 
presentation screenshots will likely get the wrong end of the stick. 

Breaking Down Borrowing Flexibility 
The common refrain in the BDC sector is that unsecured borrowings i.e. notes or bonds are more 
"flexible" than other types of BDC borrowings such as credit facilities or securitized issuance. 

The reality is more complicated than a single catchphrase. And just like our discussion of BDC fee 
structure, it is much more helpful to break down a given BDC feature into its component parts rather 
than paint it with a single brush. Specifically, there are some features of notes and credit facilities that 
are more or less flexible and each one can be preferrable depending on the context.  

For example, we could easily argue that a credit facility is much more flexible than an unsecured note. For 
example, a BDC can very easily switch the coupon on a credit facility to a fixed-rate from a floating-rate to 
change its sensitivity to interest rates or from one floating-rate index to another or even add in caps and 
floors to the floating-rate.  

Secondly, a BDC can typically easily upsize or downsize the credit facility in response to changes in its 
portfolio. Thirdly, a BDC can often achieve a lower interest rate on its facility by agreeing to stronger 
covenants or dialing down its leverage. Fourthly, the credit facility will tend to respond very quickly to 
changing interest rates as they are mostly floating-rate. For example, BDCs with credit facilities were on 
the receiving end of a huge tailwind in lower interest expense due to Libor falling from above 2% to a 
near zero level. Secured notes did not benefit from this tailwind as their coupons are fixed. Obviously, 
this could have gone another way but even if a credit facility that is hedged out to a fixed-rate profile will 
still feature a lower overall rate due its secured nature. 
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Finally, credit facilities have much lower interest rates - typically 1-2% below that of notes due to the 
liens they have over the BDC security portfolio. Many notes have relatively long maturities and those with 
early call dates, particularly those issued to institutional investors, are typically make-whole which means 
for a typical note to be retired the BDC has to prepay most of the future coupons. We have seen the 
impact of these make-whole payments in the last quarter for TCPC and CSWC, among others, which had a 
significant cost on the book value of the company.  

The reason why some commentators view unsecured notes as more flexible has to do with the fact that 
they feature fewer covenants as well as relatively long-dated maturities (at least at the time of issuance) 
which decreases rollover risk. These are all clearly useful features of borrowings but it's not clear whether 
these are more or less "flexible" than the features of credit facilities outlined above.  

Ultimately, it is helpful to a BDC to have both types of issuance in its capital structure. A credit facility is 
more nimble, cheaper and easier to adjust in response to portfolio changes while unsecured notes are 
longer-dated, feature less rollover uncertainty and make fewer demands on the BDC. Speaking in terms 
of flexibility tends to dumb down BDC analysis, in our view, and obscure the relevant drivers of 
performance.  

How to Cut Through BDC Performance Noise 
A common way in which investors decide on their BDC allocations is, in part, through an analysis of 
historic performance of various companies in the sector with the key question being - how much value 
have managers delivered to investors over time? 

This is obvious however gauging BDC performance can be surprisingly difficult. This is why most investors 
rely instead on proxies of underlying performance. These proxies include total price returns, NAV 
changes, dividend changes and others. All of these metrics are useful, however, they don't really get to 
the heart of the matter which is the historic ability of a given BDC to generate returns on investor capital. 

Let's go through these proxies to show how they are not always up to the task. 

Total price returns (i.e. including dividends) and net price returns (i.e. excluding dividends) tend to be 
very common gauges of BDC performance. The trouble with these is that they are mostly driven by 
valuation since valuation tends to be the most volatile component of price returns. The chart below 
shows disaggregated total price returns for Q4 with red bars showing the impact of valuation changes on 
total returns. 
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Another problem with valuations is that they tend to be mean-reverting. The chart below shows the 
quarterly valuation figure for the Ares Capital Corp (ARCC) whose valuation is not unusually volatile but 
has tended to move in a 30% valuation range (85% - 115%) most of the time outside of exceptional 
periods. This means the "best" BDC can often be the "worst" the following month or quarter.  

 

The dividend trajectory is a useful indicator but they are far from the entire story. BDCs have different 
dividend policies - some distribute right around 100% of NII while others have very high regular dividend 
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coverage levels and then push spillover income and realized gains into large specials at the end of the 
year.  

Many analysts like to show net NAV returns which exclude the impact of dividends. However, as most 
admit, this is a flawed metric as it totally ignores dividends and doesn't account for the impact of large 
specials.  

Our own focus has been on total NAV returns which includes the impact of dividends and, in our view, is 
the best gauge of the manager's ability to deliver value to investors, particularly if viewed from a 
through-the-cycle lens. However, even total NAV returns don't give us the whole picture for the simple 
reason that investors don't actually earn total NAV returns on their capital since they buy the stock at its 
prevailing market price which can be below or above the NAV.  

Where this becomes relevant and how it differs from total NAV return has to do with what happens to 
the dividend. Specifically, the dividend of a company that trades at a sub-100% valuation is, effectively, 
enhanced by the valuation and vice-versa. For example, a company with a $1.60 annual dividend on its 
$20 NAV - equivalent to an 8% yield on NAV - will see its yield on price reduced to 6.4% if it trades at a 
125% valuation i.e. the $1.60 annual dividend on a price of $25 is 6.4%. This 20% reduction in the yield is 
the tax levied by its above-100% valuation. Obviously, there are often very good reasons to hold BDCs 
that trade at premiums but it's always a good idea to gauge the impact of the valuation on its yield as 
well. The question is - at which point is the valuation tax too high for what the company can actually 
deliver sustainably. Or alternatively, when does the valuation seem too low i.e. when is the benefit from 
the additional dividend boost provide a sufficient margin of safety for the BDC's potential risks? 

This is why we like to combine the historic total NAV return with the stock's valuation (along with a dozen 
other metrics) as a better gauge of the company's ability to continue to deliver attractive returns on 
investor capital in the future. 
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Apart from optically comparing total NAV returns and valuation, another way to gauge a given company's 
return is to simply strip out the impact of valuation on price returns. Again, it's not that valuation is 
irrelevant. Rather, valuation is the most volatile driver of returns and is arguably the one performance 
driver that is least under either management or investor control., at least on a quarterly basis. And 
because it is typically volatile and mean-reverting it adds a lot of noise to returns.  

The second, perhaps more important, reason this is helpful is for investors to be able to compare and 
anticipate potential returns on their capital going forward outside of the impact of valuation.  

We do this by focusing on the three other sources of returns: 

 NAV changes 

 Dividends on NAV 

 Dividend adjustment due to the current valuation 

The first two drivers of returns are very familiar. The third driver is simply the positive or negative 
dividend adjustment due to the impact of valuation i.e. a dividend "boost" for valuation below 100% and 
a dividend "tax" for valuation above 100%. 
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The chart below shows what this looks like for the TCG BDC (CGBD) which has tended to trade at a sub-
100% valuation. This positive dividend adjustment in this case is shown in yellow bars and called "DIV 
Valn" in the legend. 

 

Specifically, the company's typically sub-100% valuation has added between 0.4% and 1.2% to the 
company's quarterly returns. This may not sound like much but it's close to 3% annualized.  

If we check how this compares to the broader sector we see that the company has generated above-
sector returns in the post-COVID period, helped by this dividend boost from the sub-100% valuation.  
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The key takeaway here is that while valuation is an important it can add more noise than signal to BDC 
return analysis. By stripping it out from historic price returns, investors can get a cleaner signal of the 
value delivered by the company to investors over a given period. 

Winning by Finding Overlooked Mediocrities 
There are many allocation strategies for the BDC sector. A popular strategy is finding outperformers 
trading at an average valuation. This can be very hard as the strategy is pretty obvious. A less popular 
strategy but one that makes as much sense is to find average performers that trade at a below-average 
valuation. 

In this section we use TCPC as a case study. The common view is that TCPC is a mediocre BDC and, hence, 
not an attractive allocation in a portfolio. This view appears to be backed by the fact that TCPC has had 
net realized losses over its life which is true enough.  

There are two problems with this view. The first problem is that it ignores the behavior of TCPC over 
time. This kind of "snapshot" perspective means investors will tend to miss turning points in BDC whether 
for the better or for the worse. 

To illustrate the point let's take a look at the following chart which shows the quarterly total NAV 
percentile rank of TCPC in the sector. A blue bar of 0.50 means TCPC performed in line with the median 
that quarter in total NAV terms, a bar of 0.75 means it performed better than 75% of the sector etc.  

 

What we see is that the company did underperform in the period of around 2018 to 2020 (more clearly 
seen in the red line which shows the trailing twelve-month total NAV performance) but has 
outperformed since then. The underperformance in Q3 of 2020 was due to the make-whole payment on 
its outstanding debt which, while it caused a drop in the NAV, was a fantastic move for shareholders 
because it allowed the company to refinance debt before yields shot up which will save more for 
shareholders over time the cost of the make-whole payment. 

Even if we include that oddball quarter, TCPC has outperformed the sector in 7 out of the last 9 quarters. 
In short, there is a clear difference between the two periods. It doesn't mean that TCPC will now and 
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forever be an outperformer but it does mean that excluding it from consideration based on its previous 
performance is not necessarily wise.  

It can also blind investors to the fact that the company has outperformed the sector over the longest 
bucketed horizon we have for the company which is 7 years as well as over a shorter time horizon of 3 
years. That may be mediocre but an annualized return of near or above 10%, particularly when it’s pretty 
much in line with the sector, is hard to complain about.  

 

The second problem with the "mediocre" view is that it totally ignores valuation. In short, any given 
investment can be both good and bad, depending on valuation. The corollary here is that there is no 
"great" security at any price and that a "mediocre" security can be very attractive if its valuation is cheap 
enough - that's pretty much the basis for value investing.  

Let's see what this looks like for TCPC. When our initial position in TCPC in our High Income Portfolio was 
initiated it was at a time when the stock was trading at an unusually wide valuation differential to the 
sector of around 14% (blue vertical line). When we pared down our allocation recently it was when its 
valuation nearly converged with the sector (orange line).  
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This can be more easily seen in the following chart where the blue vertical line is around -14% (i.e. TCPC 
traded at a valuation 14% below the sector average) and our partial exit (marked with the orange line) 
when it was trading at a valuation differential of about 3% vs. the sector.  

 

The reason for our partial exit was that an "average" BDC trading at a 14% discount to the sector is 
attractive because it provides a significant margin of safety. When its valuation then converges to the 
average sector it becomes much less attractive as the margin of safety disappears.  
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There is a lot of carry-over into the rest of the BDC sector from this small example. A number of BDCs 
have continued to see a lot of support from the commentariat despite pretty poor total NAV returns. 

Owl Rock Capital Corp (ORCC) is one of these with a terrible-looking chart of quarterly total NAV returns. 
The stock has only beaten the sector in one of the last 10 quarters.  

 

Another good example of this dynamic is the Horizon Technology Finance Corporation (HRZN) which 
performed very strongly over 2018-2020 but has underperformed the sector before and after.  
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Investors who missed this trend may have been tempted to extrapolate its past performance and buy the 
stock at an exorbitant valuation which has now, correctly, come back down to earth. 

 

The two key takeaways in our view are that first, it is perfectly fine to buy a mediocre BDC (particularly, 
with an improving trend) if you are doing so at a significant discount to the sector. The corollary here is 
that buying an outperformer at an exorbitant valuation typically results in underperformance on investor 
capital (i.e. after the impact of the valuation is taken into account) as well as exposes the investor to a 
reversal of the valuation if something goes wrong.  

And second, the market can be late in picking up changes in trend across individual BDCs, relying on a, 
kind of, snapshot view which fails to capture the actual dynamics of the BDCs. Investors who do this may 
end up avoiding cheap and improving BDCs and overpaying for expensive and deteriorating BDCs.  

Just How Resilient Can BDCs Be in Recessions? 
An important question for BDC allocation is exactly how recession-resilient are BDCs really? This is a 
topical question given the recent two quarters of negative GDP prints and leading indicators that have 
been heading lower for 5 months now.  

The sceptical view of BDCs has it that in a recession BDCs will have a double-whammy of wider credit 
spreads (which would hit NAVs) and falling short-term rates (which would hit income). 

The first thing to say is that it’s as important to think about potential macro developments like recessions 
alongside actual developments like valuations. BDC prices have already fallen fairly hard (recovering 
somewhat since mid-June). This was on the back of widening credit spreads which at their recent peak 
were around 6% - a level that was fully pricing in a mild recession. 

In our view investors should gauge both the likely direction of the macro environment and the valuation 
on offer at any given moment. Investors who wait for an “all clear” signal will just tend to buy assets 
when they are very expensive. 



30 
 
 

For example, in 2021 the macro picture looked very strong and credit spreads were near their historic 
tights of 3%. So, going by the logic of "let’s wait till the recession has passed" it would have made sense 
to pile into credit in 2021 but that would have been the exact wrong thing to do because credit valuations 
were also at their peak and no one knew when a recession would come. 

Unfortunately, environments where the macro picture is great and valuations are amazing don’t exist – 
so there are two choices: 1) buy credit when credit is expensive / fundamentals look great or 2) buy 
credit when valuations are cheap / fundamentals look bad. Because the macro environment / credit 
valuations tend to be fairly mean-reverting the former strategy is not a good one in our view because it 
offers no margin of safety. 

The latter strategy makes more sense because very often valuations overshoot to the downside i.e. near 
credit spread peaks the scenario that is priced in is usually much worse than what actually happens. 
Obviously allocating exactly at the troughs in valuations is impossible but allocating through the 
drawdown (starting at a reasonable level) ensures that some of the capital goes in at the trough, offering 
significant upside potential during the inevitable recovery as well as making up for earlier less optimal 
allocations. 

To sum up the potential recessionary impact on NAVs - yes BDC NAVs can be hit hard due to widening 
credit spreads, a rise in non-accruals and realized losses but that's only a problem for those investors who 
were maxed out at peak valuations or who got into poorly run value traps. Investors who had capital to 
add through the drawdown to BDCs that have been resilient through past periods of weakness should be 
fine. 

Turning to the income portion, it’s certainly not a foregone conclusion that short-term rates will move 
back to zero if a recession hits. If inflation remains elevated during the recession, then rates could as 
easily stay at a high level since the Fed may want to purge inflation from the system. In fact, this is 
precisely what Powell said at Jackson Hole  - "higher for longer" is the new mantra.  

And in any case even if short-term rates fall they aren’t going to drop below where they were in early 
2022 since they would need to be negative. Finally, because BDCs have Libor floors the only downside in 
income if short-term rates start falling today is something like 0.5-1% because that’s what has gotten 
accrued so far above the typical 1% Libor floor. So there is not much downside on that front. 

Sticking with Resilient BDCs Through Recessions 
With each passing day more and more analysts are hiking their estimates.  Goldman Sachs, for example, 
has recently upped their recession odds to 35% over the next 2 years. The recent negative GDP print is 
also making investors increasingly nervous.  

These rising recession estimates are linked to a growing scepticism of the Fed being able to achieve a 
smooth landing. 11 of 14 tightening cycles in the US post-WW2 were followed by a recession within 2 
years (though only 8 of them can be rightly attributed to the Fed).  

This week we take a look at three different weak macro periods, two recessions - the GFC and COVID 
periods as well as the energy crash of 2015 which hammered the energy and natural resource sectors and 
caused a slowdown in activity but was not technically a recession. 

These three periods are shown below in the chart of the High Yield corporate bond credit spreads. 
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The key question on the mind of many BDC investors is how will the sector fare over the next recession? 
And while the real answer is unknowable we can get some sense of a possible answer by looking to the 
past. Specifically, we plot how the individual BDCs performed over the 2015 Energy Crash (x-axis) and the 
COVID Shock (y-axis) in the chart below. The green square highlights those companies that delivered a 
10% Total NAV return (unannualized) over both periods. Keep in mind that not all BDCs were trading 
publicly in 2015 so this analysis will leave quite a few out. 

 

For completeness here are the numbers for the GFC period as well. Again, unfortunately, either many 
BDCs were not trading then and/or the data is not readily available. 

https://static.seekingalpha.com/uploads/2022/4/24/30644215-16507941679497285_origin.png
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A few caveats are in order.  

First, the next recession may not at all look like the previous recessions. After all, the last three weak 
macro periods of the GFC, energy crash and COVID crash were very different. The GFC arose because of 
the housing crash, lax regulatory standards and clever financial engineering that created seemingly safe 
assets out of residential mortgages as well as weakness in the bank sector due to large holdings of 
residential MBS assets on the balance sheet combined with an overreliance on short-term repo 
financing.  

The Energy crash was not technically a recession although GDP in 2015 did drop significantly and moved 
below 2%. This period was characterized by one of the largest drops in the oil price on the back of shale 
oversupply followed by a sharp deceleration in oil exporting economies. Global energy and natural 
resource default rate hit more than 20%.  

The COVID crash is well familiar to investors. A self-induced slowdown across global economies was 
matched with a large fiscal stimulus in developed economies. And even though unemployment spiked 
briefly household incomes held up well and there were relatively few corporate defaults. 

The next recession could look very different from these and may impact BDCs more heavily.  

Second, as investors are well aware, past performance is not indicative of future results so BDCs that held 
in well in the past may not do so in the future. That said, BDCs do tend to feature a fairly high serial 
correlation. In short, strong performers tend to remain strong and weak tend to remain weak. This is not 
surprising and has to do with the quality of the underwriting, borrower support and workout processes. 
These characteristics are "sticky" and replicable over time than the typical public market trading "alpha" 
of a given management house in our view. If this is correct, we would expect BDCs with a stronger 
through-the-cycle profile will remain more resilient over the next recession as well. 
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Why Some BDCs Act Like Wile E. Coyote 
TriplePoint Venture Growth (TPVG) underperformed in 2022 on the bankruptcy news of one of its 
holdings - Medly Health. The holding was marked around 93% in September which seems high given this 
news. We don’t know where the actual realized loss will come out but it could shave off a couple of 
percent off the NAV. The loan itself is worth about 7% of the NAV.  

This recent move has caused the company's valuation (based on an arguably overstated Q3 NAV) to dip 
below the sector average after trading above the sector average for a couple of years.  

 

Interestingly, TPVG used to trade cheaper than the sector up to around the second half of 2019 during 
the period when it outperformed the sector. At that point it began to mostly trade at a premium versus 
the sector – at one point reaching a peak of 25% above the sector valuation. However, just when its 
valuation moved to trade above the sector average it started to underperform the sector – a pattern we 
see fairly often. 

Its performance relative to the sector can be easily seen in the following chart which plots the quarterly 
total NAV return percentile of TPVG - a figure of 0.5 indicates median performance. The red line is a 
twelve-month average and clearly shows the performance of the stock gradually moved lower over the 
last 5 years even as its valuation grew more expensive relative to the sector. In other words, the stock's 
high valuation through 2021 was running on the fumes of its pre-2019 outperformance and did not 
reflect its actual performance at the time. 
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It seems like it took this bankruptcy to push the valuation back below the sector average which is 
certainly odd since its recent couple of years of underperformance is clearly out there. It is curious why 
the market often behaves like a coyote running off a cliff in this regard but it’s good to take advantage of, 
particularly in the opposite direction. 

For example, Carlyle Secured Lending (CGBD) has been outperforming the sector for a couple of years 
now but its below-average valuation is still tied to its subpar performance from 5 years ago. We continue 
to hold CGBD and avoid TPVG in our Income Portfolios.  
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How High Is Too High a Valuation 
A question we often get is why we don’t have Capital Southwest Corp (CSWC) in our Portfolios since its 
valuation has fallen over the last few months by around 30% to 144% as of this writing. 

 

This raises an important question of – what should be the basis of ratings that investors often hear from 
the income commentariat such as "Buy" or "Strong Buy"? 

There are different types of investors for whom these ratings have different meanings. Splitting them into 
two broad groups – for tactical investors a Buy rating very likely means price performance in the near 
term i.e. buy this at 144% because it’s going to 154% in a few weeks. 

For strategic / buy-and-hold investors it probably means that something is a buy because at a given 
valuation it is very likely to deliver superior longer-term returns relative to other available options in a 
given sector. 

If we focus on the latter formulation which is probably more of interest to those reading this – CSWC has 
delivered total NAV returns that are in more-or-less line with the median of the BDC sector over the last 
3-5 years (exactly equal to the median over the last 3 years and 0.4% above the median over the last 5 
years). 
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So far so good. CSWC has performed either in line with the median BDC over the last 3 years and a touch 
stronger than the median BDC over the last 5 years in generating total book value returns (i.e. including 
dividends). This argues for its inclusion in investor portfolios. 

However, we also know that investors don’t have access to total NAV returns because BDCs don’t trade 
at their NAVs. For instance, holding a BDC at a valuation of 110% means you pay an additional 10% "tax" 
on the stock’s total NAV returns. The key point here is that if you pay an above-average tax for fairly 
average historic performance, the return on your capital is below average. In short what matters for 
performance on investor capital is not just total NAV returns but also the valuation of that return stream.  

A good question to ask is if the entire sector delivers the same exact return over the next 3 years as it did 
over the past 3 years in total NAV terms (the absolute numbers aren't relevant for this example - what 
matters is the relative returns of CSWC to the rest of the sector) how will the CSWC return on investor 
capital compare to the rest of the sector. To answer this question we calculate what we call 
the Valuation-adjusted 3Y total NAV return which is simply the historic 3Y total NAV return divided by 
the company's valuation (i.e. the price / NAV ratio).  

If we look at the table above we see this metric in the rightmost column. In short, if CSWC performs in 
line with its 3-year trend, a position in the company's stock at its current valuation of 144% 
will underperform the sector by 1.7% per annum, all because of the drag of its valuation.  

What this suggests to us is that investors who are happy to hold the company at its high 144% valuation 
are betting that the company's forward total NAV returns will be significantly above the sector. In other 
words, investors holding the company's stock implicitly believe that, while CSWC delivered historic total 
NAV returns roughly in line with the sector median (a bit above the sector average), the company's 
performance relative to the sector will be significantly stronger over the next few years than it has been 
over the last few. If that doesn't happen it does raise the question of whether CSWC is simply mispriced.  

Don't Fear Public Offerings 
A couple of recent public offerings has focused investor attention on the impact of these events. 
Specifically, the fact that the price of the stock drops sharply after the announcement causes a lot of 
investors to grumble.  

Public offerings cause the price of the stock to drop for the simple reason that they are executed 
significantly below the stock's traded price. If investors were not offered a discount on the stock's price 
they would instead (at least in theory) buy existing shares in the secondary market. For example, on 15-
Aug Trinity Capital held a sizable public offering which was priced at $15.33 or close to 6% below the 
closing price of the stock that day. Apart from this very obvious impact, investors also worry about 
potential dilution. 

It's important to distinguish three types of impacts of dilution. The first one has to do with a given 
investor's ownership percentage of the company which is the kind of dilution that seems to be the most 
cited in the internet even though it's one that income investors need to worry about the least. It's true 
that an investor's ownership stake is diluted after a public offering (unless they participate in the offering 
in the right amount), however, unless the investor wants to exercise significant control on the board this 
is the kind of dilution they can happily ignore and this applies to all retail investors.  

The second type of dilution has to do with the NAV. Specifically, stock that is issued at a premium to the 
NAV is accretive to the NAV (i.e. boosts the NAV) and vice-versa. A lot of the public offerings (or ATM 
sales) that we have seen recently in TRIN, ARCC, CSWC and others have been at a price above the NAV 
which is accretive to the NAV and something that investors should welcome. Often BDCs will ask for 
investor permission to issue stock at a discount to NAV but the reality is that the request is not always 
acted on - BDCs just want to have this in their back pocket.  
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The third type of dilution is income dilution. The idea here is the offering will cause the company's net 
income to be distributed across more shares, meaning there is less net income to go around for each 
share. This is true, however, the additional share issuance also means there is additional capital to put to 
work. The BDC can, in theory, just let the capital sit there or it can be used to repay debt, however, more 
often than not it will be put to work and then leveraged with the net result being that the company will 
generate additional net income in line with the growth in additional shares, leaving net income per share 
at about the same level as before.  

The obvious question for investors is whether the drop in price is permanent or not. Our view is that it 
should only be temporary and as the supply/demand dynamic wears off and the additional capital is put 
to work the stock should trade back higher. This is not a very scientific analysis but a quick look at ARCC 
which has done 4 public offerings in the last couple of years shows that after a brief drop the price tends 
to regain its former level in short order.  

 

Net net we tend to view public offerings executed at a premium as a win-win for everyone. Investors can 
acquire additional shares at a temporarily depressed price, the company gets cash it can put to use to 
drive returns and everyone benefits from the accretion of the NAV.   

A final point is that investors can often acquire the stock below its public offering price as was the case 
for TRIN which traded down pre-market to a sub-$15 level which, in our view, offered a nice entry point 
for new investors.  

Are Big-Boy BDCs Also Big On Peformance? 
One of the questions for BDC investors is whether to go with a "big boy" brand name or a boutique 
manager when allocating to BDCs. What we mean by a "big boy" is a BDC that operates within a much 
larger asset management organization.  

The following is a list of BDC that we would consider falling into this bucket: 

 Apollo Investment Corp (AINV) - managed by an affiliate of Apollo Global Management - a 
$500bn investment management firm.  

https://static.seekingalpha.com/uploads/2022/8/19/30644215-1660913791860406_origin.png
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 Ares Capital Corp (ARCC) - a subsidiary of the $300bn alternative investment manager Ares 
Capital.  

 Barings BDC (BBDC) - part of a $390bn asset manager - a subsidiary of MassMutual.  

 BlackRock Capital Investment Corp (BKCC) - managed by a subsidiary of BlackRock - a $10trn 
investment manager. 

 Blackstone Secured Lending Fund (BXSL) - managed by a subsidiary of Blackstone Credit which 
oversees $150bn of assets. 

 FS KKR Capital Corp (FSK) - a partnership between FS Investments and KKR Credit - a subsidiary of 
KKR & Co - a $470bn investment manager. 

 Goldman Sachs BDC (GSBD) - advised by GSAM which oversees more than $1trn of assets. 

 Oaktree Specialty Lending Corp (OCSL) - advised by Oaktree Capital Management which oversees 
$160bn of assets. 

 TCG BDC (CGBD) - managed by a subsidiary of The Carlyle Group - a $300bn alternative 
investment manager 

The intuition of sticking with a BDC that falls under a larger family umbrella is pretty strong.  

A "big boy" investment manager is typically better known than a smaller boutique one. This "brand 
name" recognition might make borrowers more willing to work with it and/or willing to pay a bit more to 
borrow from it. This can also be entirely rational since a larger manager would have more resources to 
assist the borrower in their operations, particularly, if the borrower hits a rough patch.  

A "big boy" manager is likely to have a bigger network with which to source attractive lending 
opportunities either due to extra internal resources and/or a relatively long history of operating in money 
management. For example, half of the originations in Q4 by FSK came from companies previously 
invested in by KKR.  

A "big boy" manager is also likely to take advantage of research / due diligence carried out by its larger 
umbrella organization - in effect, getting quality pro-bono work. For example, while ARCC has, by BDC 
standards, a very large number of investment professionals at 145, it also benefits from an additional 615 
people across the broader Ares Management platform. 

A "big boy" manager is also likely to get support from its umbrella organization whether through 
additional financing or through asset support. For example, CGBD received a preferred allocation from its 
Carlyle affiliate during the COVID shock which, in the absence of conversion (ruled out by the CEO), is a 
form of pretty cheap equity. Separately, Barings BDC has a credit support agreement from its parent 
Barings LLC on its MVC legacy portfolio which limits shareholder downside.  

A "big boy" manager can also participate in larger transactions carried out by its parent without taking on 
excessive concentration risk. For example, due to its size, BlackRock can make a big loan which it can then 
spread across its investment vehicles. Recent examples were a loan to Hanna Andersson and 
OpenMarket Inc. with smaller pieces taken by BCIC - the BKCC joint venture.  

Let's see how "big boy" BDCs look relative to the sector from a performance perspective. The chart below 
shows 3Y and 5Y total NAV returns, sorted by 3Y returns, with the "big boy" BDCs highlighted.  
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The chart suggests that the "big boy" BDCs have tended to underperform the broader BDC sector. Some 
of this is, arguably due to a different allocation profile. "Big boy" BDCs tend to have lower equity 
allocations (causing a drag in what has been a strong equity market environment) and a more diversified 
focus (which would have underperformed those BDCs that have a higher equity and a Tech focus). 

At the same time, the underperformance appears to be excessive even when taking these factors into 
account. Specifically, four of the bottom 5 performers are all "big boy" BDCs. And while, as investors are 
well aware, historic returns don't predict future ones, credit firms tend to see relatively high serial 
correlations in their returns - another way of saying that past and future returns tend to look more similar 
than if they were due to random noise. This is because historic credit problems tend to persist over time 
as problem credits, that find their way into the portfolio because of lax underwriting standards, get worse 
over time.  

It's not all bad, however. Two "big boy" BDCs - OCSL and ARCC have put up strong returns and are 
generally regarded as running very high-quality portfolios and underwriting processes. The main 
takeaway here is that, while, "big boy" BDCs do have some advantages they don't appear to be decisive in 
driving strong and consistent book value returns. This suggests investors should largely focus on other 
BDC features in their allocations.  

PART III – COMPARING BDCS AND LOAN CEFS 
INCOME VISIBILITY 
A key issue for many income investors is the visibility of income from their investments. Here, BDCs come 
out ahead of CEFs because they tend to provide greater transparency about their underlying income 
levels. First, BDCs report earnings on a quarterly basis whereas CEFs issue shareholder reports only 
semiannually. It's true that a number of fund companies release earnings on a monthly basis but they're 
in the minority. 

The second income transparency advantage of BDCs has to do with the nature of income produced by 
CEFs and BDCs. BDCs tend to have primarily floating-rate assets whereas credit CEFs run the gamut from 

https://static.seekingalpha.com/uploads/2022/3/14/30644215-16472330283628683_origin.png
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primarily fixed-income (i.e. preferreds, bonds) assets to primarily floating-rate assets (ABS, loans, CLO 
mezz, etc). We have made the point repeatedly that fixed-income CEF distribution rates tend to run well 
above their portfolio yields because of the simple fact that the currently low level of interest rates has 
pushed most fixed-income securities to trade well above par causing their current yields to exceed their 
yields-to-call and yields-to-maturity. BDCs don't have this problem because floating-rate assets don't 
move much above par and so do not feature a negative pull-to-par dynamic. In other words, BDCs offer a 
"what you see is what you get" kind of income, whereas most credit CEFs make it seem like their yields 
are higher than they are in reality. 

YIELD LEVEL 
The second key point for income investors is, simply, the level of yield on offer in credit CEFs and BDCs. 
The level of yield between the two types of vehicles is determined by the yield of the underlying assets, 
level of leverage and fees. As far as the level of underlying yields, BDCs tend to enter into secured loans 
with yields typically in the range of 7%-10%. Credit CEFs, on the other hand, have access to assets with 
yields in a lower range of 4%-6% based on current valuations of bank loans and high-yield bonds. 

BDCs also benefit from higher leverage levels. It can be tricky to compare CEF to BDC leverage because 
the definitions used across these two types of RICs are different. CEFs use the definition of debt / total 
assets while BDCs use debt / equity. So, a portfolio of $200 total assets and $100 of debt has CEF leverage 
of 50% and BDC leverage of 1x. Credit CEFs tend to run at lower levels of leverage of around 30%-35% 
(BDC-equivalent of 0.5x) vs. BDCs of around 1x (CEF leverage equivalent of 50%). A difference between 
35% and 50% may not sound like much but it's quite substantial. Leverage of 50% means investors have 
exposure to 50% more of assets on a net basis than leverage of 35% i.e. assets of $200 for $100 of net 
assets vs. just $154. Higher underlying yields and higher leverage allow BDCs to generate more income on 
a net asset basis than credit CEFs, all else equal. 

On the fee part of the equation, CEFs come out ahead with average fees of sub-1% whereas BDCs tend to 
have base management fees of 1.5-1.75% with additional income and capital gains incentive fees above 
certain hurdle levels. Relative to underlying yield and leverage levels this has a more marginal impact. 

If we estimate NAV yields based on these figures we get to a number of about 5.2% for a credit CEF and 
8.5% for a BDC. It's not a coincidence that five-year total NAV returns for loan CEFs and BDCs have 
roughly reflected these numbers at around 5% and 9% CAGR on a median basis respectively though there 
is significant dispersion around these numbers. 

An important additional point here is that the higher underlying yield profile and higher leverage of BDCs 
vs. credit CEFs also should lead to a higher default and loss rate for BDCs on their holdings. That certainly 
does happen on an individual basis as there are clear underperformers in the BDC space but on an 
aggregate basis it appears to be a wash i.e. BDCs in our 25-company sample have outperformed loan 
CEFs roughly by their net yield advantage. 

A key consideration for investors is diversification and here CEFs come out ahead. It's much easier for 
credit CEFs to build a well-diversified portfolio. This is because their holdings trade in the market and can 
be sourced with relative ease, if not immediately, then over days and weeks for the vast majority of 
typical credit securities held by CEFs. Many are not very liquid, certainly, but there are enough issuers 
with sufficient liquidity to allow dozens of credit CEFs to build portfolios with a number of positions in the 
triple digits. It's harder for a BDC to build a similarly sized portfolio as nearly each transaction requires a 
search process, negotiations with the borrower, bespoke documentation and more. This leaves some 
BDCs less diversified with "chunkier" portfolios than their CEF counterparts. 

DELEVERAGING RISK 
An additional consideration for investors between the two types of investment vehicles is the risk of 
deleveraging. A key driver of CEF performance, particularly over 2020, was whether or not a given CEF 
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was forced to deleverage or not. With respect to deleveraging risk, there are four key issues to consider - 
asset coverage rules, any additional requirements of financing instruments, any additional leverage 
mandates, and how the NAV is calculated. 

Generally speaking, the leverage provisions of the 1940 Investment Company Act do not apply to CEFs 
because CEFs don't finance themselves with senior securities. Rather, they use derivatives (such as CDS) 
or bilateral bank-facing instruments such as repo or credit facilities. BDCs, on the other hand, tend to 
finance themselves with unsecured debt and, to a smaller extent, with secured credit facilities, and 
occasionally, with securitized vehicles such as CLOs. This may seem like a win for CEFs, but it's not 
because bank-facing instruments are daily marked-to-market and give the lending bank the ability to 
liquidate the collateral it holds if, in the view of the lender, its value falls below the pre-negotiated value. 
BDCs, on the other hand, are simply prevented from carrying out certain actions such as paying common 
dividends, issuing new debt, etc. if they fall below the regulatory asset coverage guidelines. In other 
words, unlike CEFs, BDCs don't tend to be in immediate danger of fire sales on asset coverage breaches. 

Separately, the SEC has shown its willingness to relax asset coverage rules during a severe market 
dislocation such as the one we saw in 2020. Specifically, the SEC allowed BDCs to adjust asset coverage 
ratios lower last year to enable them to continue to put capital to work. 

Perhaps, more importantly, is the fact that BDCs hold non-traded assets and are not as anchored to 
market valuations. For instance, one would think that because BDCs run at higher leverage than loan CEFs 
and they tend to hold higher-yielding (and, hence, arguably, lower-quality assets) their NAVs should have 
taken a bigger hit than the NAVs of loan CEFs over Q1 2020. In reality, the average BDC total NAV return 
over Q1 2020 was a drop of 9% while the average total NAV return of loan CEFs over the same period was 
a drop of 30%. 

A drop of 9% means that, on an unleveraged basis, the BDC portfolio performed roughly in line with 
investment-grade corporate bonds over Q1 of 2020. This is obviously ludicrous and there's no reason we 
should believe this valuation is "real." That said, the ability of BDCs to dampen moves in markets with 
their valuation assumptions giving them a kind of superpower. Investors familiar with private equity 
companies are well aware that private equity companies have a similar sort of "exorbitant privilege" 
which allows them to benefit from leverage without being as exposed to increased deleveraging risk from 
market moves as investment vehicles that hold traded assets which they have to mark-to-market daily. 

The combination of leverage and market pricing is a dangerous one as investors in agency-focused 
mortgage REITs are well aware. Over Q1 - the average agency-focused mortgage REIT dropped about a 
quarter of its book value on average despite agencies rallying over the same period. The dislocation in 
markets (specifically, the widening of the basis between agencies and hedges) combined with a reliance 
on daily mark-to-market financing instruments like repo caused a wave of forced deleveraging in the 
sector. An ability to avoid daily mark-to-market, having much more control over NAV valuations and 
relying more on unsecured debt gives BDCs a strong leg up relative to CEFs in holding firm through 
market dislocations. This doesn't mean BDCs are immune to deleveraging, particularly if, unlike 2020, we 
hit a "real" recession with a wave of broad-based credit losses. However, for more purely market-based 
temporary dislocations, BDCs should be able to withstand these better than CEFs. 

MARKET RISK 
There are different ways to define market risk with volatility being the predominant metric. We tend to 
avoid talking in terms of volatility because it's not particularly intuitive. And it's especially tricky for BDCs 
because the sector discloses NAVs only on a quarterly basis which requires us to annualize the quarterly 
readings to express volatility in standard terms - a process that makes a number of assumptions as to the 
mathematical distribution of underlying asset prices and adds additional noise in the process. 
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Rather we tend to talk in terms of drawdowns and resilience. A drawdown is simply the largest peak-to-
trough move within a year over some past time frame - typically 5 or 10 years. This number will tend to 
capture the COVID market sell-off, or the move between, roughly, the middle of February of 2020 to the 
third week of March since that has been the biggest intra-year peak-to-trough move over the last decade 
for most assets. 

By this metric, the loan CEF sector had a 44% price drawdown and a 30% NAV drawdown in median 
terms. The BDC sector, in our 25-company sample, had a median 58% price drawdown. We don't know 
the NAV drawdown because of quarterly reporting but the Dec-2019 to Mar-2020 median NAV drop was 
around 9%. As we already discussed later this number clearly defies belief but it has an advantage for 
investors. The upshot here is that BDC investors should be prepared for a bumpier ride in price terms. 

The other metric we look at - resilience - is the ability of an asset to climb back up after a drawdown. The 
intuition here is that an asset that falls 40% but gets back to even within a year is potentially more 
attractive than an asset that drops only 20% but "locks in" that loss and is unable to recapture its 
previous peak even if underlying prices rise back up (something we have seen in many mREITs). 

A good way to look at this figure is simply to check full-year 2020 returns. Loan CEFs delivered about a 4% 
total NAV return and about a flat total price return in 2020. BDCs delivered about a 4% average total NAV 
return and an 8% price loss in 2020. 

It's interesting to note that NAV returns for the two sectors were the same over 2020, loan CEFs had 
much larger NAV drawdowns but BDCs had significantly larger price drawdowns. Investors who are highly 
sensitive to price drawdowns (perhaps, because they may lack conviction in their allocations or run 
leveraged portfolios) should take this into account. 

PERFORMANCE DISPERSION 
Performance dispersion within a given sector should play a part in investor allocation. For example, a 
sector where nearly all or most securities deliver pretty much the same return (i.e. having low return 
dispersion) each year should take up less investor focus and vice versa, a sector with high return 
dispersion should take more investor focus as the potential return from careful intra-sector allocation has 
more potential upside. We calculate a measure of dispersion by averaging the annual performance 
differential between the 75th and 25th percentile returns in the sector, i.e. the difference in annual 
performance between a security that bested 75% of the sector less the security that beat only 25% of the 
sector for that given year. 

Loan CEFs have an average price dispersion of around 5% and NAV dispersion of 2.6% during the last five 
years. BDCs have price dispersion of 15% and NAV dispersion of 5.8%. However you cut it, BDCs have a 
much larger dispersion of annual returns. This likely has to do with larger differences in leverage and 
asset class allocation, particularly equity holdings. 

These figures have two possible interpretations. One is that BDCs offer investors greater potential alpha 
from careful allocation for any given year over loan CEFs since the upside for picking winners any given 
year is much greater in BDCs. The other interpretation is that investors who want more-or-less "typical" 
BDC returns need to diversify more in BDCs than in loan CEFs to ensure an average return and cut down 
on the element of luck (good or bad) in their portfolios. 

NAV TREND 
Another key consideration for investors comparing the two types of investment vehicles is the NAV trend. 
One comment we have seen is that BDCs follow a broken business model because they're forced to 
distribute at least 90% of their taxable income (and close to 100% in practice) which leaves them with 
little to cover credit losses, condemning them to a downward NAV trajectory and forcing them to 
repeatedly issue new equity, potentially diluting existing investors. 
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Of course, this could be the case as is true for many credit-focused CEF sectors (such as agencies, high-
yield bonds, investment-grade bonds, and others) or vehicles such as agency-focused mortgage REITs 
(where four of five agency-focused mortgage REITs have book values below their Dec-19 levels due to the 
deleveraging in the sector), however, it doesn't appear to be the case for BDCs. 

The chart below shows normalized (i.e. starting at 100) net NAV trends (excluding a couple of companies 
with recent splits for clarity). It's true that a few BDCs do feature NAVs that are well below their starting 
points five years ago, but just about as many are above that starting point also. 

 

In our view, what has allowed BDCs to maintain their NAVs are 1) the fact that they tend not to 
overdistribute relative to their portfolio yields (unlike most fixed-income CEFs whose income yield is 
above their portfolio yield), 2) a relatively mild credit environment over the past five years and 3) the fact 
that most BDCs have a small allocation to common shares or warrants which can provide additional 
upside. This last feature makes BDCs more attractive than credit CEFs which tend to primarily allocate to 
credit assets because it provides potential additional upside to NAVs during risk-on markets. 

LIKELY MARKET ENVIRONMENT 
Finally, it's important to highlight the impact of the likely market environment over the medium term and 
how it may impact credit CEFs and BDCs. The key feature of BDCs, in contrast to most credit CEFs, is that 
their holdings are primarily floating rate while their debt profile is mostly fixed rate. On average, 91% of 
BDC debt assets have floating rates while 37% of debt is floating rate. 
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In terms of interest rate sensitivity, we need to take into account that there are roughly twice as many 
assets as debt on average so the beta to higher rates is higher than these numbers suggest. Two things to 
take into account, however, is that many BDC debt holdings have Libor floors between 0-3% which means 
they will not see an immediate jump as soon as the Fed hikes rates. Secondly, because Libor resets 
quarterly, there will tend to be a lag of up to a quarter even in the absence of floors. And thirdly, not all 
BDC investments are debt investments though the vast majority are, on average. 

In contrast, the majority of credit CEFs are the other way around - they tend to have fixed-rate securities 
(only about 30 out of 250 or so credit CEFs have primarily floating-rate holdings). And the majority of 
CEFs have floating-rate credit facilities. What this means is that, unlike BDCs which should benefit from 
rising short-term rates (with some delay given the caveats above), most credit CEFs will be hurt by rising 
short-term rates. 

Gauging Same-House BDC Vs. CEF Performance 
Investors are increasingly looking across different investment vehicle silos in their search for attractive 
income opportunities. Something we discussed on the service recently was a quick comparison between 
two Ares credit investment vehicles - the BDC Ares Capital Corp (ARCC) versus the CEF Ares Dynamic 
Credit Allocation Fund (ARDC). This was prompted by a comment on a public article along the lines of 
"why would I hold ARDC when I can hold ARCC?". 

This view of ARCC over ARDC is very likely driven by the simple fact that ARCC has delivered consistently 
stronger historic returns. In the table below we compile a list of managers with both BDCs and loan CEFs 
along with the key metrics and performance numbers for each type of vehicle.  



45 
 
 

 

The table shows that ARCC has outperformed its Ares CEF counterpart by around 8% per annum over the 
last 5 years. Given this stark outperformance, it does raise the obvious question of why investors should 
hold loan CEFs at all. However, before we rush to sell all of our loan CEFs, let's consider this BDC vs. CEF 
allocation question more broadly. 

First, focusing on performance, Ares stands out with an unusually large outperformance of its CEF. There 
are not many other data points - only 5 in total. However, within this pool 3 of 5 investment house CEFs 
actually outperformed BDCs (e.g. in Blackrock, KKR and Apollo). This suggests that the performance of 
ARCC is not necessarily indicative of the overall BDC vs. CEF performance space, making it a poor choice 
for making generalizations on this topic. 

Second, the performance variation of CEFs is much smaller - the worst-performer at 4.3% and the best-
performer at 6.5% - a range of 2.2%. In the BDC space, the performance variation is much larger ranging 
from -4.3% to 13.2% - a range of 17.5%. The BDC performance range is a crazy high multiple of near 8x of 
the CEF performance range. What this tells us is that there is much more of an element of luck in BDC 
allocation and less so in CEF allocation. In short, unless investors have perfect foresight, it makes a lot of 
sense to diversify more in the BDC space than in the CEF space. 

Third, total NAV outperformance of ARCC is useful but not equally monetizable because of the difference 
in valuations. Once we take the valuations of ARCC and ARDC into account this outperformance on price 
will be closer to 6% rather than 8% even if ARCC outperforms ARDC by the same staggering 8% per year 
in total NAV return terms over the next 5 years.  

Fourth, we need to consider the actual market environment of the last 5 years and how this might evolve 
over the medium term. It is fair to say that the last 5 years have been very favorable for both credit and 
equity markets. The credit default rate has been exceptionally low, private equity was firing on all 
cylinders (leading to large prepayment fees for BDCs) while equity returns have been very strong. 
Because BDCs are more highly leveraged (ARCC is roughly 55% or 1.2x debt/equity vs. ARDC which is 38% 
leveraged i.e. 0.6x debt / equity) and tend to hold exposure to common stock and warrants (ARCC has a 
close to double the average BDC equity allocation at 13%) they would have benefited much more from 
this trend than loan CEFs which have essentially zero equity exposure and run at much lower leverage. 

Fifth, BDC not only have higher-yielding assets but also have more levers with which to generate returns - 
specifically via prepayment fees as well as warrants. 

Finally, BDCs operate at a much higher leverage, have a much higher equity allocation and invest in 
lower-quality holdings (judging by the fact that BDC asset discount margins are often 20-100% above the 
discount margins of loans held by loan CEFs). This unusual combination of higher-beta / higher-risk 
holdings and higher leverage is all due to the exorbitant privilege of not really having to mark their 
holdings to market. This makes BDCs less liable to a forced deleveraging. For example, it simply defies 
belief that the ARCC total NAV return in Q1 of 2020 was really -8% (-10% BDC average) while that of ARDC 
was -27% (roughly in line with loan CEF average). This ability to smooth out market volatility makes BDCs 
much more resilient to temporary market liquidity shocks. 
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Overall, it is true that BDCs have delivered significantly higher returns over the last 5-10 years than loan 
CEFs. This was due to higher yields of their underlying assets, higher level of leverage, structural 
resilience and other factors. At the same time, in our view, if the Fed does deliver on its promise to 
overtighten (judging by the latest dot plot) and tips the economy into a recession, loan CEFs could very 
well remain more resilient and defensive given their lower leverage and ability to more quickly exit their 
holdings. 

Overall, we have a constructive view on both BDCs and loan CEFs and hold both in our Income Portfolios. 
In our view, few securities are all-weather holdings and this includes BDCs. Rather than falling in love with 
a single security or investment vehicle type, investors are more likely to achieve their investment goals by 
looking across a broader pool of income investments and adjust their allocation stance based on 
valuation levels and a likely trajectory of both the macro and market environment over the medium term. 

 

 

Overall, however, BDCs are expected to drive a higher income level than loan CEFs for two key reasons. 
First, BDCs operate at higher leverage. And, more importantly, BDCs have a higher level of fixed-rate debt 
(60% on average by our count) whereas nearly all loan CEF leverage facilities are floating-rate. Expected 
changes in income levels is not the only factor in allocating between these two investment vehicles but 
it's an important one to consider.   
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ABOUT SYSTEMATIC INCOME 
At Systematic Income we analyse the fund market through the prism of value, fundamental and technical 
factors and help investors make the right decisions by providing easy-to-use interactive tools and model 
portfolios. We focus specifically on income-products such as closed-end funds, BDCs, preferred stocks, 
baby bonds, ETFs and mutual funds.  
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