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About Atrato

" n”

Atrato (“we”, “us”, “our”) is an independent alternatives investment manager,
established in 2016. We focus on long term strategies which follow our philosophy
of achieving market leading economic, environmental and social returns over the
long term.

The European core mid-market in context

Small and medium-size (“SME") enterprises are a key component of Europe's
economic engine, including 23 million companies representing 99.8% of non-
financial businesses and responsible for approximately two-thirds of all jobs in the
region'. In this context, the European lending ‘core mid-market' (typically defined
as companies with 50 to 249 employees) is a key sub-sector with ¢.226,000
companies across the continent?

Figure 1: Industry mix in the European core mid-market space®
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Historically, core mid-market companies have been serviced by national champion
banks and local/regional banks for their financing needs. However, the financing
landscape for this market is evolving, leading to a new opportunity set for both
borrowers and alternative providers of finance.

" Source: ECB, Small and medium enterprises overview 2022.

2 Sources: Statista research (18th September 2024) — 190,000 enterprises in the EU excluding UK with 50-249
employees; HMRC Corporate Tax: Research and Development Tax Credits, updated 26th September 2024 -
36,000 enterprises in the UK. Total: 226,000 enterprises.

3 Sources: Statista research (18th September 2024) — EU Industry mix excluding UK.
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Key drivers for private credit in the core mid-market segment

a. Bank retrenchment

Due to increased bank regulatory capital requirements and the elevated cost of
bank ‘buffer’ capital, it is now inefficient for banks to lend to core mid-market
companies. The withdrawal of traditional financial institutions from this sector
Ccreates attractive (and less competitive) opportunities for private lenders. The
prospect of even tighter bank regulations in the future is likely to compound these
challenges for the banking sector.

Figure 2: Number of LBOs financed by banks in Europe has materially
decreased“
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b. Larger incumbent private credit funds are targeting bigger
transactions

The rapid expansion of private credit funds, coupled with compressed deployment
windows, has led to internal pressures to focus on larger lending ticket sizes and
hence away from core mid-market borrowers.

Figure 3: Average and median ticket sizes of private credit funds in Europe*
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The combination of bank retrenchment and a focus on larger ticket sizes by
incumbent private credit funds creates a compelling opportunity for core mid-
market credit investors, in particular, for those with longer-term liability structures
and investment horizons such as those of retirement savings pools.

Lending to core mid-market companies offers attractive
relative value...

We believe the core mid-market private credit sub-sector provides the potential
for relative value when compared to larger ticket (upper mid-market) direct
lending and Broadly Syndicated Loan (“BSL") markets. Given the number of larger
private credit funds chasing lending opportunities, documentation standards and
pricing remain highly competitive. With less competition in the core mid-market,
direct lenders can insist on superior structuring and documentation standards. The
sheer number of core mid-market lending opportunities also allow managers to
be far more selective in their deal origination.

...and improved risk adjusted returns

Private credit provides solid growth companies with the financial flexibility to
pursue their business strategies. As lenders however, the key focus is always on
downside cashflow projections and ensuring robust lender protections within the
documentation. Meaningful maintenance covenants that closely track the
borrowers conservative financing base case are essential. This approach ensures
that in cases where the borrower incurs stress or unforeseen difficulties with cash
flow, a remedy can be quickly negotiated and implemented, thereby protecting
the interests of the lender and the borrower alike.

Typically, there are two to three maintenance covenants to look for in transactions,
including net interest cover, leverage, cash available to service debt and where
appropriate, a capex covenant. Because target borrowers in this space are usually
focused on growth and expansion, stability is an important factor to them and
absolute levels of leverage are therefore very conservative when compared to the
larger tickets in the upper mid-market and the BSL market. LTV within the core
mid-market sector private credit space is moderate at 40% - 50%, providing
investors with further downside protections.

Current status of the European private credit markets

The BSL market, which drives the upper mid-market sector via M&A and disposals,
has been active in 2024, in terms of refinancing and repricing deals. This has mostly
been driven by technical factors with a significant number of CLO warehouses
active in the market. As a result, some larger flow deals are now pricing at
E+400bps with no original issue discount (OID), 75bps tighter than last year.

This has rippled into the private credit market, leading to the repricing and
refinancing of several private deals. As a result, 2024 has seen strong performance
in private credit with significantly more transactions in the market than in 2023.
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Direct lending activity in 2024 has so far focused on resilient and cash-generative
sectors, with TMT (23%), Business Services (21%) and Healthcare & Life Sciences (15%)
accounting for nearly 60% of all deals®.

Furthermore, leverage levels in the European private credit markets have
continued to decline as higher interest rates reduced borrowers' free cashflow and
debt service abilities. The average leverage across these sectors declined by
approximately 0.5x year-on-year and the proportion of deals with leverage less-
than 4.0x rose from 59% to 65%°. Deals with leverage above 6.0x declined from 17%
in 2023 to 15% in 2024 demonstrating that lenders are unwilling to push leverage
in the current higher interest environment®. With central banks starting to ease
interest rates, we believe it is possible that the reported average leverage will trend
higher over the next 12-24 months (although the recent increase in yields may
dampen this over the short term).

Figure 4: Leverage levels have decreased®

65% vs 2% 32%

17% 17%

ey |

1.0x - 2.0x 2.0x - 3.0x 3.0x - 4.0x 4.0x - 5.0x 5.0x - 6.0x 6.0x - 7.0x 7.0x <

B LTM June 2024 LTM December 2023

Other trends in 2024 we believe are of note include®:

¢ M&A dominance: M&A driven deals represented 70% of all transactions

¢ Non-sponsored transactions: non-sponsor deals accounted for 101 of 702
deals, representing only 14% of total private debt deal count

e Subordinated debt structures: comprised 13% of deals - these remain a key
feature of the market

e Regional breakdown: the UK is still the largest market with 34% of deals in
the last 47 quarters, while Benelux, Spain and Italy remain important and
developing regions

5 Source: Deloitte Deal Tracker Autumn 2024.
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Conclusion

The European larger ticket (upper mid-market and BSL) private credit sector is
becoming a highly competitive arena. We expect larger ticket lending to
increasingly become a cost of capital ‘shoot out’ ultimately resulting in
deteriorating returns and terms for lenders and investors.

Investment timing wise, the current turning point of the interest rate cycle has led
commentators to suggest private credit is now a “once in a cycle” investment
opportunity. We would strongly believe that it is an opportune time to be
deploying capital into private credit. Furthermore, we believe that less competitive
core mid-market lending opportunities offer the most attractive risk-adjusted
returns within the European Private Credit sector.

However, given the granular nature of core mid-market lending, any successful
strategy in this sector will require a highly experienced team, extensive due
diligence on each and every borrower and the ability to structure and negotiate
complex transactions.
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Disclaimer

This document has been prepared by Atrato Partners Limited (“APL"), authorised and
regulated in the United Kingdom by the Financial Conduct Authority (FRN 830613). APL is
registered in England and Wales under company number 10533101, having a business
address at 10 Bishops Square, London, E1 6EG.

No Advice: Nothing in this document should be construed as legal, tax, regulatory,
accounting or investment advice or as a recommendation, or making any representations
as to suitability of any investment and/or strategies discussed. Any reference to a specific
security, asset classes or financial markets are for the purposes of illustration only and there
is no assurance that any investments with the same or similar characteristics as any
investments presented will be made. Theinvestments are presented for discussion
purposes only and are not a reliable indicator of the performance or investment profile of
any client account. Further, you should not assume that any investments identified were or
will be profitable or that any investment recommendations or that investment decisions
APL may make in the future will be profitable. You should carry out your own independent
verification of facts and data before making any investment decisions,and also seek
independent professional advice.

Information Only: The information in this communication is indicative only and is not an
offer of or invitation to engage in any investment activity. It does not and is not intended to
constitute any form of financial promotion within the meaning of the Financial Services
and Markets Act 2000.

Confidentiality: This document, its contents and any information provided or discussed in
connection with it may not be reproduced, redistributed, referenced, or shared, directly
or indirectly, to any other person or published, in whole or in part, for any purpose, without
the consent of APL (provided that you may disclose this document on a confidential basis
to your legal, tax, or investment advisers (if any) for the purpose of obtaining professional
advice).

Reliance: This document is not intended to be relied upon as the basis for any investment
decision, it shall not constitute an offer or invitation or any solicitation to provide services or
to effect any transactions or to conclude any legal act of any kind whatsoever.

Past Performance: Past performance is not in any way indicative of future results.

Accuracy: Although the information in this document is believed to be materially correct
as at the date of issue, no representation or warranty is given asto its accuracy. The
information is based on hypothetical assumptionsthat may or may not prove to be
accurate.

Forward-Looking Statements: This document may include certain forward-looking
statements, beliefs or opinions, which may contain words such as “anticipate”, “believe”,
“intend”, “estimate”, “expect”, “forecast” and words of similar meaning. Such statements,
beliefs and opinions involve risk and uncertainty because they relate to events and depend
on circumstances that will occur in the future. No representation is made that any of these
statements or forecasts will come to pass or that any forecast results will be achieved. There
area number offactors that could cause actual results and developments to differ
materially from those expressed or implied by these statements and forecasts. Forward-
looking statements speak only as at the date of this document and are not intended to give
any assurances as to future results. APL expressly disclaims to the fullest extent possible
any obligations or undertaking to release any update of, or revisions to, any forward-looking
statements.




