7~ \
AIC ACTIVE INVESTMENT

COMPANY ALLIANCE

N\ V 4 Excellence beyond indexing

John Cole Scott On BDCs Vs. Private Credit Funds, Al

Impacting Money Management, And More
Friday, June 28, 2024

Chuck Jaffe, in this episode of The NAVigator podcast interviewed John
Cole Scott, President of Closed-End Fund Advisors and Chairman of

the Active Investment Company Alliance. Read the Q&A below as John

shares takeaways from a recent industry conference focused on

business-development companies (BDCs). He talks about how BDCs

compare to private credit funds, how the market is changing, and how
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information on market trends that could help them pick better investments or improve timing on

the trades they make.

The podcast can be found on AICA’s website by clicking here: https://aicalliance.org/alliance-
content/pod-cast/

CHUCK JAFFE: I'm talking about the state of the private credit market and investing in private
credit with John Cole Scott of Closed-End Fund Advisors, welcome to The NAVigator. This is
The NAVigator, where we talk about all-weather active investing and plotting a course to
financial success with the help of closed-end funds. The NAVigator is brought to you by the
Active Investment Company Alliance, a unique industry organization representing all facets
of the closed-end fund industry from users and investors to fund sponsors and creators. If
you're looking for excellence beyond indexing, The NAVigator will point you in the right
direction. And today we are headed in the direction of private credit, because joining me is
John Cole Scott, he’s president at Closed-End Fund Advisors in Richmond, Virginia, and you

can go online to CEFAdvisors.com to learn about the firm or you can dig into their research
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and their data at CEFData.com. John is also the chairman of the Active Investment Company
Alliance, which you can learn about at AICAlliance.org. Now John was just at the Dechert
Private Capital Conference, a huge gathering of folks in the BDC business, and so we're
talking private credit today. John Cole Scott, it's great to have you back on The NAVigator.
JOHN COLE SCOTT: Always happy to be here, Chuck.

CHUCK JAFFE: Let’s dig into what you were learning from the conference. | won’t say doing
at the conference, what you were doing at the conference was going to a bunch of different
sessions on the state of the private capital market. But as you build portfolios for investors,
private credit has become an increasingly vibrant part of investors’ portfolios, even folks that
not that long ago wouldn’t have been investing there because they really didn’t know about
it or think about it. So give us first a state of the private credit market and the BDC market.
JOHN COLE SCOTT: Yeah, so the BDC market is about $350 billion in assets, about two thirds
of those funds are non-traded or private and one third are those traditional longer legacy
listed BDCs, but that’s on the backdrop about, again the industry’s conference, they had
numbers between $1.5 trillion and $2 trillion in private credit exposure, and if you really
think about what’s missing outside the BDC, it’s the stuff that’s in the private funds. And so
while some people dislike BDCs because there’s only a quarterly NAV and they can be volatile
during periods of euphoria or fear, there’s way more transparency in the BDC space and
these private funds, which again are meant for sovereign wealth funds, endowments, and
accredited or qualified investors, so not a retail product, but there’s a lot more transparency
there. And they really talked about how you really have to anchor private credit, whether it’s
the BDC version or others, against the broadly syndicated loan market, which is like the funds
we cover in the closed-end fund space that go buy these corporate loans, and that market,
it's a different one. It's usually considered more liquid, but a lot of the commentary was
sometimes there’s less document and not as good of work on the challenges in that market.
You have to remember that all of this is really a reaction to banks, because you really can
think of a BDC as a non-bank bank, and the banks had some issues both in the Great
Recession and in 2020 and last year in the regional banking crisis, and the good thing is that
BDCs really handled that well. What was interesting is that they’re worried that this market’s

growing, and why has it grown so much since we first started the podcast or 10 years ago
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when I first launched the BDC exposure in my data business? It really comes down to private
equity.

CHUCK JAFFE: That's an interesting comment because we'’re talking private credit, not
private equity, but the story behind all of the growth in private credit is that we’re seeing it
because of private equity. Explain that link there.

JOHN COLE SCOTT: Happy to. So you probably heard on the podcast we also talked about
some of the private equity stuff, why are there more exposure there? Roughly half the
number of public companies as 20 years ago, and really if you think about it, the private
equity ecosystem has grown and allowed the ability for much larger and larger US companies
to delay or never go public. And when you have a growing private equity ecosystem, I think
the phrase I heard at the conference was the private credit market drafts the private equity
market, they’re related but not the same area. And so this speculation at the credit market
could in the next 10 years grow from, let’s call it the highest answer, $2 trillion to possibly
$40 trillion, which would equate if the numbers stay the same, and I'm sure they won’t, but
five to $8 trillion in BDC exposure, which is way bigger than the $350 billion we have now. I
think the major factor is that there are expanded areas of private credit that are just getting
traction today.

CHUCK JAFFE: One of the interesting comments that came out of the Dechert conference was
that in this market where we’ve seen higher rates for longer, and we have expected but
haven’t seen a lot higher levels of defaults, we haven’t seen junk bonds becoming junkier and
the rest, there was some talk that if we saw that, if we had a little bit of stress on credit
markets, that that would be good for the industry and good for BDCs. How is that possible? |
mean, [ can’t imagine anybody’s rooting for credit stress, are they?

JOHN COLE SCOTT: They’re not, but a credit manager, one of the BDC managers said credit
managers wake up every day grumpy, always expecting the worse outcome because their
best case scenario is to get paid back in full. No one ever says, “Thanks for the loan, here’s
extra money for giving us the loan.” And really credit stress could be considered, we’ve had
such benign markets, without the Covid blip and maybe the banking crisis mini blip, for the
last 15 years it’s really hard to prove who wrote the deals right, who can actually work out
the big, hard problems? And you really want a credit manager to structure the deal well and

to be prepared to work on it actively should it go wrong, because some deals always can go
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wrong, and it’s going to get worse if and when we have a real recession, the concept it's been
too easy for too long. And again this really goes on the backs of the growth of private credit
is really coming into areas of direct lending and asset-backed securities and leasing and
supply chain financing, all these other areas which will grow private credit, and we believe,
and the managers mentioned, will trickle down into some investments inside of the BDC
funds themselves.

CHUCK JAFFE: Private credit I think still to most individual investors seems like a small deal,
right? You think about the public markets and you're thinking that’s huge, but it's become a
big deal in terms of its market power. So help give us some perspective on that, and then is
there a worry with the growth in private credit and the rest that there could be a blowup?
Because the rest of the financial services industry, I mean, look, we lived through the Great
Financial Crisis of 2008, which was problems with the banking industry. Private credit is
kind of unregulated, so are we worried or should we be worried that there might be a blowup
at some point in BDCs or private credit markets?

JOHN COLE SCOTT: So at the end of the day, remember, BDCs have leverage but way less than
banks themselves and mortgage REITs and other traditional levered vehicles, the BDCs
themselves that we mentioned are relatively transparent. There is some concern that
regulators are noticing that there’s way more dollars in the sector, and especially the non-
registered funds, the non-BDCs, the non-closed-end funds, the non-interval funds that do
work in this space don’t have that reporting of scheduled investments and transparency that
can allow people to understand what's going to happen, and so that could be a concern. Can
the private fund, sovereign wealth funds and others, be possible issue for the next pullback?
[ would say that there’s still hundred million dollar checks or even billion dollar checks able
to be done, and one way that’s possible is that the BDCs, many of them have exemptive relief.
So if you've got a BDC platform, they could have two private funds, a public fund, even a
sovereign wealth unregulated fund, they can slice a billion dollar check into four or five
pieces, and suddenly it’s a digestible, reasonably sized portfolio exposure for that fund. And
that's been relatively new, that you can really have both these smaller BDCs doing the lower
middle market work, think the average American type of company that’s not well-known.
And it was reminded that the middle markets, not the big companies, is the third largest

economy in the world after China, the only thing bigger than the middle market is the total
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US GDP and then China. It's a big area and it still expects to grow because there’s just so much
growth in the private stuff, because it seems to be easier to get deals done that are good for
the companies and the investors are comfortable too.

CHUCK JAFFE: Lastly, whenever you go to a conference there’s a lot of other things that get
thrown out there and they’re always taking a look at things in the industry, and there was a
session that was looking at how Al is going to impact private credit and general lenders. |
don’t necessarily know that I would expect to see the connection there, so what is it?

JOHN COLE SCOTT: Well, it's interesting, most the managers said they already have major
investments, whether it's a Morgan Stanley or an Ares or a KKR, some of those larger players,
in Al data science and pulling deals. I mean, Fidelity was mentioning that they can take their
data scientists and pull all of the deal records from all of the deals they did, they didn’t do,
and really get information about the health of the economy, and then later really assess
quickly what’s going on. One of the BDCs mentioned they can have a ChatGPT-like bot for
their team that can just query all of the sub docs for thousands and thousands and thousands
of loans that they have, and in the public data that’s available for other funds, and can really
quickly understand trends and really prove what's going on. Now one of the lawyers says he
doesn’t believe that Al will kill the lawyers job, but he did say this probably applies to a BDC
manager too, you can lose your job to a lawyer that uses Al better than you. So I think the
key going forward is the industry’s going to have to grapple with whether a firm like mine, a
smaller firm, or these giant firms like Blackstone and others, you must embrace Al because
it's going to be a huge part of the whole ecosystem of loans and investment theses going
forward.

CHUCK JAFFE: Really interesting stuff, John. Glad you had a good trip to the conference,
thanks for reporting back to us. We’ll talk to you again soon.

JOHN COLE SCOTT: Thank you, Chuck.

CHUCK JAFFE: The NAVigator is ajoint production of the Active Investment Company Alliance
and Money Life with Chuck Jaffe. And yes, I am Chuck Jaffe, I'd love it if you'd learn more
about my work and my show by going to MoneyLifeShow.com or by searching for it wherever
you find your favorite podcasts. To learn more about business-development companies,
closed-end funds, and interval funds go to AICAlliance.org, that's the website for the Active

Investment Company Alliance, on LinkedIn @AICAlliance. Thanks to my guest, John Cole
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Scott, the president of Closed-End Fund Advisors in Richmond, Virginia and the chairman of
the Active Investment Company Alliance. You can learn about his firm online at
CEFAdvisors.com and dig into their research at CEFData.com, and John is on X or Twitter
@]JohnColeScott. The NAVigator podcast is available every Friday, make sure you don’t miss
an episode by following along or subscribing on your favorite podcast app. We'll be back next

week, and until then, happy investing everybody.
Recorded on June 28", 2024

To request a particular topic for The NAVigator podcast please send an email to:
TheNAVigator@AlCalliance.org

Click the link below to go to the home page of Active Investment Company Alliance to learn more:
https://AlCalliance.org/

Disclosure: Views and opinions expressed are for informational and educational purposes only as of the
date of production/writing/speaking and may change without notice at any time based on a multitude of
factors. Speaker's/presenter's/author's opinions are their own and may not necessarily represent the
opinions of AICA, its Board, or its staff. Materials may contain “forward-looking” information that is not
purely historical in nature, such as projections, forecasts, market return estimates, proposed or expected
portfolio composition, and other items. Listed closed-end funds and business development companies trade
on exchanges at prices that may be above or below their NAVs. There is no guarantee that an investor will
be able to sell shares at a price greater than or equal to the purchase price or that a closed-end fund's
discount will narrow. Non-listed closed-end funds and business development companies do not offer
investors daily liquidity but rather offer liquidity on a monthly, quarterly or semi-annual basis, often on a
small percentage of shares. Closed-end funds often use leverage, which can increase the fund's volatility
(i.e., risk). Actual distribution amounts may vary with fund performance and other conditions. Past
performance is no guarantee of future results. This material is not intended to be a recommendation or
investment advice, does not constitute a solicitation to buy, sell or hold a security or an investment strategy,
and is not provided in a fiduciary capacity. Shares of closed-end funds are subject to investment risks,
including the possible loss of principal invested. Closed-end funds frequently trade at a discount to their
net asset value (NAV).
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