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Jonathan Bock: How do we best define a
BDC for an institutional investor?

Steve Nesbitt: BDCs were created by Con-
gress to stimulate private investment in mid-
dle market U.S. companies.  Similar to REITs
(real estate investment trusts) and MLPs
(master limited partnerships), Congress gave
the BDC the advantage of electing to be ex-
change-traded with a tax-free pass-through
of investment income, subject to certain con-
ditions. First, investing in U.S. middle market
companies, typically in the form of loans; sec-
ond, distributing to investors most of the
cash flow, or interest income, earned on the
loans; third, limiting borrowing to no more
than their NAV (net asset value); and fourth,
SEC registration and oversight. From an in-
vestor’s perspective, BDCs represent an un-
obstructed way to invest in debt of middle
corporate America just as an actively man-
aged medium- or small-cap mutual fund rep-
resents a way to invest in equity securities of
middle market corporate America.

Josh Easterly: Congress created BDCs in
1980 to provide public investors with another
means to invest in the long-term growth of pri-
vate U.S. businesses. BDCs are pass-through
entities, in that 90% of taxable income must
be distributed to investors on an annual basis
in the form of a dividend. This current income
in the form of a dividend makes BDCs an

attractive investment opportunity for institu-
tional investors. While all BDCs are subject to
the same regulatory considerations associ-
ated with the ’40-Act, BDCs vary substantially
in terms of their investment strategies, the
type of securities they invest in, and their re-
sources—both in terms of human capital and
the left, assets, and right, liabilities, sides of
their balance sheets. When considering
which BDCs to invest in, it is important for in-
stitutional investors to understand the differ-
ences among various BDCs’ investment
strategies, portfolio compositions and re-
sources, which can vary considerably.

David Golub: BDCs are yield-oriented invest-
ment vehicles that provide exposure to mid-
dle market loans, an attractive asset class
that investors generally cannot access in tra-
ditional ways. BDCs can be structured either
as private or publicly traded vehicles and we
will talk about the advantages and disad-
vantages of both types shortly. 

Bock: How do you define the middle market,
and why does a middle market debt invest-
ment strategy work within a BDC structure?

Golub: The term middle market can mean
vastly different things to different people, so
let me give you our definition. When I talk
about middle market lending, I mean financ-
ing companies that generate between $10

BDCs.
Business development companies, or BDCs, are a growing and

institutionally oriented asset class that provides investors a liquid al-
ternative to invest in middle market loan assets. Notably, BDCs offer
attractive diversification opportunities within fixed income as middle
market loan products generally provide superior risk adjusted re-
turns relative to the broadly syndicated loan and high yield markets.
The drivers of this superior performance include less competition for
transactions, lower leverage and higher spreads on investment.
What’s more, those credit managers who are adept at sourcing and
managing middle market collateral often hold distinct competitive
advantages over their broader peer set. BDCs can be structured ei-
ther as institutionally oriented private or publicly traded vehicles,
and they invest in private non-syndicated secured and unsecured
middle market corporate debt. Middle market corporate debt can
provide an attractive alternative to traditional fixed income, and

offers historically low exposure to interest rate risk and credit risk.
Publicly traded BDCs provide their shareholders access to private
corporate debt investments but with daily liquidity, and therefore,
they are attractive to investors desiring both high yield and liquidity.
The private BDC structure has other particular advantages for in-
vestors who are able to accept a lower degree of liquidity.

The BDC market is expected to grow from investor demand for
yield, the growth of nonbank middle market financing and the gen-
eral trend toward securitization of private assets. Not all BDCs are
created equal, and investors should carefully evaluate each man-
ager’s performance, incentives and reputation before proceeding. 

In this discussion, leading participants in the BDC market dis-
cuss what BDCs are, how they are structured, their investment char-
acteristics, how they might fit within a diversified portfolio, tactical
opportunities and how the market is developing. 

What is a BDC?

A Liquid Investment    
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million and $50 million of EBITDA. These
companies are typically too small to issue
high-yield bonds, or to be traded publicly, or
to generate attention from the likes of J.P.
Morgan or other large banks. Our borrowers
tend to be companies controlled by private
equity sponsors, although occasionally we
lend to non-sponsored companies. The mid-
dle market used to be dominated by banks
like Bankers Trust, Manufacturers Hanover,
Chemical Bank and others in the late 1980s
and early 1990s. Today, banks are much less
present in the market largely because of reg-
ulatory pressures, and as a consequence, a
robust non-bank market has developed to
provide this financing. Middle market loans
are almost always illiquid—that is, there is no
secondary market if you wake up one morn-
ing and want to sell. This illiquidity limits the
buyer base. For example, a hedge fund struc-
ture with redeemable equity is not a very
good model for making and investing in mid-
dle market loans given the potential for mis-
matched duration. An open-end mutual fund
that is subject to redemption is not a good
model either. The BDC model is attractive for
middle market lending for three reasons.
First, like a closed-end fund, it has an en-
during life, so there is no duration mismatch.
Second, the loans generate interest income,
which generates cash for the BDC to pay div-
idends. Finally, the loans typically earn a yield
premium for their illiquidity and complexity,

so a BDC focusing on middle market lending
can generate attractive risk-adjusted returns
that most investors cannot get elsewhere. 

Bock: Why consider the BDC structure, and
what does it offer that a private fund does
not? 

Easterly: When we set out to create our struc-
ture, what is now TPG Specialty Lending, we
considered what would be in the best inter-
est of our shareholders, as we believe what
ultimately benefits investors is also best for
the manager over the long term. We chose
the BDC structure as it provides the appro-
priate, flexible capital that the middle mar-
ket is seeking, while also providing unique
protections and oversight for investors. This
oversight includes a board comprised of a
majority of independent directors and an in-
dependent audit committee that is respon-
sible for approving the fair valuation of
investments on a quarterly basis. BDCs are
regulated by the SEC, providing investors
with transparency. Finally, BDCs are subject
to a limitation on portfolio leverage of 1:1
debt to equity. 

Nesbitt: When considering BDCs, investors
have the option of investing through a private
BDC or a publicly listed BDC. We view private
BDCs as the more appropriate vehicle to com-
pare to private funds because of the initial
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liquidity restrictions. Private BDCs tend to
have higher fees than private funds, but in-
vestors can benefit from a public listing. This
benefit comes in the form of both liquidity
and the potential the BDC trades a premium
to its NAV. This private-to-public arbitrage de-
pends on selecting a manager that the mar-
ket sees as high quality, and therefore likely
to trade at a premium to book value. Our re-
search shows that BDCs, as a whole, trade
at a premium to their NAVs, unlike closed-
end funds, so this option likely has real value
to the investor. The second reason is liquid-
ity. In a traditional private fund, you receive
quarterly cash flows, typically over the three-
year investment period. After that, it will take
another two to three years to wind down, and
potentially longer. With a BDC, you get liq-
uidity at the IPO. You’re likely locked up for
six months, perhaps, but then you can make
the decision to liquidate or not.

Bock: Should investors classify this asset as
debt, reflecting the underlying loans, or eq-
uity, reflecting its listed status? 

Golub: It has elements of both. BDCs that are
invested principally in middle market debt
can be an attractive alternative to traditional
fixed income allocations. BDC returns can be
better on a risk-adjusted basis than other
debt asset classes, such as high yield, be-
cause a BDC investment has limited interest
rate risk—middle market loans are generally
floating rate—and limited credit risk—many
BDCs focus on senior secured loans with low
default rates. In addition, BDCs can have an
equity upside in the sense that they can
trade above NAV and they can issue shares
above NAV. 

Easterly: The BDC asset class is ultimately
about managing credit losses. Total returns
to investors over the intermediate-to-long
term are a function of a BDC manager’s abil-
ity to manage credit risk in the underlying in-
vestment portfolio. Because BDCs have
structural limitations on leverage, a BDC’s
ability to drive total returns on equity is pri-
marily a function of the asset side of its bal-
ance sheet. We believe that there is value in
structuring the liabilities side of the balance
sheet, primarily as it relates to scaled man-
agers with investment-grade credit ratings.
However, returns on assets are the primary
driver of strong risk-adjusted total returns
within the BDC model. 

Private credit assets have a return pro-
file that is, relatively speaking, capped to the
upside, with current income via a contrac-
tual interest rate and, to a lesser extent, ad-
ditional economics in the form of warrants
or call protection that may be realized upon
exit of the investment. Because of the return
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EXHIBIT 1: Comparison of  Yields Across Asset Classes
(As of  February 2015)
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EXHIBIT 2: Industry and Security Type Diversification

Sources: Alerian, Barclays, NAREIT, Cliffwater LLC

Source: Cliffwater LLC
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profile of their primarily private credit assets,
BDCs do not necessarily fit within a tradi-
tional equity or debt asset allocation, or for
that matter, within a private equity alloca-
tion. This “between the boxes” nature of the
BDC return profile may present a challenge
for pension plan asset allocation decisions.
Over time, pension plans have begun to
adopt broader alternative asset class allo-
cations for which the BDC risk/return profile
is a more natural fit. However, determining
where to allocate BDCs remains a challenge
from the perspective of some pension plans. 

Nesbitt: We view BDCs as debt, which can be
liquid through exchange-traded BDCs or illiq-
uid through private BDCs. From an investor’s

perspective, a portfolio of exchange-traded
BDCs represents a complement, or alterna-
tive, to other, more popular liquid credit
asset classes such as high-yield bonds,
bank loans or emerging-market debt. The as-
sets in a BDC are generally more senior in
the capital structure than your typical high-
yield bond, but there is incremental lever-
age, which makes the risk profiles
comparable. But the dividend yield for a BDC
has a 300-basis point premium versus high-
yield bond yields today. In illiquid form, private
BDCs represent a complement, or alternative,
to private debt funds which investors typically

include as part of their private-equity asset
class. Private debt or BDCs are more popular
today because of their high yields and ab-
sence of a “J-curve” that potentially impairs
shorter term performance. Our viewpoint
seemed to achieve consensus last year when
BDCs were removed from the major equity
market indexes, something that REITs also
experienced in the 1990s.

Bock: It’s true, they’re a bit of both. BDCs
have fixed collateral, but there is a manager
between the fixed collateral and the loan col-
lateral. There is dissonance between what is
coming off that loan collateral pool and what
is going to investors, and that dissonance
can be reflected in dividend policy, how fees

are constructed and other issues. Those
BDCs that are focused and committed to
shareholders, have designed successful
models and have done a good job of running
the credit book and managing credit risk
should be viewed as fixed income, because
they operate much closer to that collateral’s
performance. Those BDCs that choose to op-
erate in a different mindset from that of the
stakeholder might be more equity-like. The
market will make the decision, but as more
managers continue to highlight stakeholder-
shared incentives, it’s headed more in the
fixed income direction.  •

continued from page 6

Asset
Manager
& Admin.

ASSETS
LIABILITIES &

SHAREHOLDER EQUITY

$13m
Interest

Expense

$57m
Net

Income

9.5%
Shareholder
Return on
Equity
($57m / $600m)

$1,000m
Loan

Portfolio

Yielding
10%

Generating 
$100m

in
Portfolio
Income

$400m
Debt

Financing

$600m
Net Asset 

Value
(Shareholder

Equity)

$30m
Mgmt
Fees &
Expenses

EXHIBIT 3: Illustrative BDC Economics
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Bock: Why does the BDC asset class make
sense for pension funds and other institu-
tional investors?

Nesbitt: There are three reasons to invest in
BDCs. The first is return, which is currently
very attractive from both an absolute and rel-
ative perspective. The primary source of BDC
return is dividend yield, which equaled
10.23% at yearend for the Cliffwater BDC
Index, a capitalization weighted index of 39
publicly traded BDCs. The high yield is sup-
ported by cash interest from the floating-rate
loans that comprise the majority of BDC as-
sets. The second reason is diversification.
BDCs have a 0.75 correlation to high-yield
bonds and a 0.80 correlation to U.S. stocks.
Adding BDCs to portfolios of stocks and
bonds can be expected to increase overall
return for the same level of risk, or reduce
risk for the same level of return. Third, we
see significant potential for added return
through active management of a portfolio of
BDCs. BDCs differ widely in the quality of
management and their underlying portfolio
of loans, characteristics that are not always
appropriately captured in pricing. Unlike
many asset classes that have become effi-
ciently priced, BDCs offer investors good ac-
tive and passive opportunities. 

Bock: If a pension fund investor had a choice
among a high-yield bond SMA (separately
managed account), a leveraged loan SMA

and a BDC, which asset class provides the
best risk-adjusted return? 

Golub: The right place to start is by under-
standing the investor’s goals. Some pension
funds have legitimate, thoughtful liquidity
guidelines that tell them that they need to in-
vest a meaningful proportion of their portfo-
lio in assets that have good daily liquidity.
High yield has a place here, as do leveraged
loans. Middle market loans do not have a
place in the liquid portfolio simply because
they are not liquid. So there are two ways
that a pension fund investor can think about
investing in the middle market loan asset
class. One way is to take this exposure in the
liquid bucket by investing in a public BDC.
The other way is through a private BDC fund
structure in the investor’s illiquid bucket. For
investors that can tolerate some illiquidity,
the private BDC has several distinctive ad-
vantages. A private fund offers assurance
that the investor can deploy a significant
amount of capital at NAV. A private fund in-
vestment can be structured in the form of
commitments that are called down over
time. This approach is good for the investor
and for the manager, because it allows the
manager to invest that capital methodically
and achieve a good return on equity along
the way. If the manager has the right attrib-
utes— including the right skills, track record
and brand—the private fund can be struc-
tured as a private BDC and be taken public at

Why Invest in This BDC Asset Class?
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an appropriate time. And if the strategy is
successful and the now-public BDC trades to
a premium, then the private investors get two
returns. They get the return that comes from
the ROE on the underlying assets, and they
also get an additional return from exiting at a
premium to NAV. 

Bock: When a BDC goes public, can you de-
scribe the kind of growth, ROE, successful
deployment, successful credit management
and exit premium that has been seen? 

Easterly: Funding a BDC with a private capi-
tal base prior to a public listing enables the
manager to build a scaled portfolio and to es-
tablish a dividend yield that can be earned
based on the existing portfolio prior to going
public. This is how TSLX was formed and built
over the three years preceding our IPO in
March 2014. To reiterate, managing a BDC
comes down to managing the underlying col-
lateral of one’s investment portfolio and
making sound credit decisions. In our view,
the BDC model requires a manager that can

 ACCOUNTS

continued on page 12

EXHIBIT 1: Performance of  Credit Driven Assets
(As of  February 2015)

Sources: Barclays and Cliffwater LLC
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source, underwrite and manage illiquid in-
vestments in order to generate strong risk-ad-
justed returns. This is a challenging asset
class, in that it is human-capital intensive. Un-
like the liquid markets, which require signifi-
cantly fewer investment professionals to
manage a comparably sized portfolio, the illiq-
uid credit asset class requires a dedicated
team of skilled investment managers. It is the
combination of human capital and cash cap-
ital that makes the BDC model function prop-
erly. With respect to TSLX, because we built
our portfolio over a three-year private phase,
when we went public we had an established
track record of over-earning our dividend,
which enabled us to grow NAV organically,
through retaining earnings. During the tight-
ening credit spread environment that per-
sisted throughout our private phase, the value
of our underlying collateral appreciated, re-
sulting in further NAV growth. While this is a
sample size of just one, in our case the for-
mation of a BDC over a three year private
phase prior to a public listing has yielded a
valuation in the public markets of over 1.15-
times price-to-book value based on the cur-
rent stock price. We attribute this trading
premium to our significant origination and
asset management resources, coupled with
the quality of our existing portfolio. 

Bock: Is liquidity real in the BDC asset class
given the limited market capitalization?
What do you tell the manager who has more
than $500 million to invest in BDCs about
how much can actually be deployed without
moving the market to such a degree that you
compete away your excess return? 

Nesbitt: Many BDCs are small cap, and it
takes some thought in terms of how to enter
them. We’ve researched this issue, and our
experience suggests that $50-$100 million
per week can be invested in a portfolio of
BDCs without moving the market. For a man-
ager trying to deploy $500 million or more,
we would suggest investing the portfolio over
a period of six to eight weeks. 

Bock: When you own a BDC, what types of
risk are you taking, and how can they be
mitigated? 

Easterly: We define risk broadly to encom-
pass both credit and non-credit risks. We de-
fine credit risk as the probability that
contractual interest and principal payments
due to us pursuant to the terms of contrac-
tual agreements are not met. Managing credit
risk requires dedicated originations, under-
writing and asset management resources.
Risk management is central to the invest-
ment process at each of these three stages of
the investment lifecycle. 

Outside of credit risks, we think about
other risks inherent in the portfolio including

interest rate risk, illiquidity risk, reinvestment
risk, and to an extent, risk associated with for-
eign currency translation. We seek to mitigate
these risks, respectively, by investing in float-
ing rate assets and match-funding our liabili-
ties, through our focus on call protection and
other credit-specific structuring considera-
tions, and by funding investments in local cur-
rencies, as this provides a natural hedge
against foreign currency fluctuation. 

Golub: Credit risk is the primary concern for
BDC investors, and ultimately investors are
counting on the manager to make good credit
decisions. So how do investors get comfort-
able relying on a manager? There are two
things to focus on. The first is assessing
whether or not the manager is good at credit;
this can be ascertained by performing dili-
gence on the manager’s track record, credit
philosophy, underwriting approach, portfolio
diversification strategies and platform. The
second element is incentives. BDCs do not all
have the same incentive fee structures. Most
BDC managers are still paid massive incen-
tive fees in quarters in which they incur large
credit losses. This does not make any sense
to us and it is not how we operate our private
or public funds. We think alignment of inter-
est is really important and when managers
do not pay a price for credit losses, they are
unlikely to be sufficiently careful. 

Nesbitt: Credit risk is the primary concern.
Across BDCs, there are varying levels of credit
risk, with some BDCs investing primarily in
less risky senior debt and others investing in
riskier subordinated debt and equity. Fortu-
nately, BDCs have excellent transparency that
allows investors access to detailed BDC port-
folio, financing and management activities.
Investors can determine for themselves the
type of credit risk they would like to take, and
whether they are being properly compensated
for that risk. Interest rate risk is not a major
concern, unlike with high yield bonds. The
large majority of BDC investments are float-
ing-rate loans, which limits interest rate risk,
though interest rate floors on loan assets, to
the extent they are in place, can introduce
some modest risk at low interest rates. Fi-
nally, market risk is a concern with any ex-
change-traded security. Individually, BDCs
can be volatile with an average risk of 18%
annualized standard deviation. But because
correlations among BDCs are low at 0.40, a
diversified portfolio of BDCs reduces risk to a
level in line with other yield-oriented asset
classes, such as MLPs and REITs.  •

continued from page 11
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Bock: Looking at BDC valuations today, it’s
clear that differentiation is taking place.
Some managers are trading at significant
premiums to NAV and some are not. Why is
this differentiation occurring? 

Nesbitt: The market is fairly efficient in dis-
cerning good from bad management teams.
Managers of BDCs that persistently trade
below NAV have generally under-delivered,
sustained higher-than-average credit losses
or have added unnecessary risk to the port-
folio. BDCs that trade at or above NAV have
proven to be good stewards of capital and
have made prudent investment decisions.
Other market conditions will also drive pre-
miums, or discounts, to NAV—the recent de-
cline in oil prices hurt BDCs with
energy-related exposure, for example, but
this is reflective of investors estimating
losses that are not yet reflected in NAVs. This
works itself out with a quarterly valuation
process of BDC assets. 

We view this as a good thing to the ex-
tent the discount is warranted as a result of
poor management decisions, poor under-
writing or high fees. The relevance of these
BDCs in the market will diminish over time
as they are less able to raise new capital.
High quality BDCs will gain market share, im-
proving the market perception of BDCs and
relevance as an asset class. 

Easterly: To further that point, we all live in
the same neighborhood and the value of
one’s house is in part a function of the qual-
ity of one’s neighborhood. Over time, we be-
lieve that the neighborhood will continue to
improve as the markets favor well managed
BDCs and force the industry to adopt share-
holder friendly behaviors. We believe that the
differentiation between BDC managers that
is emerging and is reflected in BDC valua-
tions today is in the best interest of all con-
stituents. We believe this differentiation may
reflect a number of factors, including a

higher valuation for those BDCs that earn or
over-earn their dividend and thus grow NAV
over time, as well as a premium for those
managers that can generate additional eco-
nomics from their embedded portfolios in the
form of syndication, agency fees, and call
premiums. These fees are typically reflective
of a high-quality originations platform. 

While we believe that book value and
NAV growth is a rough measure of the qual-
ity of a BDC manager, investors should cou-
ple these metrics with an assessment of the
long-term earnings power of the BDC, which
is a function of its existing portfolio, the qual-
ity of its originations franchise, and its ability
to manage credit risk. 

Golub: BDCs that trade below NAV have usu-
ally either over-promised and under-delivered
by earning less than their dividends or taken
actions that are detrimental to shareholders,
such as issuing shares below NAV. As in-
vestors become more knowledgeable, dif-
ferentiation will increase between BDCs that
are being run right and those that are not.
Those that are being run well will have op-
portunities to grow, and those that are not
will stay static or go away. Over time, this dif-
ferentiation will help create a nicer neigh-
borhood. 

Bock: The concept of differentiation is tough
to nail down simply because everyone is
going to tell you that they live in the nicest
house in the neighborhood. That said, we do
believe that a focus on quantitative data will
allow investors to better discern various lev-
els of risk in the BDC group as not all are cre-
ated equal, and it will allow investors to
better price risk in the BDC space. This focus
on quantitative data prompted us to create
the Wells Fargo BDC Scorecard which is the
model many institutional investors use to
price risk in the BDC space. The model is
based on eight quantitative factors and one
qualitative management team ranking. BDCs

in the scorecard are ranked into risk quar-
tiles with quartile 1 BDCs presenting the low-
est risk and quartile 4 BDCs representing the
highest amount of risk. We’ve started to see
both technical and fundamental differentia-
tion occurring in the BDC scorecard. First on
a technical basis, you’ll notice that quartile
1 BDCs, on average, trade at a meaningful
price to NAV premium relative to all other
BDCs in the scorecard. Second on a funda-
mental basis, over the last six months we’ve
seen several lower ranked BDCs in the score-
card reduce dividends due to poor credit per-
formance or a misaligned dividend policy and
this is reflected in their below NAV valuation. 

Bock: What should investors know about
fees and other compensation for BDCs rela-
tive to private funds?

Nesbitt: Manager compensation and align-
ment of interest are important considera-
tions for any investment. BDCs are typically
externally managed and pay a management
fee and incentive fee to the adviser. The av-
erage expense ratio for BDCs is 3.3% based
on total assets and 5.5% on net asset value,
which are roughly 2.0% higher than a com-
parable private fund that charges fees on net
asset value rather than gross assets. The
question for investors becomes, how much
value do they attribute to the potential for
trading at a premium, and how much do they
value the liquidity at IPO? Some BDCs clearly
charge too much, while others offer a rea-
sonably structured fee where BDC managers
and investors are aligned. We expect signifi-
cant improvement in BDCs fee structures as
the asset class is institutionalized over time. 

Easterly: Relative to private funds, BDCs
have additional costs associated with being
an SEC filer, maintaining an independent
board, corporate governance, valuation of
the underlying portfolio, and limits on port-
folio construction and leverage. Depending
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on the size of a BDC’s portfolio, these oper-
ating expenses ranging from 50 to 90 basis
points as a percentage of earning assets on
an annualized basis. These fees are incre-
mental to the typical fee structure of a pri-
vate fund; however they represent costs
associated with the enhanced shareholder
protections afforded by a BDC structure. 

Bock: How would you describe the growth
now occurring in the BDC category? 

Golub: The advantages of BDCs for investors
make it likely that the industry will continue
to grow over the coming years. The industry
could help that growth by doing a better job
of consistently looking out for shareholders.
This includes fixing some fee structures that
do not do a good job of aligning shareholder
and manager incentives. 

Nesbitt: We see private BDC capital raises
driving growth over the next few years. There
are at this point eight to ten institutional
quality managers that are in the process of
raising capital for private BDCs that are ex-
pected to go public over the next two to three
years. Their combined target raises total $7
to $10 billion. That’s a significant increase
in both the number and the asset value that
will be public, and with high-quality man-
agers. Ignoring secondary offerings from
public BDCs, the private pipeline would in-
crease the public market cap by 50%. 

Bock: What will this BDC space look like
going forward? 

Easterly: Over time, the BDC space will con-
tinue to grow and will be allocated capital if
we are able to provide good returns for our

shareholders relative to other risk-asset
classes. This growth will be supported by ad-
ditional thought leaders such as the analyst
community, investment consultants, and so-
phisticated institutional investors dedicated
to the BDC asset class. 

One promising indication that we are on
the right path is that credit expertise is now
firmly set in the BDC space, which is promis-
ing as human capital resources are critical to
the successful execution of the BDC strategy. 

Nesbitt: We expect the public BDC market to
be $60-70 billion in five years, up from $40
billion today, and that the number and qual-
ity of managers will have increased materi-
ally.  The biggest challenge to this is investor
education, in particular shedding the notion
that BDCs are a retail product. 

Golub: I am hopeful that if we look back five
years from now there will be a group of siz-
able players who have long-term track
records of consistent, reliable returns and
who have built long-term, win-win partner-
ships with their shareholders and their bor-
rowers. The thing about the credit managing
business is you are generally best served by
focusing on risk, not on opportunity. So we
are focused on putting one foot in front of the
other and not making any dumb mistakes. 

Bock: Why invest in BDCs now? 

Nesbitt: BDCs have reached the threshold to
be considered an institutional asset class.
They are on a clear growth path with respect
to size, manager quality, fees, and liquidity.
We feel that investors who recognize this op-
portunity now will benefit as the broader
market begins to appreciate the story.  In the

meantime, BDCs offer a superior risk-ad-
justed return to high yield and better protec-
tion against rising interest rates. 

Golub: Middle market lending can provide an
attractive alternative to traditional fixed in-
come, which currently offers historically low
compensation for interest rate risk and credit
risk. A BDC can be an efficient structure for
investors to gain exposure to the middle mar-
ket. The private BDC structure has some par-
ticular advantages for investors that are able
to accept a lower degree of liquidity. But not
all BDCs are created equal, and investors
should carefully evaluate each manager’s
performance, incentives and reputation be-
fore proceeding. 

Bock: The BDC space will grow in both insti-
tutional relevance and impact as the field is
seeded with high quality, shareholder friendly
management teams. This process of matura-
tion takes time as it did for equity REITs and
MLPs. That said, we believe this process of
“institutionalization” is well underway and is
bringing about strong returns to those pen-
sion investors involved in the BDC asset class
today. For example, REIT market capitaliza-
tion in 1985 totaled just $3 billion, yet as the
space grew in relevance based on its income
characteristics and ability to diversify return,
the space exceeded $300 billion in 2005 and
now exceeds $846 billion today. What’s
more, dividend yields in the REIT space com-
pressed from 8.0% in 1985 to 3.6% today.
MLPs exhibited a similar trend. Based on the
MLP and REIT experience as well as the BDC
model’s similarities to both structures—tax
advantaged, income characteristics, and abil-
ity to diversify return—it makes sense that the
BDC asset class will follow the same path. •
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1985 1995 2005 TODAY

1995 2005 TODAY

2005 TODAY

8.0% 7.4% 4.6% 3.6%

10.1% 5.8% 6.1%

8.1% 9.6%

$3 Bn $50 Bn $302 Bn $907 Bn

$6 Bn $65 Bn $355 Bn

$33 Bn

?

R
E
I
T
S

M
L
P
S

B
D
C
S Average yield, weighted

by market cap

$13 Bn

EXHIBIT 1: Growth of  REITs / MLPs
(As of  March 10, 2015)

Source: Bloomberg and Wells Fargo Securities 
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Investment climates change daily. At Wells Fargo, we know investors require timely insights driven by deep knowledge 
across sectors, asset classes, companies, and geographies.

In addition to research professionals who cover credit, equities, currencies, municipals, and structured products, we have 
dedicated professionals who are laser-focused on Business Development Funds.

Our award-winning Research, Economics, and Strategy team covers more than 2,300 securities and can provide you 
with actionable ideas and the analytical support you need to make knowledgeable and informed investment decisions.

#1 High Grade Research Team, Institutional Investor, 2012 − 2014
#1 Collateralized Loan Obligation Team, Institutional Investor, 2013 − 2014
#1 Municipal Bond Research Team, Smith’s Research & Gradings, 2013 − 2014
#1 Leading Economic Indicators, Bloomberg, 2013 − 2014
#1 Earnings Estimate Accuracy, Starmine, 2014
#3 High Yield Research Team, Institutional Investor, 2014

Contact your Wells Fargo Securities representative to learn more.

Investment research 
from an award-winning team

Visit us at www.wellsfargo.com/research.
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