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How would you summarize the performance backdrop of
2021? What were the key drivers of continued momentum
in credit markets, and do you expect the same set of factors
to be imperative for 2022 performance?
Direct lending performed extremely well in 2021. We emerged from the height
of the COVID period in 2020 with an improving economy and companies starting
to regain operational momentum. Amid this increasingly stable economic
environment, we began seeing tremendous deal activity in both public and private
credit markets, driven by meaningful increases in activity from private equity firms.
This meant that there were significant opportunities for us to deploy capital as well.
Given the recovery in credit conditions and more robust economic conditions
overall, we observed improving performance by our portfolio companies
throughout the year.
Looking ahead this year, we expect many of the tailwinds that drove
performance in 2021 to remain, but against a backdrop of policy evolution and
tapering by the central bank. Based on what the Fed is signaling, this could result
in greater uncertainty for the economy and financial markets. The market’s
resilience will be tested but reflecting on some of the more positive economic
trends in 2021, we are not expecting any material downturn in performance. While I
expect 2022’s trends to be driven by a push and pull of a healthy economy,
inflation, policy changes, and supply chain imbalances, we expect the year to
remain constructive for credit markets.
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the life of any fund. Data source: Bloomberg Barclays Indices for US Aggregate
Bond, US IG Credit and US HY; S&P Global Market Intelligence for US Bank Loans;
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We have observed companies benefitting from the
environment you described this year, but what are your
expectations for earnings trends in 2022, particularly against
a backdrop of inflation and ongoing supply chain issues?
Top- and bottom-line trends have recovered meaningfully since 2020 and as we sit
here today, many businesses have seen performance return to or even exceed preCOVID levels. As companies look to respond to some of the prevailing inflationary
and supply chain concerns, it will likely drive pockets of earnings volatility and
margin pressures in 2022 across the corporate landscape. Importantly, we
expect good businesses will find a way to manage these challenges and
protect profitability. This is one of the reasons we like to lend to non-cyclical,
service-oriented businesses with enduring revenue models that are somewhat
insulated from these pressures. We expect our companies to continue to perform
well this year given their strong organic growth profiles and market-leading
industry positions. That said, we are certainly paying close attention to the subset
of our borrowers with greater sensitivity to rising labor costs, supply chain delays,
freight, and/or raw material price increases.

“As companies look to
respond to some of the
prevailing inflationary
and supply chain
concerns, it will likely
drive pockets of earnings
volatility and margin
pressures in 2022...”

3

2022 Direct Lending Outlook: Stay the Course

Owl Rock | A Division of Blue Owl

On the point of inflation, it is now widely held that the new year
will see tapering by the central bank, and likely the first set of
interest rate hikes. How should clients think about the value
proposition of loans/direct lending entering this environment?
Historically, floating-rate bank loans have outperformed during rising rate
environments, and it is partly why investors find them attractive when the mix of
growth/inflation starts to signal changes in policy. Based on what’s been articulated
by the Fed and a decidedly more hawkish posture of late, loans could continue to
lead credit markets.
Furthermore, to the extent an increase in rates fuels a spike in market volatility,
that helps us because part of our value proposition is certainty of economic terms. This
may sound counterintuitive, but we find these environments to be quite attractive,
particularly if you have capital available when there is dislocation in the public markets.
COVID aside, we haven't been through too many periods of sustained market volatility
in the last few years. However, it is in those periods of unease where direct lending is
uniquely positioned to provide value and differentiated returns to investors.
Floating-Rate Loans Have Performed Well in the Last Five Interest Rate Cycles
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“Historically, floating-rate
bank loans have
outperformed during
rising rate environments,
and it is partly why
investors find them
attractive when the mix of
growth/inflation starts to
signal changes in policy.”

As of 12/31/2021. Past performance is not a guarantee of future results. This is for illustrative and informational purposes
only. Indices are not actively managed, and investors cannot invest directly in indices. Periods greater than one year are
annualized. All investments involve risk of loss, including loss of principal invested. There can be no assurance that
historical trends will continue during the life of any fund. Data sourced from: Bloomberg Barclays Indices for US
Government Bonds (“Treasuries”), US Aggregate Bond (“Traditional FI”), and US HY; S&P Global Market Intelligence for US
Bank Loans (Credit Suisse for 1994 and 1999); Bloomberg for the 10Y UST.
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Private equity firms were extremely active in 2021
evidenced by a record year for M&A activity globally. Do
you expect this momentum to continue in 2022 and what
other capital needs could drive demand for private debt?
We position ourselves to be a reliable partner to private equity (PE) and that's been a
really great place to be. Private equity firms continue to raise more and more
capital and it’s estimated that there's over $2 trillion dollars of dry powder available
today. Of note, private equity commitments are multiples of what has been
committed to private credit funds. As those PE dollars get invested, it's going to
generate a diverse set of financing needs, including for private credit solutions.
Although there may be periods of market volatility that intermittently disrupts
transaction volumes, the overall trend is towards greater deal flow and investment
activity to deploy this dry powder. Additionally, if/when things gets choppy, direct
lenders may have the ability to increase their market share as public market
activity recedes. That is a potential upside to what might be the “base” case, but
even without that, there will be a lot of activity for direct lenders and we are
incredibly well positioned to capitalize on opportunities.
Beyond that, we expect demand for private debt from founder-owned and VCbacked companies to continue to grow, potentially representing a complimentary
opportunity set for our platform. That said, our core investment focus will remain on
upper middle-market sponsor-backed companies.

Private Equity & Direct Lending Fundraising Snapshot since 2013
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“While there may be
periods of market
volatility that
intermittently disrupts
transaction volumes, the
overall trend is towards
greater deal flow and
investment activity to
deploy this dry powder.”

~9%

% Direct Lending to PE

(Average %age since 2013)

As of 09/30/2021. Past performance is not a guarantee of future results. Source: Preqin.
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Increased PE activity has led to an active private debt market.
Elaborate on the growth of the market and the incidence of
larger, $1bn+ deals. Do you anticipate this market will continue
to grow, both in terms of deal size and number of deals?
When we started Owl Rock in 2016, this was certainly one of the trends we expected
to see grow over time and why we wanted to pursue it. Today, as $1bn deals have
become more routine in our market, we are now seeing an increasing number of
multi-billion-dollar deals as well. These have been made possible by the significant
capital that has been raised in the direct lending market by both us and our peers.
Larger deals likely require multiple lenders to maintain manageable position sizing
within each portfolio; however, with a few lenders that can each hold $500 million to
$1 billion, it's possible to execute a $3bn deal today. Given this trend, we expect to
see overall deal size increase over time. Consequently, as direct lenders have
proven their ability to commit in size, sponsors have become more comfortable
executing more large deals directly. In 2021, our platform evaluated more than 30
opportunities over $1 billion in size and in 3Q21 alone closed on five loans, $1 billion
or more in size. We believe these trends favor scaled direct lenders like Owl Rock,
who can provide sizable financing solutions and who have the resources,
relationships, and expertise to partner with the private equity community.

“Today, as $1bn deals
have become more
routine in our market,
we are now seeing an
increasing number of
multi-billion dollar
deals as well.”
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With increased competition for assets, what are you
observing in terms of deal dynamics (i.e. pricing
and structures)?
We do see some ongoing pressure on spreads, but we continue to focus on ways
to offset this while maintaining portfolio quality. Even so, I think there is a natural
level that direct lenders need to achieve in order to generate appealing returns for
their investors. The trajectory of spreads certainly depends on market conditions,
but we could see a more favorable spread environment in 2022, especially if higher
rates inspires increased volatility.
At Owl Rock, our priority is building high quality portfolios so maintaining solid,
thoughtful deal structures is paramount to our success. If we do that, the economics
will take care of themselves and I’m less concerned about the last few basis points in
pricing. In terms of lending fundamentals, leverage profiles on new deals
remains reasonable and due to elevated private equity valuations, loan-to-value
(LTV) profiles have decreased to the benefit of lenders. Documentation and
broad investor protections have not deteriorated in the face of increased
competition. With almost 600 financial sponsor relationships, we see a lot and are
not beholden to any single firm to generate deal flow. This allows us to be incredibly
selective – we close on less than 5% of the deals we see – which we ultimately believe
can provide the most attractive risk-adjusted return outcomes across our portfolios.

“The trajectory of spreads
certainly depends on
market conditions, but
we could see a more
favorable spread
environment in 2022,
especially if higher rates
inspires increased
volatility.”
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Why do financial sponsors work with direct lenders and do
you anticipate expanded adoption to persist?
The value proposition we offer is an extremely comprehensive solution. Specifically,
what we offer to sponsors is the ability to write a sizable check and provide certainty
of execution. We are “buy and hold” investors, so sponsors know we are their
partners throughout the life of the deal. We can also customize the financing
package for the purchase of the company, as well as future growth needs. Unlike
the syndicated market, ratings and public quarterly reporting is not required, which
provides flexibility to our borrowers. More importantly, sponsors find it
advantageous to have certainty of price and structure when they sign up a deal,
regardless of market conditions at the time.
In the past, deal size potentially limited financial sponsors’ ability to use a private,
direct debt solution. With larger direct lenders today, sponsors have more
alternatives for even their biggest opportunities. Notably, this adoption has been
occurring at a time when the syndicated markets have been incredibly strong.
Therefore, our borrowers are not relying on private markets given an inability
to access the public markets, rather a preference for dealing directly.

“What we offer to
sponsors is the ability
to write a sizable check
and provide certainty
of execution.”

8

2022 Direct Lending Outlook: Stay the Course

Owl Rock | A Division of Blue Owl

What has the potential to be a big disruptor for the
markets in 2022?
I think the overall markets are priced for perfection. Almost every asset class is
trading at or near all-time highs. The market seems to be discounting the risk of
volatility or potential shocks to the system, potentially from factors that may not
even be on our radar today. Admittedly, while a dislocation may feel long overdue,
it’s very hard to predict when or if one will occur.
As a direct lender, we seek to avoid the complacency that occasionally stems from
these euphoric backdrops. While there are risks, our job is to try to mitigate them
through careful credit selection, portfolio diversification, extensive due
diligence, and tight credit documentation. We have built our portfolios to be
diversified by borrower and industry to provide an extra layer of protection for
all of our investors. We generally focus on larger businesses where size and an
established competitive footprint can provide greater durability across different
operating environments. To reiterate, our goal is to provide compelling risk-adjusted
returns to each of our stakeholders across market cycles while protecting principal.
By remaining disciplined in our capital deployment, diligently monitoring the
borrowers in our portfolios, and continuing to foster our relationships with sponsors
I feel confident our firm can continue to deliver the investment results investors are
seeking long-term.

“The market seems to be
discounting the risk of
volatility or potential
shocks to the system,
potentially from factors
that may not even be on
our radar today.”
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