


 WHITE | PAPER 
 

 BAYSHORE CAPITAL ADVISORS, LLC 1 

Bayshore Capital Advisors (BCA) has invested across the 
universe of alternative assets since 2001. In the years 
following the global financial crisis, increased regulation 
and innovative technology have transformed the 
landscape of private credit investing. In 2011, BCA was a 
major seed investor in the first institutional peer-to-peer 
lending fund. We have since maintained a research effort 
dedicated to new and niche private lending strategies. The 
goal of this white paper is to address the pressing rationale 
for investments in these areas and evaluate the different 
ways to capitalize on such opportunities.  

QUESTION 1 
A WORLD STARVED OF YIELD:  
HOW DID WE GET HERE? 
In November 2008, with the financial system dangerously 
close to the tipping point, Federal Reserve Bank (“Fed”) 
Chairman Bernanke announced a watershed monetary 
policy that would change the opportunity set in financial 
markets for years—and potentially decades—to come.  

The global financial crisis (GFC) had severely damaged the 
global financial system’s balance sheet. Falling asset values 
quickly erased loss-absorbing equity capital. As a result, 
debt ratios rose dramatically in all areas of commerce. The 
intended consequence of what we now call Quantitative 
Easing (QE) was to keep interest rates low for an extended 
period, thereby lowering the cost of debt and money in 
general (see Figure 1).  

The Fed believed an extended lower rate environment 
would provide the market with enough certainty to deliver 
two benefits: a) for indebted borrowers, to ease the debt 
service burden, help them avoid default and potentially 
refinance; and b) for savers/investors, to make holding cash 
or other safe assets unattractive, thereby encouraging 
them to move capital into riskier assets.  

In short, the overarching goal of QE was to help put capital 
back to work: pushing up equity prices, creating a wealth 
effect, increasing confidence, and jumpstarting a virtuous 
cycle of economic growth. 

QUESTION 2 
WHAT WAS THE EFFECT OF QE ON ASSET 
PRICES AND YIELDS?  
As investors began to grasp the implications of a prolonged 
low interest rate environment, they reacted as expected 
and went on a buying binge of riskier equity assets and 
higher yielding debt instruments. Prices0F

1 of these US 
assets1F

2 have skyrocketed: 

Investment grade bonds  +77% 
Non-investment grade bonds +121% 
High dividend yield equities  +152% 
Large cap equities +169% 
Real Estate Investment Trusts  +241% 
Master Limited Partnerships  +300% 

Source: Bloomberg 

This 6-year run-up can only be characterized as unusual in 
strength and duration.  

Meanwhile, because prices and yields for income-
producing assets move in opposite directions, yields have 
collapsed to levels not seen before. For example, the 3-
month Treasury note, the classic “risk-free” asset in financial 
theory textbooks, currently returns exactly 0.01%. The yield 
was over 5% as recently as 2007 but had already fallen to 
about 0.25% by the first QE announcement.  

Quite literally, the central bank’s QE policy has eliminated 
all risk-free return. 

QUESTION 3 
CAN TRADITIONAL FIXED INCOME ASSETS 
PROVIDE RETURNS GOING FORWARD?  
It is great to own income assets while interest rates fall. 
Investors have the benefit of current income, and, in most 
cases, additional capital gains. However, problems start
                                                           
1 Unless otherwise noted, all price, yield, and performance data in this report 
was sourced from Bloomberg (based on closing values as of 2/27/2015). 
2 Total returns for period December 2008-February 2015. The following 
representative securities and indices were used (in order): LQD, HYG, VYM, 
SPX, VNQ, AMZI. See End Notes for additional information. 
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FIGURE 1. QE'S EFFECT ON INTEREST RATES AND RISK ASSETS 
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FIGURE 3. YIELDS ON 10 YEAR GOVERNMENT BONDS 
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when capital has to be reinvested at lower interest rates. 
With the massive price increases in income-producing 
assets, we now find ourselves in an environment that offers 
negligible or even negative yields.  

Today, mainstream domestic investors have unfortunate 
choices for “safe” income investments. They can lend to the 
US government for 30 years, locking in a 2.6% yield (even 
less for shorter durations); invest in high quality corporate 
bonds at 2.9%; collect a dividend yield of 2.0% on the S&P 
500 index (but accept the downside risk that accompanies 
equities); or invest in junk bonds, barely returning the “risk-
free” rate of the past. 

Going forward, US interest rates would need to drop 
further in order to achieve even moderate fixed income 
returns. But how likely is that? The current bull market in 
fixed income started in the fall of 1981 when the US 
government had to pay investors over 17% to borrow for 
two years. In the subsequent 34 years, the government’s 
cost of borrowing has decreased to 0.62% - a 96% drop! No 
wonder government debt has ballooned. It is free.  

Outside of the US, investors have even worse options. The 
European market shows that interest rates can keep falling 
and even go negative. Close to one quarter of all European 
government bonds now trade at negative yields2F

3. With US 
yields looking relatively attractive in comparison, more 
foreign investor capital may chase US income-producing 
assets, causing domestic yields to drop even further.  

However, as the financial system heals from the GFC, it is 
reasonable to expect that we will move toward 
normalization of the monetary environment. As rates rise, 
prices of fixed income assets will fall, likely resulting in 
negative total returns for investors. 

For example, if the yield on the long US Treasury bond 
increases by 200 basis points over the next two years 
(returning to the April 2011 level), investors will incur a 
negative total return of -27% - not the performance 
                                                           
3 Source: JP Morgan, ECB 

they would expect from the “safe bucket” in a portfolio (see 
Figure 2). 

Source: Bloomberg 

And this problem is global. Thanks to a number of 
worldwide central bank policies enacted since QE in the US, 
yields in most markets have become so compressed that 
investing in traditional fixed income is an unattractive, 
asymmetric trade that exposes investors to return-free risk 
(see Figure 3).3F

4However, there is a silver lining. 

Like the US government, banks and large companies take 
advantage of low interest rates by issuing inexpensive debt 
for purchase in the public markets. However, regulation 
enacted since the GFC and other developments have 
curtailed lending by the largest banks and financial 
institutions. There remains a very large universe of qualified 
borrowers still willing to pay north of 5% interest on new 
loans (see Figure 4). The non-bank private market offers 
this group a solution and also provides fixed income 
investors with new opportunities for yield. 

 
 
                                                           
4 Total return of active 10 and 30 year US Treasury bonds, given an interest 
rate increase of 100 and 200 basis points, respectively, over a 2-year period. 
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QUESTION 4 
HOW HAS RECENT BANK REGULATION 
CREATED AN OPPORTUNITY FOR 
ALTERNATIVE LENDERS?  
Largely blamed as the chief culprit for the GFC, the banking 
sector has become the focal point of post-crisis backlash. 
Critics have successfully painted financial institutions as 
too-big-to-control. They argue that these entities, if 
unchecked, can run astray in regular intervals, obscenely 
enriching themselves during run-up periods and sticking 
the general public with post-party mess and related 
cleanup costs. 

Capitalizing on the momentum of popular sentiment, 
governments around the world have set out to recoup 
some losses. To avoid a repeat performance, regulators 
have levied billions of dollars in penalties against banks and 
severely tightened the regulatory straitjackets. They now 
want banks to be smaller, simpler, and safer.  

The real impact of financial regulatory reform (the Dodd-
Frank Wall Street Act) and evolving bank capital standards 
(Basel III) is a significant increase in the cost of doing 
business for banks. With more red tape, higher capital 
requirements, and less leverage, banks have abandoned 
some lending activities which are no longer profitable. 
According to recent research published by Goldman Sachs, 
approximately $1.3 trillion of bank lending is vulnerable to 
disintermediation by alternative lenders (see Figure 5).  

For example, banks have historically controlled the direct, 
private lending market (commercial, consumer, and real 
asset loans). Since the GFC, however, heavy government 
regulation has opened the door to alternative sources of 
capital.  

Access, pricing, and culture determine whether a loan 
receives funding from the private or public markets. In the 
US, large companies typically issue bonds and take 
advantage of better pricing in the public market. However, 
European companies usually have strong relationships with 
their main bank, and often access capital through private 
bank loans.  

With an increase in securitization and other risk transfer 
mechanisms, the line between private and public markets 
has become blurred. In fact, the global size of both lending 
markets is actually similar, with the private bank lending 
market slightly larger. 

Direct lending therefore is not a niche market or niche 
opportunity. It is simply a new option for non-bank 
investors. While investors typically focus on the easy-to-
access, public fixed income markets (e.g. through the 
purchase of corporate, municipal, and government bonds), 
they can now consider opportunities outside of the 
traditional fixed income landscape. 

Direct lending, alternative income, and private debt are the 
labels synonymous with private credit.  

Now that banks are pushed into a corner, investors have 
started to capitalize on the most attractive parts of private 
lending market. Large institutional investors (insurance 
companies, pensions, endowments) that need income to 
fund liabilities are most affected by the lack of yields in 
public markets. They have led the charge and teamed up 
with the alternative asset management industry (e.g. 
private equity, hedge funds) to participate in private direct 
lending investment strategies. Over $450 billion has been 
raised in these strategies since 2008 (see Figure 6).  
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FIGURE 4. INTEREST COSTS FOR DIFFERENT BORROWERS 
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PEER-TO-PEER (P2P) MARKETPLACE LENDING  |  
Increased Regulation and Technological Advances 
Pave the Way for New Lending Platforms 

As the online lending sector continues to garner 
more attention from Wall Street and Main Street, 
many are astounded by how far the industry has 
come in a few short years. However, the basic value 
proposition of these platforms to the average 
consumer is really quite simple.  

Lending Club, the world’s largest online 
marketplace lender, states that over 75% of their 
loans are used to refinance existing loans or to pay 
off existing credit card balances. Largely through 
the use of technology, these online marketplaces 
are able to significantly reduce operating expenses 
relative to traditional bank lenders, and they pass 
those savings onto their customers. The consumer 
marketplace now submits $100 million per month 
in new loan requests. 

According to Lending Club, borrowers’ interest 
rates are 6.8% lower on average than the current 
rate on their outstanding debt or credit cards. As a 
result, nearly 80% of Lending Club borrowers 
experienced a FICO credit score increase only three 
months after obtaining their loan, with an average 
increase of 22 points. With results like this, it is easy 
to see how the two largest P2P platforms, Lending 
Club and Prosper, have been able to increase their 
loan issuance more than 65x since 2009. 

Individual private lenders were the initial source of 
capital for a handful of consumers who sought debt 
consolidation at lower interest rates. However, 
companies like Lending Club and Prosper have 
demonstrated enough demand to permanently 
alter the long-term landscape of consumer finance. 
After the platforms underwrite, originate, and issue 
loans, investors can purchase large numbers of 
personal loans at predetermined yields. 

Specialized alternative asset managers have 
developed sophisticated strategies to invest in 
diversified portfolios of these high yielding loans. 
Tech savvy P2P lenders use predefined algorithms 
to automatically comb through new loan 
applications submitted through online lending 
platforms. As soon as the platforms release 
approved loans to the open market, the algorithms 
verify the initial underwriting for accuracy and, in a 
matter of seconds, automatically accept or reject 
the loans (in full or in part) based on their own 
specific underwriting criteria.  

Yields of loans purchased by these direct lenders 
average 8-12% (including statistical loss 
adjustments and excluding leverage). These 
lending platforms are now expanding to include 
mortgage, small business and student loans as well. 

 
Source: Private Debt Investor 

These alternative asset managers (AAMs) have been active 
in the private lending market for years, but their 
investments were historically focused on complex special 
situations (distress, venture, etc.) and deal-related (LBO) 
activity. Immediately post-crisis, they raised specific funds 
to target such opportunities in Europe where the GFC hit 
banks disproportionately hard. The range of new 
opportunities is now clearly expanding.  

AAMs have the deep pockets to hire specialized, 
experienced teams away from banks and rapidly build their 
own direct lending capabilities. However, AAMs’ 
investment funds have a high cost of capital (investors in 
those strategies expect net returns between 6 and 14%), 
and can only use a fraction of the leverage that banks do to 
increase yields from their loan portfolios. Shorter duration 
unlevered funds target lower returns, and longer duration 
levered funds target higher returns. AAMs focus on areas of 
the lending market where they have greatest pricing power 
and the largest shortage of capital exists. 

QUESTION 5 
HOW HAS TECHNOLOGY CHANGED 
TRADITIONAL LENDING PRACTICES?  
Recent developments in technology have drastically 
accelerated the disintermediation of banks. Through the 
use of big data algorithms, technology-based alternative 
lenders can underwrite loans much more efficiently. They 
can instantly access and analyze huge volumes of data, 
effectively revolutionizing the interaction between 
borrowers and lenders. While banks still retain armies of 
loan officers, antiquated systems, and costly branch 
networks, these specialists need very little infrastructure 
and can provide capital at a fraction of the cost.  

For example, Lending Club, Prosper, Best Egg (Marlette), 
and other marketplace lending platforms match private 
borrowers with private lenders through peer-to-peer (P2P) 
lending, primarily used for debt consolidation. Some 
platforms are also expanding to provide mortgages, small 
business and student loans.  

With instant access to property market data (Zillow and 
similar providers), real estate lenders can make faster and 
more informed decisions. Thanks to GPS technology, auto 
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HIGH NET WORTH IMMIGRANT VISA PROGRAM |  
Project Finance Alternative Created Amid Tighter Regulatory Backdrop 

In 1990, the US government introduced the EB5 visa program to attract new sources of capital and stimulate 
economic growth. As part of the Immigration and Nationality Act, this government specialty finance program enables 
wealthy foreign nationals to obtain permanent US residency by investing in new US based businesses or projects. 
Successful approval of applications is contingent upon clean background checks and the ability of each investment to 
create 10 new US jobs.  

The program requires each participant to submit a visa application (Form I-526) which highlights the project details 
and includes evidence of a $500,000 minimum investment. The vast majority of EB5 participants submit applications 
through government approved regional centers which can pool applicant funds to finance large scale projects. 
Committed dollars are predominantly held in escrow accounts pending visa and project approval.   

The EB5 program was largely underutilized at first, due to stringent guidelines. However, when banks started to 
reduce exposure to commercial real estate post-GFC, developers saw EB5 investment dollars an alternative source of 
replacement capital, typically 50% less expensive than traditional mezzanine finance. In 2009, the US government also 
modified requirements of the program, allowing the 10 person job creation requirement to also include temporary 
employment positions.  

Hospitality focused development projects are a perfect fit for 
EB5 finance. Construction-related employment is often more 
highly concentrated with part-time and temporary workers 
that can count toward the softened 10 job creation minimum. 
Projects partially funded with EB5 finance include the Hudson 
Yards in Manhattan, the Barclays Center in Brooklyn, JW 
Marriott Hotel at LA Live in Los Angeles, The SLS (formerly 
“The Sahara”) and Downtown Grand in Las Vegas.  

The EB5 program allots 10,000 visas annually. An estimated 
85% of all foreign applicants are wealthy Chinese citizens who 
have concerns about their country’s economic and 
environmental health. USCIS (United States Citizenship and 
Immigration Services) received so many visa applications that 
it closed the 2014 program early, creating the program’s first 
backlog of applications. Demand in 2015 is even higher.  

At this run rate, $1.5 billion per year remains locked in escrow earmarked for new investment projects. Processing 
bottlenecks at the USCIS now prevent the release of these foreign visa applicants’ deposits for up to 14 months. With 
systemic delays between visa and project approval, specialized lenders now have a unique opportunity. 

These AAMs can provide bridge capital to established regional centers which have a history of successful projects and 
a need to proceed with projects prior to final approval. Regional centers accept higher, short-term rates from 
specialized lenders until they replace bridge loans with the EB5 funding. 

Yields on loans that are issued by government specialty finance lenders range between 10 and 15%. 
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FIGURE 7. EB5 VISA PROGRAM 
APPLICATIONS 

lenders can instantly locate and remotely disable their 
collateral upon missed payments. This not only increases 
pressure on the borrower to pay bills, it also lowers 
recovery costs for the lender. 

These technological advances, coupled with regulatory 
change and growing investor demand, are the primary 
forces behind the flood of alternative sources of capital into 
the private lending market. 

QUESTION 6 
HOW DO AAMs CATEGORIZE THE CURRENT 
UNIVERSE OF DIRECT LENDING 
OPPORTUNITIES?  
AAMs group direct lending into three sectors:  

 Commercial Finance: Middle market commercial 
finance (corporate lending) is by far the largest and 
most competitive area in direct lending. In addition, 
many specialist AAMs provide direct lending solutions 
to lower middle market companies (with EBITDA < $20 
million) and even smaller businesses. While banks 
require more time to process loan requests, AAMs have 
the ability to move more quickly, allowing them to tap 
into a broad range of bridge finance opportunities, such 
as EB5 (see visa program section below). The factoring 
of commercial, legal, and medical receivables/claims 
are additional areas of their focus.  

 Consumer Finance: As alternative lenders begin to 
aggressively disintermediate incumbent banking 
institutions, consumer finance has become the fastest- 
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COMMERCIAL REAL ESTATE BRIDGE FINANCE  |  
Tighter Bank Lending Creates an Opportunity for a 
New Group of Mortgage Providers 

There is a steady flow of time-sensitive investment 
opportunities (auctions, short sales, recapitalizations) 
in today’s post-crisis environment. In contrast, 
regional banks are overexposed to legacy 
commercial real estate (CRE) loans and have become 
highly selective capital providers. Courtesy of 
increased regulation and red tape, the time for these 
banks to issue new CRE loans has almost doubled to 
over 6 months.  

Opportunistic borrowers have also seen a decrease in 
other traditional sources of funding. Major lenders, 
like CIT and GE Capital, have permanently exited the 
CRE loan space, and the current volume of CRE loan 
securitizations sits substantially below pre-crisis 
levels. The combined effect of these changes has 
created an undeniable demand for alternative 
sources of mortgage finance.   

We estimate that niche alternative lenders have 
raised several billion dollars to satisfy the small loan 
bridge CRE market. Specialized AAMs in this sector 
usually focus on a narrow geographical area where 
they have strong deal flow and superior knowledge 
of asset values. Because these lenders only work on a 
handful of deals at any time, they are in a unique 
position to complete due diligence, approve new 
loans, and close within 2 - 3 weeks.  

AAMs are also able to mitigate underlying risks by 
emphasizing duration and deal structure. To create a 
cushion against a decline in collateral value, typical 
real estate bridge finance funds provide 6 - 12 month 
senior secured loans. They provide additional 
downside protection by creating portfolios that 
usually target 50 - 65% of the underlying property 
values. At the end of the term, the borrower replaces 
the bridge loan with lower cost long-term bank 
financing. 

AAMs can achieve additional protection through 
existing laws in some jurisdictions. In the United 
Kingdom, for example, lenders have full recourse on 
all of the borrower’s assets. The property appraiser 
also has full liability for the initial property appraisal. 
In the event of any non-payment, the lender has the 
legal right to seize the property within 30 days and 
have a court appointed receiver.  

Net returns to investors in real estate bridge funds 
generally range from 8 and 12% and provide current 
income on a monthly or quarterly basis. 

growing segment of the direct lending market. With the 
high profile IPOs of Lending Club and OnDeck, P2P 
lending is at the center of public attention. A large 
number of AAMs have launched strategies in the last 
three years to capitalize on P2P demand. Other more 
established strategies target access to auto and student 
loans, Chapter 13 receivables, and property tax liens. 
AAMs have only begun to scratch the surface of this 
$274 billion opportunity4F

5.  

 Real Assets: Strict regulation has reduced bank lending 
in the real asset sector (real estate, commodity-related, 
and infrastructure). Additionally, a slow recovery in the 
securitization market now limits the ability of banks to 
redistribute asset-backed loans. As a result, alternative 
lenders have the largest opportunity to disintermediate 
banks. Post-crisis, AAMs initially focused on refinancing 
large commercial real estate projects where banks and 
other investors had incurred significant losses. They 
now finance short-term loans in smaller commercial 
and residential real estate transactions. 

Higher capital requirements have forced many banks to 
exit the commodity trade sector as well. AAMs have 
since intervened to provide short-term bridge finance 
for commodity transactions (e.g. oil shipments) secured 
by the commodity or the receivable. AAMs are also 
providing more asset-backed lending in the mining, 
shipping, aviation, transportation, and energy sectors, 
especially after a few difficult years for commodity 
related businesses. AAMs are well positioned to enable 
long-term investments in public and private 
infrastructure projects (e.g. building roads, bridges, 
water systems, renewable energy) for large institutions. 

The majority of institutional investors spread larger 
investments across strategies in order to achieve 
diversification. The commercial and real assets sectors have 
an established base of investors and managers with 
enough capacity to absorb institutional allocations of $100-
150 billion per year. Healthy competition between AAMs 
and banks in these areas is likely to create downward 
pressure on yields. Some evidence of compression is 
already evident.  

In contrast, investment managers in niche credit 
opportunities have far less capacity (most manage under 
$1 billion in assets). The investable opportunities have 
limited competition and less immediate pressure on yields 
because banks have partially retreated from some of these 
areas.  

These strategies often have shorter commitment periods, 
allowing investors to reassess the opportunity set on an 
ongoing basis. At the same time, the universe of smaller 
direct lending opportunities continues to grow rapidly. 

                                                           
5 Source: Goldman Sachs 
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QUESTION 7 
WHO NEEDS THE LOANS THAT THE BANKS 
AREN’T PROVIDING?  
One of the biggest misconceptions about direct lending is 
that all underlying borrowers are high credit risks. While 
AAMs indeed have a long history of financing stressed and 
near-bankrupt companies in high return strategies, the 
newer breed of direct lenders provide more traditional 
financing. Today, the primary focus of AAMs is providing 
loans to fairly healthy small and mid-sized companies 
(“middle market”), mostly in the US. 

There are close to 200,000 middle market businesses with 
revenues between $10 million and $1 billion5F

6. These 
businesses will require substantial funding over the coming 
years, and an increasing number is unable to secure 
traditional operational financing in the post-GFC world. 
AAMs have already raised about $350 billion since the crisis 
to fill the corporate funding void left by banks. 

That being said, since 2012, domestic bank lending activity 
has partially rebounded in traditional middle market 
lending, likely leading to increased competition and lower 
returns for investors (see Figure 8).  

 
AAMs are also well positioned to provide real asset lending, 
with an emphasis in real estate and infrastructure. For 
example, commercial real estate projects in the US and 
Europe that were acquired post-crisis now require 
recapitalization. Daily news highlights the pressing need 
for improvements in the water, energy, and transportation 
sectors. The need for private capital is certain to grow with 
public finances stretched too far and unable to repair or 
replace key assets. 

These private and public focused investments share 
common characteristics that appeal to pension and 
insurance company investors. They are long-dated 
investment opportunities offering inflation protection and 
more predictable results. 
                                                           
6 Source: The National Center for the Middle Market 

To shrink their lending activities, banks today use a broad 
stroke approach. They have withdrawn entirely from 
certain loan sizes, loan tenors or regions. The target market 
for direct lending provided by AAMs is becoming more 
diversified. 

Foreign borrowers who relied on loans issued by US banks 
have seen funding diminish. Global bank lending in asset 
heavy and cyclical sectors (energy, mining, shipping and 
commodity-related) has been strongly impacted. Bank 
financing has also softened for asset-backed lending (real 
estate, equipment financing, factoring of receivables).  

Banks have withdrawn from many situations that require 
more underwriting work due to situational complexity. 
Even companies with healthy balance sheets have difficulty 
securing long-term financing. They do not fit the inflexible 
cookie-cutter approach that banks take today.  

On the consumer side, many borrowers also had credit 
scores affected during the crisis. Even though they have 
repaired their personal balance sheets, they do not yet 
qualify for mortgages or loans at reasonable prices. AAM 
participation in the emergence of P2P lending is a potential 
game changer for those borrowers. 

QUESTION 8 
HOW ARE THE NEW LENDERS (AAMs) 
DIFFERENT FROM THE OLD LENDERS 
(BANKS)?  
The GFC exposed major weakness in the modern banking 
model. In the most basic terms, customer deposits were the 
predominant source of short-term capital used by banks to 
fund long-term business loans, creating a clear liquidity 
mismatch. Banks also took on excessive leverage, further 
exacerbating this risk.  

Before the tighter capital requirements imposed by Dodd 
Frank and Basel III, some banks were able to leverage their 
own balance sheets up to 80 times. It is fair to say that most 
investors would never touch such a risky strategy.  

On the other hand, well-funded AAMs use leverage 
sparingly in their direct lending funds and therefore 
maintain more loss-absorbing capital than banks did 
before the GFC or even today. Regulators support the 
transfer of business risk because these AAMs are less likely 
to need a bailout. 

The largest allocators to AAMs, insurance companies and 
pensions, are better suited than banks to provide long-
term capital to the private market. They have long-dated 
liabilities for which long-dated assets are a good fit, 
especially because direct lending funds can capture a 
return premium for illiquidity. High net worth investors 
share a similar time horizon.  

All prospective investors derive benefit from that fact that 
direct lending funds are not subject to inflexible bank 
lending practices. AAMs can use customized, sophisticated 
structures to improve the risk characteristics of each loan. 
They can also require a wide range of tangible and 
intangible assets that a borrower may pledge to secure the 

-5

0

5

10

15

20

Source: Federal Reserve Economic Data (FRED) 

FIGURE 8. TOTAL CREDIT TO PRIVATE US 
NON-FINANCIAL SECTOR (% GROWTH YOY) 



 WHITE | PAPER 
 

 BAYSHORE CAPITAL ADVISORS, LLC 8 

loan (including personal guarantees), force subordination 
of other capital, and impose heavy covenant packages.  

AAMs typically provide only a few dozen loans at any time. 
They remain much more involved with the borrower post-
funding and can generally obtain full transparency into the 
business on an ongoing basis. Unlike banks that wait for 
the first missed payment to contact the borrower, AAMs 
can detect and mitigate potential liabilities before serious 
problems arise. 

QUESTION 9 
HOW DO AAMs STRUCTURE LOANS IN 
APPROPRIATE VEHICLES?  
The majority of direct lending funds provide senior secured 
term loans for 3 - 5 years, but there are strategies targeting 
loans with shorter and longer terms. A direct lending fund 
is either a traditional closed-end private equity structure or 
a modified form that strikes a good balance between 
flexibility and liquidity.  

The combination of aggressive pricing (Libor + 800-1200 
basis points), origination fees, prepayment penalties, 
warrants and moderate leverage can lift net returns for 
investors in such funds to the upper end of the 6 - 14% 
range. Shorter duration unlevered funds target the lower 
returns, and longer duration levered funds target the 
higher returns. Even with reasonable loan losses assumed, 
these returns are significantly above current yields in the 
traditional markets.  

Commitment periods to direct lending funds span from 2 - 
10 years, and many funds pay current income along the 
way. AAMs have generally avoided liquidity mismatched 
structures where the tenors and liquidity of the underlying 
loans do not match the liquidity provisions of the fund. 
Investors should not be tempted by funds that provide 
frequent liquidity. It won’t be there when you need it.  

Investors interested in making a direct lending allocation 
should consider the implications upon the liquidity of their 
portfolio. A Treasury bond can be sold immediately, while 
capital committed to direct lending can be locked up for 
several years. However, investors should also acknowledge 
that a return premium is now only available in the private 
market. If the total return in the public fixed income market 
remains close to zero for the next 7 - 10 years, avoiding 
direct lending for liquidity reasons may be a very costly 
decision.  

QUESTION 10 
HOW SHOULD INVESTORS TAKE 
ADVANTAGE OF THESE DIRECT  
LENDING OPPORTUNITIES?  
Most investors are unlikely to have the in-house resources 
and know-how to run a direct lending effort. Investing in 
the private lending market requires specialized credit and 
underwriting expertise. As a result, institutional and private 
investors should consider a limited partnership managed 
by an AAM.  

Many large direct lending AAMs are highly institutionalized 
firms. They manage significant pools of assets and employ 
some of the top talent in the financial industry. Most are 
also active in the large market for corporate middle market 
loans. While any investment should require a sound review 
of the firm’s operations, the operational risks with these 
firms tends to be small.  

Individual investors may face challenges meeting the 
minimum requirements to invest with these large AAMs 
(often $5-10 million). There are organizations that provide 
feeder funds into direct lending strategies managed by 
major AAMs, but the availability is sporadic. Instead, 
individual investors may consider direct lending funds with 
assets under $1 billion.  

Smaller strategies may require lower minimum 
investments. They are also more nimble and can provide 
access to some of the most attractive investment 
opportunities. However, proper operational due diligence 
is essential because direct lending strategies require more 
operational skill than investing in the equity markets.  

For investors who do not have the expertise or resources to 
conduct due diligence but would still like to take 
advantage of attractive niche strategies, the best approach 
is to invest in a fund-of-funds. Such a diversified entry point 
can help investors become more familiar with the universe 
of specific opportunities. While these vehicles do impose 
an additional fee layer, they also provide an additional layer 
of checks and balances. Nothing can damage an investor’s 
return in the direct lending niche more than an AAM’s 
operational mistake.  

Lastly, there is also a hybrid form of investing in direct 
lending, ironically via the public markets. Business 
development corporations (BDCs) are publically traded 
vehicles providing access to the income profile of a private 
loan portfolio. However, the allure of daily liquidity also 
increases the probability of unpredictable returns because 
the price of BDCs fluctuates with the equity market. This 
characteristic alone conflicts with the most attractive 
objective of direct lending investments: a fairly predictable 
return over a given investment period, with little room for 
surprises.6F
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REQUIRED DISCLOSURES 
This document has been prepared by Bayshore Capital Advisors, LLC (“BCA”). This document is provided for information purposes only and does not 
constitute an offer or a recommendation to purchase or sell any security or service. It is not intended for distribution, publication, or use in any 
jurisdiction where such distribution, publication, or use would be unlawful. This document does not contain personalized recommendations or advice 
and is not intended to substitute any professional advice on investment in financial products. Before entering into any transaction, an investor should 
consider carefully the suitability of a transaction to his/her particular circumstances and, where necessary, obtain independent professional advice in 
respect of risks, as well as any legal, regulatory, credit, tax, and accounting consequences. This document is the property of BCA and is addressed to its 
recipient exclusively for their personal use. It may not be reproduced (in whole or in part), transmitted, modified, or used for any other purpose 
without the prior written permission of BCA. This document contains the opinions of BCA as at the date of issue. The information and analysis 
contained herein are based on sources believed to be reliable. However, BCA does not guarantee the timeliness, accuracy, or completeness of the 
information contained in this document, nor does it accept any liability for any loss or damage resulting from its use. All information and opinions as 
well as the prices indicated may change without notice. 
 
This material expresses our general views only, and is not intended to describe or offer any investment solution or investment product, which will only 
be made upon additional presentations and definitive offering documents. This material (i) is not, nor is it intended to be, marketing material or 
advertising within the meaning of the Investment Advisers Act of 1940, the rules and guidance of the Securities and Exchange Commission ("SEC") or 
the Conduct Rules of the Financial Industry Regulatory Authority ("FINRA"), (ii) is for informational use only by the receiving party for general 
informational purposes, and (iii) is not intended to be an offer to invest in any security. 
 
 
 
 
 
 
 
 

END NOTES 
iShares iBOXX $ Investment Grade Corporate Bond ETF (LQD) is an exchange-traded fund incorporated in the USA. The ETF seeks to track the 
investment results of an index composed of US dollar-denominated, investment grade corporate bonds. iShares iBOXX $ High Yield Corporate Bond 
ETF (HYG) is an exchange-traded fund incorporated in the USA. The ETF seeks to track the investment results of an index composed of US dollar-
denominated, high yield corporate bonds. Vanguard High Dividend Yield ETF (VYM) is an exchange-traded fund incorporated in the USA. The Fund 
seeks to track the performance of the FTSE High Dividend Yield Index, which consists of common stocks of companies that pay dividends that 
generally are higher than average. The ETF weights the holdings using a market capitalization methodology. S&P 500 Index (SPX) is a capitalization-
weighted index of 500 stocks. The index is designed to measure performance of the broad domestic economy through changes in the aggregate 
market value of 500 stocks representing all major industries. The index was developed with a base level of 10 for the 1941-43 base period. Vanguard 
REIT ETF (VNQ) is an exchange-traded fund incorporated in the USA. The Fund seeks to track the performance of the MSCI REIT Index. The Fund invests 
in the stocks that make up the Index, holding each stock in the same proportion as its weighting in the Index; the remaining assets are allocated to 
cash investments. Alerian MLP Infrastructure Index (AMZI) is a composite of energy infrastructure Master Limited Partnerships. The capitalization-
weighted index, whose 25 constituents earn the majority of their cash flow from the transportation, storage, and processing of energy commodities, 
was developed with a base level of 100 as of December 29, 1995. 
 
 
 
 
 
 
 
 
 


