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In periods of macroeconomic uncertainty, it
becomes even more essential to increase scrutiny of
portfolio companies’ performance.

Earnings before interest, taxes, depreciation and amortization (EBITDA) growth
serves as a reliable indicator of a firm's operational efficiency, affecting its
valuation and perceived risk profile from a lender’s viewpoint.

For lenders and investors, it is crucial to comprehend the implications of
negative earnings growth for the company'’s leverage and its loan-to-value
(LTV) ratio. This understanding helps one assess the remaining equity buffer,

which is vital to determine the threshold at which lenders may begin to incur

losses on their invested capital.
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What is the impact of a decrease
in EBITDA combined with EV
multiple contraction on leverage
and LTV ratio?

Figure 1 presents a simple comparison of a firm's financials
over two periods. To analyze the effects of a decline in
EBITDA, we assume a 10% decrease in the firm's revenue.

For the sake of simplicity, this 10% reduction is applied to

all components of EBITDA. Although certain elements, like
SG&A, are typically fixed, this hypothetical decrease is realistic.

We also assume the firm's debt level and cash remain constant
but that its valuation declines owing to underperformance,
resulting in a 2.0x decrease in the EV multiple.

The combined effect of the 10% EBITDA decrease and the
2.0x reduction in the EV multiple leads to a 0.6x increase in
the firm's leverage and a 14 percentage point rise in its LTV
ratio, consequently worsening the company’s risk profile as
illustrated in Figure 2.

Equity acts as a shock absorber
in the event of EBITDA and
valuation decrease, safeguarding
debt holders’ capital.

FIGURE 2: IMPACT OF EBITDA ON LTV AND LEVERAGE

FIGURE 1: EBITDA, LTV, EV AND LEVERAGE

Revenue (1) $350 $315
COGS (2) $250 $225
Gross Profit (3) = (1) - (2) $100 $90
SG&A (4) $50 $45
EBITDA (5) = (3) - (4) $50 $45
Total Debt (6) $250 $250
EV Multiple (7) 12.0x 10.0x
Erorprize Vaue ) 4500 3450
Cash (9) $25 $25
cauity $375 $225

(10) = (8) - (6) + (9)

Leverage (10) = (6) / (5) 5.0x 5.6x
LTV (1) = (6) / (8) 42% 56%
Change (40%) 0%

Source: StepStone, for illustrative purposes only. COGS = Cost of goods
sold; SG&A = Selling, general and administrative expenses.

% Total Period: T Multiple % Total Period: T+1 Multiple
EV EV
of EBITDA Decrease of (10%) in EBITDA and Total debt: $250 of EBITDA
42% Total debt: $250 5.0x (2.0x) in EV Multiple leads to... 56% Impact: 0% 5.6x
58% Equity: $375 75x ...an increase of 14 percentage 44% lEqUItVI. $22°5 5.8x
points in LTV and 0.6x in leverage mpact: (40%)

Source: StepStone, for illustrative purposes only.
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Despite the elevated risk profile, the debt remains unaffected,
as the impact is fully absorbed by the equity holders, who
experience a 40% decrease in value. This underscores one of
the benefits of direct lending in an uncertain macroeconomic
environment.

Even though the value of debt remains the same in our
example because of the lower equity buffer, credit risk and
the probability of default go up. As a result, the firm is likely to
encounter more stringent refinancing conditions because of
lower valuations. Yet even with a 10% decline in EBITDA, and
a 2.0x reduction in the EV multiple, there is still enough of an
equity cushion to safeguard debt holders.

How far do the EBITDA and EV
multiple need to drop for the
lender to incur a loss?

In the scenario depicted in Figure 2, an EBITDA reduction
exceeding 35% and a 4.0x drop in the EV multiple would be
required in order to wipe out the equity buffer while keeping
the debt intact. Such a scenario would be even more severe
than what occurred during the Global Financial Crisis.
Between 2007 and 2009, EBITDA decreases tended to be
above 30%; however, EV multiple contractions were less
severe, falling on average from 11.5x to 9.0x for S&P

500 companies.

The good news is that because of the close relationship
between direct lenders and borrowers, even if such a scenario
came to pass, default would not be inevitable.

When a firm’s financial health deteriorates significantly,
lenders do not sit back and await default. Instead, they act
promptly to protect their LPs' capital and work with the
borrower to devise a solution that steers the firm back onto a
sustainable path.

In uncertain macroeconomic environments, direct lending
loans sitting at the top of the capital structure remain attractive
from a risk mitigation perspective. This placement ensures
that equity serves as a buffer, safeguarding lenders against
potential downturns. In scenarios where a firm would start
underperforming, leading to lower valuation and adversely
affecting leverage and LTV, this buffer becomes crucial. It
provides a layer of security, mitigating the risk of losses for
lenders and investors.

A material amount of stress
Is needed before all equity
is lost and realized losses on
debt occur.
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This document is for informational purposes and is meant only to provide a broad overview for discussion purposes. This document does not constitute
an offer to sell, a solicitation to buy, or a recommendation for any security, or as an offer to provide advisory or other services by StepStone Group

LP, StepStone Group Real Assets LP, StepStone Group Real Estate LP, StepStone Group Private Wealth LLC, Swiss Capital Alternative Investments

AG, StepStone Group Europe Alternative Investments Limited and StepStone Group Private Debt LLC, their subsidiaries or affiliates (collectively,
“StepStone”) in any jurisdiction in which such offer, solicitation, purchase or sale would be unlawful under the securities laws of such jurisdiction. The
presentation is being made based on the understanding that each recipient has sufficient knowledge and experience to evaluate the merits and risks of
investing in private market products. Information contained in this document should not be construed as financial or investment advice on any subject
matter. StepStone expressly disclaims all liability in respect to actions taken based on any or all of the information in this document. This document is
confidential and solely for the use of StepStone and the existing and potential investors or clients of StepStone to whom it has been delivered, where
permitted. By accepting delivery of this presentation, each recipient undertakes not to reproduce or distribute this presentation in whole or in part, nor
to disclose any of its contents (except to its professional advisors), without the prior written consent of StepStone.

Expressions of opinion are intended solely as general market commentary and do not constitute investment advice or a guarantee of returns. All
expressions of opinion are as of the date of this document, are subject to change without notice and may differ from views held by other businesses
of StepStone.

Some information used in the presentation has been obtained from third parties through various published and unpublished sources considered to be
reliable. StepStone does not guarantee its accuracy or completeness and accepts no liability for any direct or consequential losses arising from its use.
Thus, all such information is subject to independent verification by prospective investors.

All information provided herein is subject to change.

All valuations are based on current values calculated in accordance with StepStone’s Valuation Policies and may include both realized and unrealized
investments. Due to the inherent uncertainty of valuation, the stated value may differ materially from the value that would have been used had a ready
market existed for the portfolio investments or a different methodology had been used. The long-term value of these investments may be lesser or
greater than the valuations provided.

StepStone Group LP, its affiliates and employees are not in the business of providing tax, legal or accounting advice. Any tax-related statements
contained in these materials are provided for illustration purposes only and cannot be relied upon for the purpose of avoiding tax penalties. Any
taxpayer should seek advice based on the taxpayer's particular circumstances from an independent tax advisor.

Prospective investors should inform themselves and take appropriate advice as to any applicable legal requirements and any applicable taxation and
exchange control regulations in the countries of their citizenship, residence or domicile which might be relevant to the subscription, purchase, holding,
exchange, redemption or disposal of any investments. Each prospective investor is urged to discuss any prospective investment with its legal, tax and
regulatory advisors in order to make an independent determination of the suitability and consequences of such an investment.

An investment involves a number of risks and there are conflicts of interest. Please refer to the risks and conflicts disclosed herein or in relevant
disclosure documents associated with potential investments.

Each of StepStone Group LP, StepStone Group Real Assets LP, StepStone Group Real Estate LP, StepStone Group Private Wealth LLC and StepStone
Group Private Debt LLC is an investment adviser registered with the Securities and Exchange Commission (“SEC"). StepStone Group Europe LLP is
authorized and regulated by the Financial Conduct Authority, firm reference number 551580. StepStone Group Europe Alternative Investments Limited
("SGEAIL") is an investment adviser registered with the SEC and an Alternative Investment Fund Manager authorized by the Central Bank of Ireland
and Swiss Capital Alternative Investments AG (“SCAI") is an SEC Exempt Reporting Adviser and is licensed in Switzerland as an Asset Manager for
Collective Investment Schemes by the Swiss Financial Markets Authority FINMA. Such registrations do not imply a certain level of skill or training and
no inference to the contrary should be made.

In relation to Switzerland only, this document may qualify as “advertising” in terms of Art. 68 of the Swiss Financial Services Act (FinSA). To the extent
that financial instruments mentioned herein are offered to investors by SCAI, the prospectus/offering document and key information document (if
applicable) of such financial instrument(s) can be obtained free of charge from SCAI or from the GP or investment manager of the relevant collective
investment scheme(s). Further information about SCAl is available in the SCAI Information Booklet which is available from SCAI free of charge.

All data is as of October 2023 unless otherwise noted.
PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS. ACTUAL PERFORMANCE MAY VARY.
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We are global private markets specialists
delivering tallored investment solutions,
advisory services, and Impactful, data-
driven insights to the world's investors.

L everaging the power of our platform and
our peerless intelligence across sectors,
strategles, and geographies, we help
identity the advantages and the answers

our clients need to succeed.

For more information regarding @ STEPSTONE

StepStone's research, please contact us
at research@stepstonegroup.com. stepstonegroup.com
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