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The Role of Private Debt
in a Liability-Aware Portfolio

Over the years, Canadian pension plans have been
increasingly adopting private debt strategies. At the
same time, higher interest rates have also afforded
plans the opportunity to de-risk and reduce funded
status volatility.

This paper discusses the types of private debt strategies that we
believe are best positioned to complement a liability-aware portfolio.




Taking Advantage
of the Current Environment

While asset prices have suffered, Canadian pension plans
have benefitted from rising rates and decreasing liability
values. The result is a median Canadian pension funded
status of 109% - the strongest condition we have seen
pensions in since the financial crisis.

Against this backdrop, many plan sponsors are now
eager to lock-in funded status gains through duration
extension and cash-flow matching. These exercises usually
focus on selling assets that are not correlated to liabilities
and moving proceeds into long duration, high-quality fixed
income products.

We believe private debt mandates can complement
a liability-driven strategy by adding diversification and
predictable cash flow to further de-risk a portfolio.
However, not all private debt strategies can meet this
objective and plan sponsors must be selective in choosing
the right type of strategy to best accompany their chosen
liability-driven approach.
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Evaluating Private Debt Options
for Liability-Aware Investors

From the perspective of a liability-aware investor, a private
debt allocation should closely resemble a traditional fixed
income instrument as opposed to a return seeking private
debt strategy focused on non-investment grade, leveraged
credit. Floating rate exposure, fund level leverage and
lower credit quality are all characteristics that may work
against a plan’s de-risking goals. And yet, these are also
the most common characteristics seen amongst major
private debt offerings.

Allocating to strategies which are
accretive to duration versus the
duration drag from floating rate vehicles

Allocating to strategies that have
higher credit quality to minimize
default/write down risks

Allocating to strategies which offer
structural liquidity that are ideal
for helping to match short/medium
term liabilities

Allocating to strategies that offer
attractive industry diversification
when compared to mandates focused
on larger transactions within fewer
industry segments



Identifying Optimal Duration

For many pension-plans, the early stages of liability
aware investing entails better matching the duration
profile of assets to liabilities to reduce future funded
status volatility. In this context, duration risk is a desired
exposure regardless of the future path of interest rates.

An allocation to floating rate private debt strategies
may run counter to this objective as floating rate loans
have a near-zero duration profile. As a result of this
characteristic, each dollar allocated to floating rate
private debt strategies may reduce the ability to match
the duration of liabilities. While floating rate private credit
structures may help counter rising rates by resetting
coupons higher, they also expose investors to the risk of
lower coupons if/when interest rates move lower through
the cycle. Moreover, rising coupons increase the potential
for default risk for the underlying investments. Given these
characteristics, we would argue floating rate private credit
strategies may be more “return-seeking” in nature rather
than liability hedging.

We believe fixed rate private debt strategies can offer
significant yield enhancement versus public corporate
bonds. The long-term yield enhancement is also superior
to floating rate debt if/when interest rates revert to
historical levels. In addition, the longer duration profile
of fixed rate strategies may not cause the same drag on
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portfolio duration that comes with floating rate loan
strategies. Thus, plan sponsors may benefit from both the
liability hedging and long-term yield enhancement from
a fixed rate strategy versus the short-term, return seeking
characteristics of a floating rate allocation. Fixed rate
strategies are both accretive to a plan’s duration target
and still offer the yield advantage of private debt.

To illustrate this point, the figures below provide a
snapshot of a hypothetical liability hedging portfolio
allocated across long duration government bonds, long
duration investment grade public bonds and an allocation
to a fixed rate versus floating rate private debt strategy.
The duration profile is then compared to a liability
duration of 12 years.

An allocation to fixed rate, investment grade private
debt provides a closer match to liabilities with a small
duration gap. Conversely, an allocation to a floating rate,
non-investment grade strategy (as most floating rate
strategies are) results in a significant duration drag with
a gap nearing 2 years. While the sub-investment grade,
floating rate strategy may seem attractive based on
yield today, when considered in the context of liability
awareness, the allocation may result in higher funded
status volatility, thereby countering the goals of the
LDl strategy.

Duration Breakdown of Allocation to Floating vs. Fixed Rate Private Debt (“PD")

Floating rate private debt can offer
additional short-term yield but with
lower credit quality and a drag on

duration resulting in more funded
status volatility.

Contribution to Duration (yrs.)

Floating Duration
Rate PD Gap

Source: Cliffwater, FTSE Capital. Please see final page for index definitions.

Fixed rate private debt is accretive to
duration and helps close the duration
gap while still offering long-term

yield enhancement.
Fixed Duration
Rate PD Gap



Credit Quality for a
Liability-Aware Portfolio

As a pension liability is a promise to fund a future cashflow
to a pensioner, plan sponsors must ensure the risk of not
meeting this promise is minimal. As a result, liabilities

are often valued using “high quality” government and
corporate bonds, usually investment grade rated. Given
the high quality, low risk profile of liabilities, asset
allocations to sub-investment grade strategies may run
counter to a plan sponsor’s de-risking goals. The majority
of private debt funds focus their strategies on the high-
yield equivalent universe of companies spanning from BB
to CCC rated equivalents with some managers holding
distressed debt and equity risk.

While these strategies offer attractive yields, their total
return characteristics may not be conducive to a liability-
aware portfolio. The lower the credit quality of a debt
strategy, the higher the correlation to equity markets due
to the higher levels of default risk inherent in those market
segments. This runs counter to the goals of liability-driven
investing whereby equity risk needs to be reduced and
diversified over time.
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Total Return Correlations Increase
When Moving Down the Credit Spectrum

Asset Class Correlation to Equities

HY BB 79%
HY Private Debt 78%
Leveraged Loans 67%
HY FRN 66%
Corp BBB 54%
CorpA 45%
Corp AA 35%

The lower the credit quality of the investment universe, the more
“equity-like” the return profile becomes, which undermines

the fixed income/liability characteristics that liability-aware
investors are targeting.

Source: Bloomberg, FTSE Capital. Based on monthly returns for the 10-year
period ending June 2022. Please see final page for index definitions.



Conversely, investment grade equivalent strategies
offer the optimal risk/return tradeoff for liability-aware
investors. Investment grade strategies offer credit risk
profiles closer to the instruments underpinning liability
values while still capturing a yield premium over public
fixed income. This results in a “cheaper” option to fund
short/medium term liabilities by capturing the yield
enhancement offered by private debt but without
venturing into lower-quality, equity-like risk/return profiles
which can contribute to increased funded status volatility.
We believe by enhancing yield while maintaining high
grade credit quality, plan sponsors can fund more of their

Investment Grade Equivalent Private Debt Strategies
Offer Lower Defaults

B investment Grade Private Debt
[ | Syndicated Loans

Source: S&P LCD, S&P Credit Pro and Fiera Private Debt Inc.

Mid-Market, Investment Grade Private Debt Inc. based on Fiera Private
Debt Inc. historical rates. Please see final page for index definitions.
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liability payouts with less dollars committed and without
undermining liability matching benefits. To illustrate this
concept, the figure below shows the amount of invested
capital required within a $200M liability-hedging portfolio
to fund the same amount of pension liabilities depending
on which asset class is utilized — investment grade

private debt, public investment grade corporate bonds or
provincial bonds. The private debt allocation covers more
pension liabilities with a similar level of credit risk to public
investment grade and without the higher correlation to
risk assets that comes from a high-yield equivalent private
debt allocation.

Investment Required to Cover Same Portion
of Pension Payments

Source: Fiera Capital & Fiera Private Debt Inc. Assumes liability duration of
12 years on a 4.6% discount rate. Rates of return based on public market
yields as of August 2022 and indicative IRR for private debt investment at
end of capital raising period. Corporate bonds assume 50% A-rated/50%
BBB-rated.
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Increasing Cashflow Production to Help Match Liabilities

As pension plans move further along their de-risking
journeys , they may find that duration matching alone
does not provide the level of liability matching accuracy
they need. Consequently, we believe plan sponsors can
benefit from a shift towards cash-flow matching - a
strategy where private debt can play a role.

In the context of cash-flow driven investing, certain
private debt strategies offer structural liquidity which
may help plan sponsors meet short- and medium-
term liabilities without sacrificing duration or yield
enhancement. This is due to several factors embedded in
these types of private debt portfolios.

First, the fixed rate coupons of these loans ensure that
income production is not undermined in falling interest
rate environments. While floating rate loans can offer
attractive income in rising rate environments, they also
lose their income production advantage when rates fall.
When viewed over a longer time horizon/cycle, fixed
rate loans provide a more predictable income stream
at a premium to public markets, capitalizing on higher
coupons in a rising rate environment, and holding those
coupon rates steady on new loans over a longer period
of time, irrespective if rates revert to historical levels.
Second, these loans are often amortizing, meaning that

each payment period includes both a principal and interest
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payment. This feature may add significant structural
liquidity as investors receive higher cash flows versus
non-amortizing loans and also systematically de-risks

the portfolio over time due to reduced leverage. This cash
flow profile may also complement the common “bullet”
structure in public market bonds whereby investors receive
smaller coupon payments through the life of the bond and
a large principal repayment at maturity.

In addition, these strategies may generate additional
cash flow through origination and borrower fees that are
passed through to investors, further enhancing returns
without taking on additional credit risk.

The figure below illustrates a hypothetical Canadian
pension plan with a typical liability profile and a
$200M liability hedging portfolio. As shown below,

a 20% allocation to a private debt strategy with the
characteristics described above provides a meaningful
contribution to matching cashflows from 1to 10 years.
Combined with an LDI completion portfolio (i.e. duration
extension/matching program), an asset owner can produce
a cash flow profile which helps meet liabilities at a lower
cost than public corporate bonds. Most importantly, this
type of cash flow profile is not available through most
private debt strategies.

30 40 50

Years

Source: Fiera Capital & Fiera Private Debt Inc. Assumes liability duration of 12 years on a 4.6% discount rate. Rates of return based on public market yields as of
August 2022 and indicative IRR for private debt investment at end of capital raising period. Corporate bonds assume 50% A-rated/50% BBB-rated.



Conclusion

While there are a wide variety of private debt strategies
available, selecting the right one for the right reasons will
complement an investor’s portfolio. We believe, when
viewed through the lens of a liability-aware investor, a
long-term fixed rate private debt strategy that focusses
on high-grade credit quality can provide enhanced

yields and consistent income production over the long
term while also reducing credit risk and contributing to
duration and cash-flow matching goals.

About Fiera Private Debt Inc.
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Aaron Young is a Senior Director with Fiera Private
Debt Inc. He has extensive experience across fixed
income portfolio management, pension/insurance
solutions and sustainable finance.

Fiera Private Debt Inc., a subsidiary of Fiera Capital Corporation, provides innovative investment
solutions to a wide range of investors through two distinct private debt strategies:

corporate debt and infrastructure debt. Fiera Private Debt is focused on providing investors
attractive risk-adjusted returns while preserving capital and investing responsibly.

Long Government: FTSE Canada Long Term Government Bond Index

Long Corporate: FTSE Canada Long Term Corporate Bond Index

Floating Rate Private Debt (PD): Cliffwater Direct Lending Index

Fixed Rate Private Debt (PD): Fiera Private Debt Fund characteristics at initial investment stage

Corp AA: FTSE Canada AA Corporate Bond Index

Corp A: FTSE Canada A Corporate Bond Index

Corp BBB: FTSE Canada BBB Corporate Bond Index

HY FRN: Bloomberg High Yield Floating Rate Note Index
Leveraged Loans: S&P LSTA US Leveraged Loan Index
HY Private Debt: Cliffwater Direct Lending Index

HY BB: Bloomberg Barclays US BB High Yield Bond Index
HY B: Bloomberg Barclays US B High Yield Bond Index
Equities: S&P/TSX Composite Index



Important Disclosure

Fiera Capital Corporation (“Fiera Capital”) is a global independent

asset management firm that delivers customized multi-asset solutions
across traditional and alternative asset classes to institutional, retail and
private wealth clients across North America, Europe and key markets

in Asia. Fiera Capital trades under the ticker FSZ on the Toronto Stock
Exchange. Each affiliated entity (each an “Affiliate”) of Fiera Capital only
provides investment advisory or investment management services or
offers investment funds in the jurisdictions where the Affiliate and/or the
relevant product is registered or authorized to provide services pursuant
to an exemption from registration.

This document is strictly confidential and for discussion purposes only.
Its contents must not be disclosed or redistributed directly or indirectly,
to any party other than the person to whom it has been delivered and
that person’s professional advisers.

The information presented in this document, in whole or in part, is
not investment, tax, legal or other advice, nor does it consider the
investment objectives or financial circumstances of any investor.

Fiera Capital and its Affiliates reasonably believe that this document
contains accurate information as at the date of publication; however, no
representation is made that the information is accurate or complete and
it may not be relied upon. Fiera Capital and its Affiliates will accept no
liability arising from the use of this document.

Fiera Capital and its Affiliates do not make recommendations to buy
or sell securities or investments in marketing materials. Dealing and/
or advising services are only offered to qualified investors pursuant to
applicable securities laws in each jurisdiction.

Past performance of any fund, strategy or investment is not an
indication or guarantee of future results. Performance information
assumes the reinvestment of all investment income and
distributions and does not account for any fees or income taxes
paid by the investor. All investments have the potential for loss.

This document may contain “forward-looking statements” which reflect
the current expectations of Fiera Capital and/or its Affiliates. These
statements reflect current beliefs, expectations and assumptions with
respect to future events and are based on information currently available.
Although based upon what Fiera Capital and its affiliates believe to

be reasonable assumptions, there is no guarantee that actual results,
performance, or achievements will be consistent with these forward-
looking statements. There is no obligation for Fiera Capital and/or it
Affiliates to update or alter any forward-looking statements, whether as
a result of new information, future events or otherwise.

Strategy data such as ratios and other measures which may be presented
herein are for reference only and may be used by prospective investors
to evaluate and compare the strategy. Other metrics are available and
should be considered prior to investment as those provided herein are
the subjective choice of the manager. The weighting of such subjective
factors in a different manner would likely lead to different conclusions.

Strategy details, including holdings and exposure data, as well as other
characteristics, are as of the date noted and subject to change. Specific
holdings identified are not representative of all holdings and it should
not be assumed that the holdings identified were or will be profitable.

Certain fund or strategy performance and characteristics may be
compared with those of well-known and widely recognized indices.
Holdings may differ significantly from the securities that comprise the
representative index. It is not possible to invest directly in an index.
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Investors pursuing a strategy like an index may experience higher or
lower returns and will bear the cost of fees and expenses that will reduce
returns, whereas an index does not. Generally, an index that is used to
compare performance of a fund or strategy, as applicable, is the closest
aligned regarding composition, volatility, or other factors.

Every investment is subject to various risks and such risks should be
carefully considered by prospective investors before they make any
investment decision. No investment strategy or risk management
technique can guarantee returns or eliminate risk in every market
environment. Each investor should read all related constating documents
and/or consult their own advisors as to legal, tax, accounting, regulatory,
and related matters prior to making an investment.

United Kingdom: This document is issued by Fiera Capital (UK)
Limited, an affiliate of Fiera Capital Corporation, which is authorized and
regulated by the Financial Conduct Authority. Fiera Capital (UK) Limited
is registered with the US Securities and Exchange Commission (“SEC”) as
investment advisers. Registration with the SEC does not imply a certain
level of skill or training.

United Kingdom - Fiera Real Estate UK: This document is issued
by Fiera Real Estate Investors UK Limited, an affiliate of Fiera Capital
Corporation, which is authorized and regulated by the Financial
Conduct Authority.

European Economic Area (EEA): This document is issued by Fiera
Capital (Germany) GmbH (“Fiera Germany”), an affiliate of Fiera
Capital Corporation, which is authorized and regulated by the
Bundesanstalt fiir Finanzdienstleistungsaufsicht (BaFin).

United States: This document is issued by Fiera Capital Inc. (“Fiera
U.S.A."), an affiliate of Fiera Capital Corporation. Fiera U.S.A. is an
investment adviser based in New York City registered with the Securities
and Exchange Commission (“SEC”). Registration with the SEC does not
imply a certain level of skill or training.

United States - Fiera Infrastructure: This document is issued by
Fiera Infrastructure Inc. (“Fiera Infrastructure”), an affiliate of Fiera
Capital Corporation. Fiera Infrastructure is registered as an exempt
reporting adviser with the Securities and Exchange Commission
(“SEC”). Registration with the SEC does not imply a certain level of skill
or training.

Canada

Fiera Real Estate Investments Limited (“Fiera Real Estate”),

a wholly owned subsidiary of Fiera Capital Corporation is an investment
manager of real estate through a range of investments funds.

Fiera Infrastructure Inc. (“Fiera Infra”), a subsidiary of Fiera Capital
Corporation is a leading global mid-market direct infrastructure investor
operating across all subsectors of the infrastructure asset class.

Fiera Comox Partners Inc. (“Fiera Comox"), a subsidiary of Fiera
Capital Corporation is a global investment manager that manages
private alternative strategies in Private Credit, Agriculture and
Private Equity.

Fiera Private Debt Inc. (“Fiera Private Debt"), a subsidiary of Fiera
Capital Corporation provides innovative investment solutions to a wide
range of investors through two distinct private debt strategies: corporate
debt and infrastructure debt.

Please find an overview of registrations of Fiera Capital Corporation and
certain of it subsidiaries by following this link.


https://www.fieracapital.com/en/registrations-and-exemptions

