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Preparing for a Contraction in
the Credit Cycle

As recession risk grows, yields increase and private credit investors should position their portfolio to benefit from the
contraction stage of the credit cycle. Although it is nearly impossible to predict the exact timing of a market peak or trough,
key credit indicators show that the market is transitioning from a “late expansion” to a “contraction” stage. While public
securities tend to decline in an uncertain or deteriorating market, a proactive private credit strategy offers investors the
opportunity to deploy into the contraction phase at higher yields and more conservative structures — positioning their
portfolios to outperform across the entire credit cycle. As detailed in our inaugural white paper, exposure to key growth
sectors, notably digital infrastructure, is underrepresented in most credit portfolios. This under-allocation, bolstered by the
growth economy’s strong performance in periods of dislocation (our second white paper), implies the current environment
is ideal for investors to build positions in modern, growth-driven sectors like digital infrastructure.
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Identifying our Current Position in the Credit Cycle

Overall credit markets, as defined by corporate bonds and loans,
remain in the Late Expansion phase while higher risk credit,
defined by high yield bonds, syndicated loans and private credit,
are already offering yields indicative of a Contraction. Low interest
rates and abundant liquidity powered one of the longest bull
market runs in history, but consequent inflation (induced by
COVID, supply chain disruptions, commodity prices, Ukraine
conflict) and subsequent rate hikes by the Fed have significantly
raised risks of an economic contraction. 77% of fund managers
say a recession is likely in 2023, and 92% expect stagflation.! The
exact timing and severity of the cycle is yet to be known and will
depend heavily on the Fed’s actions and ability to tame inflation.

Credit market fundamentals mirror the economic trends. High
market volatility, fueled by a selloff in stocks and bonds, has
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caused the banks to tighten lending standards. This tightening has
only been exacerbated following multi-billion-dollar losses on
leveraged loan syndications (e.g., Citrix, Twitter, Nielsen) by the
major underwriting banks. In 2022, US. institutional leveraged
loan issuance declined -63% versus prior year and was -41% below
the 10-year average, evidencing a drastically lower appetite for risk
given the uncertain economic environment? The share of US.
distressed loans (loans trading below 80% of par) finished
December 2022 at a level eight times higher than prior year. To
further establish our current position in the credit cycle we
examine two key credit indicators — leveraged loan default rates
and credit yields — both of which make the case for an end to the
Late Expansion phase.



Preparing for a Contraction in the Credit Cycle

1) The U.S. leveraged loan LTM default rate bottomed in April
2022 at 018% before increasing to 0.72% in December 20223
However, the default rate remains well below the 2.3% 20-year
average, suggesting we are still early in the transition period. to economic slowdown, increasing defaults and tightening credit
S&P’s 2023 default rate forecast is 3.75%, with a pessimistic conditions. As of year-end 2022, Fed tightening has caused high
scenario of 6.0%, as higher debt funding costs will raise insolvency yield bond and leveraged loan yields to more than double to V9%
and credit losses.*

following lows in mid-2021, while private credit yields have grown
to "%+

2) Rising credit yields have historically preceded a recession. In
the early stages of the Great Recession and briefly in 2020, direct
lending, high yield bonds and leveraged loans yields spiked due

Direct Lending, High Yield Bond & Leveraged Loan Yield Comparisons®

25.00%
———— Cliffwater Direct Lending Index (3Yr Takeout Yield)
20.00% ——— Bloomberg Barclays High Yield Index (YTW)
—— S&P/LSTA Leveraged Loan 100 (YTM)
15.00%
1116%
10.00%

., 9-48%
°8.96%

5.00%

0.00% L1l
S Y W W O O NRKN®OODODO OO0 T =N ANOO T T LWL O ONDN0 0000058 NN
2929292929 2S LT LY TL EOETO T EL 0L oo QLY aq
S 9§ 5 85 85 95 ¢S5 39383923539 5 95 95 03 235 035 05 g 305 g
S A >S5 A > a0 >0 >S5S a0 e e A A - e B R e e e e A >0 5 A

How to Prepare for a Contraction

The banks’ incredible retreat during 2022 creates a window of opportunity for private credit to fill the gap and accelerate a trend that
started in the wake of Dodd-Frank’s increased banking regulation. Aided by the elimination of syndication risk, U.S. direct lending AUM
has grown from $40B in 2010 to $530B+ in 2021, a 24% CAGR.® Increasingly, banks and high yield bonds are being bypassed entirely in
favor of exclusive funding from direct lenders (e.g., Thoma Bravo’s leveraged buyout of Anaplan in June 2022). In the Q3 2022 middle
market, estimated direct lending deal volumes exceeded syndicated loans and high-yield bond deals combined.” By leveraging this

momentum in private credit, we believe the following takeaways will allow credit investors to position themselves for a transition to a
contractionary environment:
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Preparing a Credit Portfolio

We expect the private e Private credit predominately features floating rates, which mitigates interest rate risk, while bonds
credit market will offer a have fixed interest rates and longer maturities, resulting in higher duration risk and price sensitivity to
more attractive risk-return fluctuating rates

profile than high yield

Since private credit loans are collateralized and higher in the capital stack than bonds, and typically

bonds have additional downside protection through covenants, private credit has historically had superior
default and recovery rates than high yield bonds
o Defaultrates: Inthe last 20 years, U.S. loans have averaged a default rate of 3.05% vs. 4.36% for HY bonds, a +1.31%
average outperformance®
o Recovery rates: Average U.S. first lien loans recovery has been 62% in the past five years, exceeding average U.S.
senior unsecured bond recovery of 41% by +21%°
e Private credit has a low correlation to other major asset classes, which can serve as a key
differentiator during potential shifting stages in the credit cycle
Take advantage of e Companies that have solid fundamentals but are seeking precious investor capital in a
opportunistic credit contractionary environment may be willing to accept higher yields

Equity-like yield can potentially be achieved with lower volatility and higher risk-adjusted returns by
taking advantage of higher base rates

Choose private credit A contractionary market with declining liquidity, driven by tightening Fed policy and heightened
funds that have ample lending standards at banks, offers considerable opportunity for private credit funds with ample dry
dry powder to deploy powder to deploy in a yield-rich environment with enhanced lender protections (tighter documents,

in today’s market lower leverage)

Private credit offers a compelling opportunity to deploy capital for equity-like returns with downside
protection from inflation and increased defaults. Capital markets constraints dramatically reduce
new leveraged loan, high yield bond and equity M&A investment opportunities in value
environments. The demand for private credit offers value investors the opportunity to deploy capital
with equity-like returns and multiples on invested capital

Invest in the “growth e “Growth economy” loan prices have historically outperformed “old economy” prices by 1.48 points™
economy” through Digital (see our second white paper, “Financing the Growth Economy through Digital Credit Part II”)
Credit to mitigate

Digital Infrastructure (e.g., data centers, fiber, cell towers) is the backbone of the growth economy
and comprises real assets with recurring revenue underpinned by contracted cash flow, high barriers
to entry and high switching costs. Significant digital demand (via 5G, cloud apps, Al, Internet of
Things), combined with insufficient infrastructure supply, requires substantive investment and
propels this growing yet defensive and recession-resilient asset class

downside risk

Digital Credit offers investors direct access to the growth economy by combining private credit with
digital infrastructure sector expertise, allowing the strategy to target attractive risk-adjusted returns
(see our first white paper, “Financing the Growth Economy through Digital Credit Part I”)

Conclusion

While an upcoming contraction phase is the present focus, we believe private credit provides investors the ability to successfully navigate
all four climates of the credit cycle and maximize investment returns. Private credit offers collateral and inflation protection while capturing
the yield premium; since 2004, U.S. direct lending yield has averaged a “400bps premium to high yield bonds and a “540bps premium
to leveraged loans.® Digital Credit in particular focuses on financing mission-critical “growth economy” assets that are well-positioned for
tumultuous macroeconomic conditions that likely lie ahead.
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2. S&P Leveraged Commentary & Data for Leveraged Loans, December 2022.

3. S&P Leveraged Commentary & Data for Leveraged Loans: default rate by total
amount outstanding, December 2022.

4. S&P Global Ratings, November 2022.

5. Bloomberg Barclays High Yield Index as of 12/31/22. Cliffwater Direct Lending Index
and S&P/LSTA Leveraged Loan 100 as of 9/30/22; DigitalBridge estimated 12/31/22 by
adding the 133bps SOFR movement from 9/30/22 publication to 12/31/22, which were
not fully reflected in the 9/30/22 yield amounts.

6. Preqin, as of October 2022.

7. S&P Leveraged Commentary & Data for Leveraged Loans, Middle Market Review,
Third Quarter 2022.

8. Moody’s Default Report as of December 2022.
9. Moody’s Default Report as of December 2022.

10. S&P Leveraged Commentary & Data for Leveraged Loans, S&P 500 for Equities, as
of December 31, 2022. Growth Economy sectors include Communications Services,
Financials, Health Care and Information Technology. Old Economy sectors include
Consumer Discretionary, Consumer Staples, Energy, Industrials, Materials, Real Estate

and Utilities.

DigitalBridge Group, Inc. (NYSE: DBRG) is a leading global digital infrastructure firm. With a heritage of over 25 years investing in and operating businesses across the digital
ecosystem including cell towers, data centers, fiber, small cells, and edge infrastructure, the DigitalBridge team manages a $50 billion portfolio of digital infrastructure assets on
behalf of its limited partners and shareholders. Headquartered in Boca Raton, DigitalBridge has key offices in New York, Los Angeles, London, Luxembourg and Singapore. For more

information, visit: www.digitalbridge.com.

Disclaimer

The confidential information contained in this paper (the “Information”) has been
prepared by DigitalBridge Investment Management, LLC (the “Manager”) for the
sole purpose of providing certain sophisticated parties with the Manager’s current
view of the digital infrastructure private credit investment landscape (investments
therein, “Investments”). The Information is not, and under no circumstances is it to be
construed as, a prospectus or an advertisement and any future discussions
regarding the Information are not, and under nocircumstances are to be construed
as, an offer to sell or a solicitation or offerto purchase any securities in any
jurisdiction. Any offer or sale of securities may in certain jurisdictions be restricted by
law and recipients should inform themselves about, and observe, any such
restrictions.

No reliance should be placed upon the Information in deciding whether to make an
Investment. The Information is subject to withdrawal, cancellation or modification
without notice. Statements in the Information are made as of a certain date in the
past, and the delivery of the Information at any time shall not under any circumstan-
ces create an implication that the Information is correct as of any time subsequent to
such date in the past. Recipients should not treat the contents of the Information or
any prior, or subsequent, communications from the Manager or its affiliates or any of
its or their partners, members, shareholders, managers, directors, officers,
employees, agents, representatives and/or consultants (‘Manager Parties”) as
advice relating to legal, taxation, ERISA or investment matters or as a recommenda-
tion to pursue or make Investments and are advised to consult their own
professional advisers concerning the acquisition, hold or disposal of Investments.

All projected returns discussed herein are presented on a gross basis, meaning
they do not reflect the deduction of management fees, carried interest, taxes or
other expenses which may be charged by parties arranging or managing
Investments and may substantially reduce the returns received by investors. All
projected returns discussed herein are subject to uncertainties, changes (including
changes in economic, operational, political or other circumstances) and other risks,
all of which are beyond the Manager’s control and any of which may cause the
relevant actual, financial and other results to be materially different from the results
expressed or implied by such projected returns. Industry experts may disagree with
the projected returns, the estimations and assumptions used in preparing the
projected returns or the Manager’s view or understanding of the private credit
market. No assurance, representation or warranty is made by any person that any
of the projections contained herein, including any projected returns will be
achieved and no recipient should rely on such projections or the projected returns.
Recipients upon request may obtain additional information relating to the
projections and projected returns described herein.

An Investment entails risks and no representation can be or is made, and no
warranties or assurances can be or are given, that any statement of opinion and/or
belief or any views, projections or statements relating to expectations regarding
future events in relation to private credit are correct. In reviewing the past
performance information contained in the Information, recipients should bear in
mind that past performance is not indicative of future performance. In addition, any
forward-looking statements (including, without limitation, projections of future earnings)

contained herein are subject to known and unknown risks, uncertainties and other
factors which may cause actual results to be materially different from those
contemplated in such statements. Recipients must realize that they could lose all or
a substantial amount of their investment in private credit. Benchmark comparisons
are provided for illustrative purposes only. Comparisons to benchmarks have
limitations because benchmarks are unmanaged and have volatility and other
material characteristics that may differ from specific Investments. Also,
performance results for benchmarks do not reflect payment of investment
management or performance fees and other expenses. Because of these
differences, recipients should carefully consider these limitations when evaluating
the performance in comparison to benchmarks.

To the fullest extent possible, by accessing the Information, you release the
Manager and each of the Manager Parties in all circumstances from any liability
whatsoever and howsoever arising from your use of the Information. Accordingly,
none of the Manager or any of the Manager Parties shall be liable for any loss
(whether direct, indirect or consequential) or damage suffered by any person as a
result of relying on any statement in, or omission from, the Information or in, or
omitted from, any other information or communications provided. The Information
contains statistics and other data that have been obtained from or compiled from
information available by third-party service providers; the Manager has not
independently verified such statistics or data.
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