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Case Study 13 – Business Development Company with Various Debt 

Investments 

Note: This case study is provided to demonstrate concepts discussed in the preceding chapters of 

this guide and is not intended to establish requirements, best practices or safe harbors. It was 

developed from a real-world situation, which was complex and involved numerous nuances that 

needed to be evaluated when estimating the fair value of the investment. However, this case study 

reflects only the high-level approach that the fund would have considered in reaching its valuation 

conclusions and does not show the calculations or the support for each assumption.  

The specific facts and circumstances of each individual situation should be carefully considered 

when performing an actual valuation, and professional judgment should be exercised in evaluating 

those facts and weighing various alternatives. This case study summarizes the key considerations 

that were encountered by the fund manager(s) described in six discrete debt investment examples 

with various features. The judgments that were made in this case were specific to those facts, not 

all of which are highlighted herein. See the preamble in paragraphs C.00.01–.10 for a more 

detailed description of the purpose of the case studies and factors to consider when reading the 

case studies. 

Example 13 – Mountain 

Wealth Management 

(MWM) – A Business 

Development Company 

(BDC) as defined in Section 

2(a)(48) of the Investment 

Company Act of 1940 

Types of Investments – Six 

illustrative debt investments 

with various features and 

priority in the capital 

structure 

Industry – Various 

Primary Concepts Illustrated 

• Valuing uncollateralized debt investments—Investment 

1 (chapter 6) 

• Valuing collateralized debt investments—Investment 2 

(chapter 6) 

• Valuing conversion features and equity enhancements—

Investment 3 (chapter 13) 

• Valuing mezzanine debt investment with warrants—

Investment 4 (chapter 13) 

• Disaggregating components of a bundled investment to 

match unit of account—Investment 5 (chapters 3 and 10) 

• Determining initial fair value—Investment 5 (chapter 

10) 

• Yield approach (chapter 6) 

• Distressed transactions (chapters 10 and 13) 

 

Additional Concepts Illustrated 

• Impact of call premiums—Investment 1 

• Impact of adverse events—Investment 2 

• Third party valuation specialist—Investments 1 and 3 

(appendix A) 

• Synthetic ratings—Investments 1 and 2 

• Assessing relevance and reliability of pricing service 

information—Investment 4 
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The primary purpose of this case study is to illustrate judgments required when valuing 

various types of debt investments. 

Estimating the fair value of private debt investments requires informed judgment applying 

valuation techniques applicable to the features of the debt instrument based on individual facts 

and circumstances and the unit of account.  To expand on the conceptual discussion in chapter 

6, “Valuation of Debt Instruments” the following six examples illustrate valuation 

considerations for debt investments with varying priority in the capital structure and with 

differing structural components such as conversion features and equity enhancements. 

The examples highlight considerations important in determining fair value for debt 

instruments including initial calibration, disaggregating investments into component parts, 

impact of changes in credit quality, impact of changes in market yields, performing vs non-

performing loans, cash pay interest vs payment in kind interest, usability and reliability of 

market indications of value and original issuance discounts. Emphasis is placed on describing 

relevant factors that may be considered and approaches that might be used, assuming that the 

impact of those factors could be material on the fund’s fair value estimate. As always, 

judgment is required to evaluate how market participants would evaluate such factors and 

whether they may have a material impact.  

This case study highlights initial calibration and subsequent measurement date valuation for 

six different investments in debt instruments: 

• Investment 1—Senior Unsecured Debt; Cash Pay; Prepayment Penalty 

• Investment 2—Collateralized First Lien; Cash & PIK Pay; Initial strong performance; 

ultimate bankruptcy 

• Investment 3—Second Lien; Conversion Feature 

• Investment 4—Mezzanine Debt Investment with Warrants 

• Investment 5—Basket of Debt and Equity interests 

• Investment 6—Investment in Distressed (Non-performing) Debt 

 

Fund Background 

 

C.13.01 Pace Noggle and Remy Liu founded Mountain Wealth Management (MWM or ‘the 

fund’) 25 years ago. MWM is a Business Development Company as defined in Section 

2(a)(48) of the Investment Company Act of 1940.  MWM invests in a number of private 

debt and equity instruments with various priorities in the capital structure of the 

individual portfolio companies. 

Please Note: Investments 1-5 (which were included in the working draft of the Guide released for 

feedback on May 15, 2018) are not included in this document as each investment 

represents a different investment scenario and they are all independent of each other. 
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Investment 6–Investment in Non-Performing Distressed Debt—LMML Enterprises 

Valuation of Senior Secured Debt Investment 

Business Description 

C.13.141 LMML Enterprises (LMML) is an independent specialty manufacturer that engages in 

the design and manufacturing of office furniture for the North American and European 

markets.  

C.13.142 The company was founded more than 70 years ago and historically had generated 

substantial revenue and EBITDA. 

C.13.143 In recent years, given volatility in the industry, competition from overseas manufacturers 

and other factors, the company faced performance challenges and had significant 

operating losses in the summer and fall of 2X15, leading to financial difficulties. 

Investment Description 

C.13.144 In late 2X15, MWM started a special situations fund and began exploring distressed debt 

opportunities in the manufacturing industry. MWM identified LMML debt as a potential 

investment opportunity. Towards the end of 2X15, many manufacturers had been 

struggling with high leverage and downward pressure on operating margins. As a result, 

several companies in the industry were facing financial difficulties, including LMML. 

MWM considered several distressed debt investment alternatives and decided to invest 

in the debt of LMML due to the opportunities to reduce costs significantly through a 

bankruptcy process if LMML was not able to improve performance under current 

management. MWM expected a significant chance that LMML would default on the 

debt, and allowed for that possibility as part of identifying appropriate opportunities for 

this fund.  That is, a special situations fund needs to be positioned to act as the equity 

investor.  A default is not an unexpected event in this investment strategy. In the event 

of a default, the fund would ultimately take control of the business, becoming the 

primary equity investor after a bankruptcy or restructuring.   

C.13.145 On April 15, 2X16, MWM purchased $200 million in face amount of senior secured debt 

issued by LMML in a private transaction from a third-party seller at a price of 40 percent 

of par (i.e., 40 cents on the dollar, or $80 million in total). The debt had the following 

terms: 
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Seniority Senior secured 

Investment Date April 15, 2X16 

Contractual Maturity March 15, 2X19 

Interest Rate 6.25% Cash Interest; Payable Annually; 30/360 

Collateral Substantially all the assets of LMML 

Collateral Value 
The book value of the assets of LMML securing the Debt (considered as a 

proxy for the total collateral value) was $150 million 

Total Secured Debt Total outstanding senior secured debt as of the transaction date was $200 million 

C.13.146 MWM noted that LMML was not rated and did not have any publicly-rated debt. Based 

on an analysis of LMMLs financial position as of January 31, 2X15 (balance sheet ratios, 

margins, etc.), MWM determined that LMML had characteristics comparable to B/B2 

(S&P/Moody’s) rated instruments. However, MWM noted that 2X16 financial 

statements were not yet available, and considered that during the year ending January 

31, 2X16, LMML had experienced significant losses and had recognized impairments 

on certain assets, and these factors were not reflected in the latest published financial 

statements.  

Initial Transaction and Calibration on April 15, 2X16 

C.13.147 In making its investment decision, a critical factor for MWM was the value of the 

collateral underlying the debt.  MWM concluded that as of the transaction date, the 

enterprise value as a going concern was $210 million, which exceeded the face value of 

the senior secured debt. However, MWM also considered that the secured debt holders 

would not be able to force a sale of the business and recover the full face value of the 

debt immediately. Instead, the debt holders would likely negotiate with the equity 

holders to avoid lengthy, value-destroying litigation, maximizing the value of the 

business through bankruptcy or out-of-court restructuring. Given these risks, investors 

such as the MWM special situations fund would demand a rate of return substantially 

higher than the coupon on the debt, implying a value substantially below par even when 

the enterprise value is above par. In this case, MWM purchased the senior secured debt 

at a price of $80 million or 40 percent of par. The calculated IRR implied by the 

transaction (assuming the contractual term and continued interest payments) was 

49.163 percent.  

C.13.148 In making its investment, MWM examined the financial statements of LMML and 

determined that LMML would likely have sufficient ability to service the debt at the first 

coupon payment date, after which MWM considered two possible scenarios, consistent 

with market participant assumptions in similar situations.  

C.13.149 Scenario 1 (the default scenario) contemplated that LMML would not overcome the sales 

issues that had led to the recent operating losses, in which case LMML would likely 

default in late 2X17, and MWM estimated they would take control of the business after 

bankruptcy proceedings in 2X18.  The fund then planned to execute a turnaround plan 

for the business, expecting to ultimately realize proceeds of $150 million (75.0 percent 
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of the face value of the debt) at an exit approximately two years thereafter (2X20), based 

on MWM’s analysis of LMML’s financial statements and the fund manager’s historical 

experience with similar distressed debt investments.   

C.13.150 Scenario 2 (the restructuring scenario) contemplated a resurgence in sales in 2X17, and 

MWM estimated that LMML would then negotiate with the equity holders to restructure 

the debt, and the fund would realize total proceeds of $180 million (90 percent of the 

face value) after two years (2X18).  

C.13.151 MWM assumed a 50/50 probability weighting for the two scenarios based on 

information received from industry analysts, economic forecasts, and the fund manager’s 

experience, consistent with market participant assumptions in similar situations. 

C.13.152 MWM calibrated the valuation inputs to the initial investment amount, as discussed in 

chapters 6 and 10. Based on its scenarios and weightings, MWM calculated an IRR of 

36.79 percent, based on the expected cash flows, corresponding to an implied spread of 

33.94 percent (36.79 less the 3-year swap rate of 2.85 percent). MWM noted that 

calibration ensured that the required rate of return assumption in the valuation model 

used to estimate fair value at subsequent measurement dates was consistent with the 

assumed cash flow forecasts given the two scenarios and the estimated probabilities of 

each scenario, reflecting market participants’ required rate of return given the risk in the 

forecast.  If MWM had used different estimates of the future outcomes or probabilities, 

the calibrated required rate of return would also have been different, reflecting the risk 

in the alternate forecast.  

C.13.153 Given the high risk of bankruptcy, MWM considered the probability weighted expected 

cash flows across the two scenarios and the corresponding spread of 33.94 percent in the 

calibrated analysis used to value the investment at subsequent measurement dates, rather 

than considering contractual cash flows. This approach allowed MWM to capture the 

impact of the change in the likelihood of the two scenarios directly, rather than 

attempting to capture the change in risk via a change in the required rate of return. 

Fair Value Measurement on June 30, 2X16 

C.13.154 At June 30 2X16, MWM noted that the fund held 100% of the senior secured notes, and 

that there were no broker quotes or observable transactions in LMML debt since its 

initial transaction on April 15, 2X16.  MWM estimated the fair value of the instrument 

by taking into account changes in market conditions, both for the office furniture 

industry and credit spreads, and the credit quality of LMML. Based on LMML’s 

performance over the two months since the investment, MWM determined that there had 

been no significant changes in the collateral value as of June 30, 2X16.   

C.13.155 Though credit spreads in the market had remained flat, and MWM concluded that market 

participants would consider the company-specific risk to be unchanged, swap rates had 

increased slightly, with the 2.7-year swap rate as of June 30, 2X16 of 3.5 percent. Based 

on these facts, MWM concluded that the market participant would continue to value the 

debt based on probability weighted cash flows and an estimated yield of 37.44 percent 
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(calibrated spread at entry of 33.94 percent plus the 2.7-year swap rate of 3.5 percent). 

Given this slight change in yields and considering the shorter time to the expected 

resolution, the fair value was estimated to be $82.4 million. 

Fair Value Measurement on December 31, 2X16 

C.13.156 At December 31 2X16, MWM noted that there were still no broker quotes or observable 

transactions in LMML debt since its initial transaction on April 15, 2X16.  MWM again 

considered changes in market conditions, both for the office furniture industry and credit 

spreads, and the credit quality of LMML. LMML had missed its sales targets for the fall 

and announced that it might not have sufficient cash to meet its interest payment 

obligations for March 31, 2X17.  

C.13.157 MWM management considered the increased likelihood that a default would occur and, 

thus, increased the Scenario 1 weighting from 50.0 percent to 70.0 percent. MWM also 

adjusted the cash flows to reflect the missed interest payment and the expected timing 

of repayment in each scenario.  While MWM discussed whether an increase in the spread 

was warranted, management concluded that market participants would consider the risk 

in the cash flows under each scenario to be consistent with the relative risks at entry.  

Furthermore, MWM noted that the two scenarios both considered the expected cash 

flows and timing of repayment given the facts and circumstances as of the measurement 

date and, therefore, the default scenario was not inherently riskier than the restructuring 

scenario, and the required rate of return did not change solely due to the change in 

probabilities. After discounting the probability weighted cash flows at a required yield 

of 36.44 percent (calibrated spread at entry of 33.94 percent plus the 2.2-year swap rate 

of 2.5 percent), fair value was estimated to be $76.7 million. 

C.13.158 MWM also assessed whether a market participant would consider the contractual cash 

flows and the corresponding required return to those contractual cash flows. MWM 

noted that given the likelihood that the fund would ultimately take possession of the 

company and realize value through an exit as an equity holder, market participants would 

more likely consider the required rate of return to the expected cash flows, rather than 

the contractual cash flows. Even in the upside scenario, MWM expected that the debt 

would be restructured, making the contractual cash flows unlikely to be achieved in any 

scenario. 

Fair Value Measurement on June 30, 2X17 

C.13.159 At June 30, 2X17, LMML was in default, had not made interest payments for 12 months, 

and was facing potential bankruptcy. MWM also noted that there were still no broker 

quotes or observable transactions in the LMML debt. MWM estimated the fair value of 

the investment by considering changes in market conditions, both for the office furniture 

industry and credit spreads, and the credit quality of LMML.  It appeared unlikely that 

LMML would be able to make its contractual interest payments going forward if sales 

remained at current levels. LMML had not made progress at normalizing the operations 

and improving its competitive position.  
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C.13.160 MWM performed a valuation of the business assuming that MWM would take 

ownership after the bankruptcy process, leaving 5.0 percent for the current equity 

holders, consistent with the fund manager’s experience with negotiations in similar 

situations.  Based on current market conditions and projected 2X20 EBITDA after 

reducing operating costs and moving certain manufacturing to lower cost locations, 

MWM estimated that they would be able to sell the business at a value of $140 million 

in June 2X20, realizing proceeds of $133.0 million for their 95.0 percent ownership.   

C.13.161 MWM discounted the expected exit value at market participants’ required rate of return. 

While MWM considered whether an adjustment to the spread was warranted, 

management concluded that market participants would consider the risk in the cash flows 

to be consistent with the relative risks at entry. Therefore, MWM estimated a required 

rate of return of 36.39 percent (based on the calibrated spread at entry of 33.94 percent 

plus the 3.0-year swap rate of 2.45 percent considering the expected exit in June 2X20), 

arriving at a fair value of $52.4 million for the investment.  

Task Force Observations 

C.13.162 In estimating the fair value of debt investments, calibration of initial inputs combined with 

observations of changes in market yields and the underlying credit quality of the borrower 

are all used to determine an appropriate required rate of return when using a discounted 

cash flow valuation technique. When considering distressed debt investments, the 

expected proceeds that may be realized through potential bankruptcy or restructuring 

negotiations should also be considered in establishing expected cash flows. The fair 

value of distressed debt investments is often estimated using a discounted cash flow 

valuation technique supported by an analysis of the collateral value.  

C.13.163 In this example, MWM invested in the debt position without access to the company’s 

most recent financial statements, with the expectation that either the current management 

team would be able to turn the business around, or that as the holder of the senior debt 

position, MWM would ultimately be able to take control of the business. The scenario 

analysis used in assessing the deal necessarily relied on estimates on the basis of the 

information available.  MWM updated its models as better information became 

available, ultimately estimating the value of the equity position they expected to receive 

after bankruptcy proceedings.  MWM believed that the potential yield from this 

investment compensated them for the uncertainty associated with the outcomes at the 

initial investment date. 

C.13.164 The valuation of debt investments requires the consideration of a number of qualitative 

factors to assess the credit risk of the investee. Valuation judgments are supported by an 

income approach and other valuation techniques which reflect these qualitative 

assessments in mathematical-based yield analysis. While an income approach and other 

valuation techniques are sometimes perceived as formulaic, the quantitative nature of 

the methodologies do not override the need for skilled and thoughtful judgment in 

developing significant assumptions consistent with market participant perspectives. 


