FORTIS

WEALTH

Fortis 3rd Quarter Letter 2018
Looking for Bubbles in all the Wrong Places

by Matt Topley

Eleanor Rigby — The Beatles

“All the lonely people

Where do they all come from?
All the lonely people

Where do they all belong?

Ah look at all the lonely people
Ah look...”

Liquor, ladies and leverage for the retail investor

Legendary investor Warren Buffet likes to say there are three ways to go broke: Liquor, ladies and
leverage. "It is crazy in my view to borrow money on securities,” he told CNBC earlier this year.
"It's insane to risk what you have and need for something you don't really need."

After a 10 year bull market in equities, private equity (PE) is now looking for all the “lonely
people” who haven’t yet joined the alternative investment party. U.S. equities certainly aren’t
cheap today, but there are other areas of the economy and investment world that are closer to
bubble territory. In its insatiable hunger for more investors, PE is now pitching average retail
investors—The Joe Sixpacks—as aggressively as lending companies served up zero down, no doc
mortgages to the masses on the eve of the global financial crisis a decade ago. We all know how
that story turned out.

Wall Street wants to help out average investors by offering them access to
private investments

In a recent Wall Street Journal interview, Securities and Exchange Commission Chairman Jay
Clayton, said the SEC wanted to make it easier for individuals to invest in private companies,
including some of the world’s hottest startups. These “opportunities” were once reserved for
institutional investors and ultra-high-net-worth individuals.



https://www.cnbc.com/2018/02/26/buffett-says-out-of-the-three-ways-to-go-broke-liquor-ladies-and-leverage-leverage-is-the-worst.html
https://www.wsj.com/articles/sec-chairman-wants-to-let-more-main-street-investors-in-on-private-deals-1535648208
https://www.google.com/search?ei=37C8W4SSEurM5gK7n4LgCw&q=eleanor+rigby+by+the+beatles&oq=eleanor+rigby+by+the+beatles&gs_l=psy-ab.3..0l3j0i22i30l7.41197.45387..45756...1.0..0.344.3349.8j13j2j1......0....1..gws-wiz.......0i67j33i160j0i13j0i13i30j0i8i13i30j0i22i10i30.f_aKHp14h9Q
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Wall Street wants to help out Mom and Pop investors by offering access to
private investments

Dear Average Investor, Run like hell!
Thanks,
Matt Topley

Needless to say that even if the rules overhaul goes through, Joe Six Pack will not be offered the
same type of private equity fund or venture capital fund that the Harvard Endowment is offered.
I’ll also go out on a limb here and say these offerings may be a little too complicated for most
investors to understand. Trust me. I’ve been working in the investment world for over 20 years
and I still struggle to grasp the fees and valuations methods of the private world.

This latest development could well signal the top of the current private investment boom in the
U.S. There are now 2,700 private market managers in business today, up from number of 502 less
than 20 years ago. (Source: Preqin) This reminds me of the boom in hedge funds in the 1990s which
saw the market grow to 12,000 managers from 500 in a short span of time. Not surprisingly, alpha
disappeared as too many managers were chasing the same ideas. The same scenario could likely
play out in the private world today.

As you can see in the chart below, hedge funds generated a lot of alpha during the 1990s when
there were relatively few players in the market. But after 2000, the number of new hedge funds
exploded and returns predictably went south.

HFRI Equity Hedge: Rolling 3-Year Annualized Alpha
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Is private equity getting too big?

According to Cambridge group, PE returns have lagged the Russell 2000 by 1 percent and the S&P
500 by 1.5 percent for the past five years. In 2015, eight executives at the four publicly traded
private equity firms (BX, KKR, CG and APQO) made a collective $1.9 billion while shareholders
in those same private equity firms lost a collective $13.7 billion.

The Private Equity Pay Gap
PE executives have been richly rewarded over the past three years, while investors
have not

$-9.2B

Executive Pay Shareholder returns

Source: Bloomberg, company filings

Data is for three years ending 2017, Executive pay is total income, including dividends, of eight
top private equity executives, based on which executive salaries those firms disclose, which
changes from year to year. Shareholder returns are how much investors would have made
versus investing in the S&P 500.

Institutions are adding $200 billion per year to private investments, thus leaving private equity
with $1 trillion in excess cash to spend. At, the end of the day, there are simply not enough deals
at reasonable valuations to satisfy demand. It reminds me of 2008-09 when institutions piled into
hedge funds just as their alpha generation was disappearing.

But, PE funds are not paid to hold cash. They need to pay high valuations with a big bet on future
growth. Another big issue is that PE deals are debt dependent. The average PE deal is 65 percent
debt-financed in addition to having an opaque valuation system.
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How will a bear market in bonds affect private offerings?

As Daniel Rasmussen explained in American Affairs Magazine, PE firms typically double the debt
on their balance sheets from 2.5-times EBITA to 5-times EBITA so they are significantly more
levered than a typical public company. Rasmussen said studies from the Canadian Pension Plan
Investment Board (CPPIB) and the Abu Dhabi Investment Authority (ADIA) found the average
ratio of net debt to enterprise value at inception is around 65 percent. By contrast, the typical
Russell 2000 small cap stock is levered at about 16 percent and the typical Russell 2000 large cap
stock is levered at about 18 percent.

From where I sit, it seems we may finally be entering a rising rate environment as the 10 year U.S.
treasury yield breaks out from a 30 year downtrend. If a bond bear market is underway, highly
leveraged companies (particularly small companies with volatile cash flow) will be weighed down
by the cost of debt. Also, high investment activity in the private world is driven by easy access to
credit—something that may be getting harder for PE managers to get in the future.

U.S5. Treasury yields break out from 30-year downtrend

BU.S, 10-year yheld
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Source: Bloomberg Blmmberg ]

On top of that, middle market growth companies, previously the most lucrative segment of the
private equity world, are seeing the most competition as big PE firms move downstream in search
of returns and as family offices increasingly bypass funds so they can invest directly in companies.

—— FORTIS

A— WEALTH

1045 First Avenue —5uite 120 — King of Prussia, PA— 19406 - 610 313 0910 - www.fortis-wealth.com


https://americanaffairsjournal.org/2018/02/private-equity-overvalued-overrated/

FORTIS

WEALTH

This trend has lowered estimates of future returns with longer holding periods. Investors with
recent vintage years now may be held up longer than the average American marriage lasts.
Compare that to small cap value funds that often generate higher returns and can be redeemed
within one day while costing only 25 basis points.

Two things may happening if we are truly entering a bear market in bonds:
1. Investors that previously took on more risk in search of higher returns may now be
content to park their money in tax fee municipal bonds paying at 5 percent interest, and
2. Companies that rely on leverage will see their valuations sink.

The real leverage is private lending.

The Rise of Private Assets Is Built on a Mountain of New Debt

Credit businesses have helped drive the private-equity industry’s expansion, but things could get
awkward when companies hit trouble. As Paul Davies explained in The Wall Street Journal: “In
the world of private deal making, the biggest borrower in town is becoming one of the biggest
lenders too. With so much money chasing buyout opportunities, big and risky deals seem the likely
outcome.”

Davies also said that in recent years, private-equity firms have increasingly got into lending to
buyouts, too—often lending to their own deals. As a result, their credit businesses are “adding to
the huge growth in specialist private debt funds and retail money that has taken place in loan
markets since the crisis. The flood of money into credit has driven down borrowing costs and
cleared out traditional lender protections known as covenants on many loans.”

Credit Approval
Assets under management in global private credit funds
$700 billion
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https://www.wsj.com/articles/the-rise-of-private-assets-built-on-a-mountain-of-new-debt-1518695697
https://www.wsj.com/articles/loan-investors-give-companies-a-break-at-their-own-expense-1501072076?mod=article_inline
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According to Pensions & Investments (P&I) Magazine, total commitments in 2017 to private

lending were 617 percent higher than the $4 billion tracked by P&I in 2010.

Private credit funds now run three times as much money as they did in 2007. Although default
rates are low, interest rates have been benign. On top of that, we know that most lenders will keep
playing until the music stops. It appears the discipline in lending standards has broken down as

“covenant lite” leveraged loans hit another record.

Yet Another Record for US Covenant-Lite Loan Issuance

Covenant-lite share of outstandings, U.S. leveraged loans

Conclusion

A private equity market,
already bloated with
record inflows, is now
being offered to the
general American public
at a time when interest
rates are moving higher
and the investing
discipline is breaking
down. When you see a
600 percent increase in
money  flows, loan
covenants disappearing
and valuations hitting
record levels, PE is not

investor needs in his or her 401(Kk) plan.

what the average retail

I have nothing against private equity. Many PE many firms have admirable track records and
private equity is also an awesome space to drive the economy as capital flows to small business.
But, everything runs in cycles. Money tends to flow to where it’s treated best--until the music
stops. Now is a great time to be a seller to private equity, but | wouldn’t include PE in your 401(Kk)

plan.

Instead, wait until the headlines trumpet the death of
private equity. As Warren Buffet likes to say: “Buy
when there is blood in the streets,” not when it’s
raining covenant lite loans and 14x EBITA buyouts.
For all the lonely people who feel left out of cool
private investments, save yourself a lot of money
and stress: Go buy a small cap value fund at 25 basis
points. You’ll sleep a lot better and have more in
your pocket.

Eleanor Rigby — The Beatles

“All the lonely people

Where do they all come from?
All the lonely people

Where do they all belong?

Ah look at all the lonely people
Ah look...”
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http://www.pionline.com/article/20180219/PRINT/180219868/private-credit-strategies-in-stratosphere
https://www.zerohedge.com/news/2018-09-27/janet-yellen-says-its-time-alarm-loan-bubble-runs-amok
https://www.google.com/search?ei=37C8W4SSEurM5gK7n4LgCw&q=eleanor+rigby+by+the+beatles&oq=eleanor+rigby+by+the+beatles&gs_l=psy-ab.3..0l3j0i22i30l7.41197.45387..45756...1.0..0.344.3349.8j13j2j1......0....1..gws-wiz.......0i67j33i160j0i13j0i13i30j0i8i13i30j0i22i10i30.f_aKHp14h9Q
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About the Author

Matthew Topley | CHIEF INVESTMENT OFFICER
Voracious Reader. Philanthropist. Ally.

Author of the VIEW FROM THE TOP BLOG (http://matttopley.com)

Matt has a unique, global perspective on investing that he gained
from nearly two decades on the trading desk and from studying
abroad. While doing his graduate work, he had the opportunity to
explore the world, studying in Shanghai, Beijing, Toronto and
Prague. Matt’s desire to make a positive difference, both in his
clients’ lives and in the community, is evident both in and outside the
office. In his free time, Matt is dedicated to many charitable
organizations, devoting time and expertise, with a focus on helping
inner-city schools and first-generation college students.

']

Matt sits on the Fortis Executive Committee and serves as Chair of the Fortis Investment
Committee, overseeing the delivery of investment advice and strategy for our clients. A voracious
reader and compassionate educator, he has the ability to interpret complex technical financial
information and simplify it for the benefit of each of his clients. Matt directs the content of our
Fortis INSIGHTS blog, an extension of a daily industry research newsletter he authors, helping
our clients and teammates stay informed about market trends.

Matt holds a Bachelor of Arts from Holy Family University, an MBA from LaSalle University and
a Master of Arts in Organizational Leadership from the University of Pennsylvania. He serves on
the Board and is Chairman of the Endowment Committee for BLOCS and Holy Family University.

When asked what makes the Fortis investment philosophy stand apart from other wealth
management firms, Matt shared:

“Our goal is to provide clients with an unbiased roadmap for
investing, minimizing emotional influences and focusing on the
factors that they — and we, together — can control.”
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For over 100 years, Fortis Wealth has teamed with families to help protect, manage and grow
their wealth.

As a true family office, our mission is to enhance our client’s return on life. We help our clients
achieve what is important to them by bringing clarity to financial decisions and by helping them
articulate and achieve their life goals.

Focusing on more than just investable assets, we view our families from a global perspective and
understand their entire financial world. This approach positions Fortis to add significant,
measurable value in the areas of accounting, tax, estate planning, wealth management and
philanthropy.

Managing wealth is easier with a team of experienced, knowledgeable, independent professionals.
Fortis has earned the role of an entrusted advisor and is a valued resource for all family financial
decisions.

Investment advisory services are provided by Fortis Advisors, LLC. Fortis Advisors, LLC is a
Pennsylvania-based investment advisor registered with the Securities and Exchange Commission
under the Investment Advisor Act of 1940. Past performance does not guarantee future results.
Fortis Wealth is a wholly-owned subsidiary of Fortis Partners, LP and is a registered investment
adviser with the Securities & Exchange Commission.

This presentation outlines research and is not an offer to sell or a solicitation to buy any
securities. This is intended for the general information of the clients or potential clients of Fortis
Wealth. Any investment information does not consider the objectives, financial situation or needs
of individual investors. Before acting on any advice or recommendation in this material, a client
must consider its suitability and seek professional advice, if necessary.

The material contained herein is based on information we believe to be reliable, but we do not
represent that it is complete or accurate, and it should not be solely relied upon as such. Any
opinions or suggestions as of the date written may change without prior notification.

No part of this material may be copied or duplicated in any form by any means and may not be
redistributed without the consent of Fortis Wealth.

If you would like to receive a copy of our Form ADV Part 2a or any other information, please
contact Matt Topley at mtopley@fortis-wealth.com, or call (610) 313-0910.

Additional information about Fortis Wealth is also available on the SEC’s website at
www.adviserinfo.sec.gov.
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