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A PRIMER ON HEALTHCARE
ROYALTY & CREDIT INVESTING

Bond markets have historically played an important role
for investors seeking to build well-diversified investment
portfolios. Fixed income assets can offer a stable source
of current income and lower volatility than equities
while providing meaningful diversification benefits due
to their negative correlation with stock markets returns.

However, several market trends that are unfolding have
led investors to rethink the composition of their fixed
income portfolios.

One of the most notable trends has been persistently low
interest rates over the last decade, which has dampened
yields. Further, the diversification benefits of traditional
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fixed income securities may be overstated in today’s
market environment, as a downturn in the economy could
cause stock and bonds prices to fall in unison.

In response to this shifting investment environment,
investors and their advisors continue to look to
alternative asset classes to enhance their return profiles.
One potential solution has been healthcare royalties and
structured credit investments, which have demonstrated
the ability to generate significant yield premiums over
traditional fixed income assets while exhibiting low
correlation to equity markets.
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HEALTHCARE ROYALTIES OVERVIEW

Royalties have become an increasingly prominent
tool throughout the healthcare industry. Inventors
of new drugs and medical devices typically lack the
resources to produce and distribute their products at
scale, leading them to enter into licensing agreements.
Under these agreements, intellectual property holders
sell the rights to their product to receive contractual
payments based on future revenue streams, allowing
them to retain an economic interest in the product
and participate in revenue upside as production scales.
However, these entities may be motivated to monetize
their future cash flows by selling their royalty interests
to third-party investors. For example, a university that
has created a successful drug may be more inclined to
receive a lump sum payment that can be re-invested
into a diversified portfolio or used to invest in new
buildings than to receive ongoing payments from a
single product.

As an alternative to selling royalty interests, many
small biotech companies that own this intellectual
property seek to take out structured loans as a means
of fundraising. These companies often need capital to
invest in R&D to diversify their businesses and may
find borrowing against their intellectual property to be
an appealing option. Investors can often capitalize on
these opportunities and receive sizable vield premiums
relative to public debt markets while adding additional
diversification to their portfolios.

INVESTMENT CHARACTERISTICS

The market for healthcare royalties and structured
credit investments offers a compelling opportunity
for experienced managers. Royalties provide investors
with annuity-like income streams, allowing them to
realize returns on their investment almost immediately
due to the contractual payments associated with
these agreements.

While the income generated from these investments
resembles an annuity payout, healthcare royalties have
traditionally offered a meaningful yield premium over
traditional fixed income investments, in part because
competition for deals is somewhat limited. iCapital has
observed that the current competitive landscape for

healthcare royalties and structured credit is relatively
small, with only a handful of experienced institutional
managers of scale competing in this space. Barriers to
entry are also high, as executing deals in this market
typically requires a strong, established network to
source opportunities, as well as the ability to understand
the complexities of a deal from both a scientific and
financial standpoint. Traditional Wall Street lenders are
not equipped to be active participants in this market
due to the complex nature of the diligence process,
the expertise required, and the risks associated with
investing in small businesses or institutions.

While the income generated

from these investments
resembles an annuity payout,
healthcare royalties have
traditionally offered a meaningful
yield premium over traditional
fixed income investments,

in part because competition

for deals is somewhat limited.

As a result of these dynamics, we've seen that
managers typically seek to price their transactions to
generate low- to mid-teens returns. By comparison,
the vyield on 10-year U.S. Treasury bonds is currently
below 2%." Further, royalty investments contain the
potential for upside if revenues of the underlying
product exhibit meaningful growth, while structured
credit investments typically include warrants that allow
investors to capture equity appreciation.
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In addition to the attractive return profile of royalties and structured credit investments, these deals can often
provide investors with significant diversification benefits and downside protection. Most commercial drugs
and medical devices are protected under patent laws (normally the life of a patent is 20 years from the date of
original filing), mitigating the potential for competing products to emerge and capture market share. Returns for
healthcare royalties also tend to have a low correlation to equity returns. Payments made from these investments
are linked to sales of drugs and other healthcare products, which have historically exhibited steady growth,
even during economic downturns.?

DRUG REVENUES UNCORRELATED TO EQUITY MARKETS
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DEFENSIVE NATURE OF THE HEALTHCARE INDUSTRY

There are several trends in the healthcare industry that are expected to drive future spending growth and further
mitigate downside risk for royalty investors. Most notably, the U.S. currently spends approximately 18% of GDP
on healthcare. This figure has been growing rapidly for several decades and is expected to reach 20% by 20273

Expenditures on Health, %/ of GDP
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Growth in spending has been driven largely by shifting demographics throughout the world. Seniors, who
represent an increasing percentage of the overall population, tend to spend significantly more on healthcare than
younger generations. In the U.S., per capita healthcare spending totals nearly $17,000 annually for individuals
aged 65-84 and over $32,000 per year for adults over the age of 84, compared to $4,500 per year for adults
aged 19-44 .4 Given that this tends to be non-discretionary spending, revenues generated from healthcare
products are expected to remain robust even if the U.S. experiences an economic downturn.
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LICENSING DEAL IN THE BIOPHARMACEUTICAL INDUSTRY IN NORTH AMERICA
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Further, as healthcare spending continues to rise
and new products enter the market, the number
of licensing deals completed each year has held
strong. Over each of the last five years, the North
American biopharmaceutical industry has produced
between 400 and 600 licensing deals®, creating an
expanding opportunity set for investors to purchase
royalty interests.

These two trends — rapid growth in healthcare
spending and a steady stream of new licensing deals
— have combined to create a compelling market
opportunity for investors in healthcare royalties. As a
higher volume of revenue flows to intellectual property
holders via licensing agreements, healthcare royalty
investors appear well-positioned to find attractive
investment opportunities and produce strong risk-
adjusted returns.

INTEGRATION INTO A
DIVERSIFIED PORTFOLIO

Given the existing investment opportunity in healthcare
royalties and structured credit investments, a growing
number of investors have turned to this asset class
as a solution to increase diversification and enhance
the risk/return profile of their portfolios. The current
income and downside protection associated with
healthcare royalty investments make them a natural
fit to replace a portion of an investor’s fixed income
allocation. As part of a broader portfolio, healthcare
royalties and structured credit investments can
produce meaningful diversification benefits due to their
low correlation to equity markets, while generating
considerable yield premiums over more traditional
fixed income securities.




END NOTES

! Source: The Wall Street Journal. As of September 2019.
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IMPORTANT INFORMATION / DISCLAIMER

This material is provided for informational purposes only and is not intended
as, and may not be relied on in any manner as legal, tax or investment advice, a
recommendation, or as an offer to sell, a solicitation of an offer to purchase or
a recommendation of any interest in any fund or security offered by iCapital.
Past performance is not indicative of future results. Alternative investments
are complex, speculative investment vehicles and are not suitable for all
investors. An investment in an alternative investment entails a high degree
of risk and no assurance can be given that any alternative investment fund’s
investment objectives will be achieved or that investors will receive a return
of their capital. The information contained herein is subject to change and is
also incomplete. This industry information and its importance is an opinion
only and should not be relied upon as the only important information available.
Information contained herein has been obtained from sources believed to be
reliable, but not guaranteed, and iCapital Network assumes no liability for the
information provided.

This information is the property of iCapital Network. No part of this material
may be reproduced in any form, or referred to in any other publication, without
express written permission.

Products offered by iCapital are typically private placements that are sold
only to qualified clients of iCapital through transactions that are exempt

from registration under the Securities Act of 1933 pursuant to Rule 506(b) of
Regulation D promulgated thereunder (“Private Placements”). An investment in
any product issued pursuant to a Private Placement, such as the funds described,
entails a high degree of risk and no assurance can be given that any alternative
investment fund’s investment objectives will be achieved or that investors will
receive a return of their capital. Further, such investments are not subject to
the same levels of regulatory scrutiny as publicly listed investments, and as a
result, investors may have access to significantly less information than they can
access with respect to publicly listed investments. Prospective investors should
also note that investments in the products described involve long lock-ups and
do not provide investors with liquidity.

Securities may be offered through iCapital Securities, LLC, a registered broker
dealer, member of FINRA and SIPC and subsidiary of Institutional Capital
Network, Inc. (d/b/a iCapital Network). These registrations and memberships in
no way imply that the SEC, FINRA or SIPC have endorsed the entities, products
or services discussed herein. iCapital and iCapital Network are registered
trademarks of Institutional Capital Network, Inc. Additional information is
available upon request.
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