Executive Summary
As institutional investors reconsider their relative allocations to equities and
fixed income in the wake of the global financial crisis, we believe they should
consider the attractive opportunities presented by investing in secured loans.
While institutions with allocations to corporate sub-investment grade credit
have traditionally focused on the high yield bond market, secured loans may
provide exposure to a similar universe of corporate issuers but with
advantages over high yield bonds. Unlike high yield bonds, the loans
generally have the following features:
• Are secured by the operating assets of the borrowing company
• Present a higher expected recovery rate in the event of default
• Show lower secondary market price volatility
• Offer the duration advantages of a floating rate asset class
• Provide access to private monthly management accounts
•	Involve protective covenants that provide more timely and
more forceful control over borrowers
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Despite the recent problems with leveraged loans, secondary market prices
of loans have now recovered following the unwinding of excessive leverage.
Consequently, we believe the unprecedented drop in loan prices in 2008 and
2009 is unlikely to be repeated because the overly leveraged investors have
been removed from the market. The new issue market for loans is re-opening,
and we consider terms for new deals to be much more favourable with respect
to potential returns and the strength of lender protection through security,
leverage and covenant packages. The forthcoming vintage of loan origination
is likely to provide more favourable return for the lowest risk that has been
seen in the market for some time. We believe investors can achieve attractive
returns with low volatility by investing in a secured asset class without the
need to leverage their investment.
In the following article, we explain our view of how the US and European
leveraged loan markets work and examine their evolution from the introduction
of the single European currency through to the recent credit crisis. Considering
the outlook for the market, we argue the potential benefits institutional
investors could derive from an allocation to leveraged loans.

Rethinking Asset Allocation Choices
Shifting from equities
Recent volatility in the equity and bond markets is causing many institutional
investors to review their asset allocation choices. A breakdown in confidence
in the traditional view that over the long term equities will deliver steady
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growth that exceeds inflation may have led a number of them to reduce their
allocation to equity markets and look for other asset classes that may provide
a more predictable return profile.

Investment grade corporate
bonds had initially been
considered the new safe
haven, and certainly this is
an asset class that provides
transparency and liquidity.
However, as more money
flows to this asset class,
spreads are compressing.

The fixed income markets have been a major beneficiary of this shift. Determining
expected return in the equity markets requires forming a view of likely growth
in earnings and profits over the investment horizon, which is very hard to do. By
contrast, returns from fixed income (assuming the intent is to hold to maturity)
are defined at the point of investment by the coupon and knowledge that
the principal is expected to be returned by contract at maturity. Rather than
take a view on equity market growth, the investor must analyse the risk of
default of the issuer and the expected loss following default. Each of these
risks can be estimated through detailed credit analysis, particularly in the
case of corporate credit where the investor has access to detailed financial
information on the borrower.
Asset classes within fixed income
Within the fixed income universe there are a variety of asset classes for investors
to consider. The major asset classes are government bonds, investment grade
corporate bonds and sub-investment grade corporate bonds and loans. Exhibit 1
shows the yields on these different categories of credit since 2003.
Exhibit 1 – Yields on Global Fixed Income Asset Classes
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bonds generally deliver slim returns and may no longer be the
risk-free universe they were once regarded. Ballooning budget deficits and levels
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debt in the US, UK and parts of continental Europe give investors
many more issues to consider before investing in sovereign debt. Investment
grade4 corporate bonds had initially been considered the new safe haven, and
certainly this is an asset class that provides transparency and liquidity. However,
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deficit that may need to be made up. At this point many investors may begin to
consider the higher returns on offer in the sub-investment grade market.
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Consider loans, not just high yield bonds
Most investors consider high yield bonds as the only instrument available
to them within the sub-investment grade corporate space. However, the
US leveraged loan market is almost as large as the high yield bond market
at $800bn of loans outstanding;1 while in Europe, most companies borrow
predominantly via bank loans rather than by issuing bonds.

Most investors consider high
yield bonds as the only instrument
available to them within the subinvestment grade corporate space.
However, the US leveraged loan
market is almost as large as the
high yield bond market at $800bn
of loans outstanding; while in
Europe, most companies borrow
predominantly via bank loans
rather than by issuing bonds.

Loans have historically been the domain of the banks. Loans are not securities,
and do not clear through a standardised clearing system. They settle through
the physical execution of legal documents and require a higher degree of
administration than a corporate bond. They are based on a floating interest
rate, so Euribor/Libor settings and terms need to be noted. Lenders regularly
have to respond to requests from borrowers for waivers to various terms of
the loan documentation.
For these reasons, institutional investors, particularly in Europe, seem to have
been slow to embrace loans as an asset class. However, over the last 10 years
the emergence of asset managers specialising in loan investment has made
the asset class more accessible to less specialised investors.

How Senior Secured Loans Work
When a company borrows from a bank, it typically does so via a loan. The loan
is a bilateral agreement between the lender and the borrower. Banks are keen to
lend to investment grade corporates and do so at rates typically lower than those
available to the same company in the bond market. The banks aim to make up
the difference by selling other services to the company like foreign exchange,
derivatives and advisory, all of which command high fees and which companies
often source only from banks that agree to provide them with loan financing.
The sub-investment grade market is very different. In Europe, the majority
of sub-investment grade borrowers are, or originally were, the subject of
private equity-sponsored leveraged buyouts (“LBOs”). In the US, privateequity-backed LBOs account for approximately half the market. In these
deals margins are higher to reflect the greater leverage applied to the
businesses through the buyout and the absence of the corporate banking
dynamics that drive traditional corporate facilities tighter. These are what
are often referred to as “leveraged loans”.
In a typical deal, a private equity sponsor would put up between 30% and
70% of the purchase price of the business, then arrange an underwriting for
a syndicated bank loan to finance the balance. A number of the larger banks
(for example, JP Morgan, Bank of America, Deutsche Bank, RBS) specialise in
underwriting this sort of loan. Once the private equity firm wins the bid for
the company, the underwriting bank seeks to syndicate the loan to other banks
and to institutional investors. Whilst bank buyers may further syndicate their
position, institutional investors will generally retain the loan as their investment.

1 Credit Suisse Leveraged Finance Update, May 3, 2010.
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The loan is actually a collection of facilities ranking pari passu (on equal
footing), typically consisting of a revolving credit facility, an amortising
term loan A (TLA), and bullet maturity term loans B and C (TLB, TLC).
Banks participate across all the tranches while institutional investors focus
on the TLB and TLC parts, which are termed the “institutional tranches”.

Loan investors are used to
performing more detailed
due diligence on companies
that are less well known and
may have shorter operating
track records. Typically this
will be the case when a private
equity sponsor is seeking
financing for a new LBO.

A public rating is generally not required to ensure a successful syndication
of the loan. Loan investors are comfortable forming their own view of the
credit quality of the borrower through extensive due diligence. However,
in the US and in some cases in the European market, the loan may be
publicly rated and in many cases may have been privately rated. Typically
borrowers in this market, were they to be rated, would in our opinion
obtain sub-investment grade ratings in the BB to B range.2
Very well known issuers such as Wrigley’s, Citco and Amadeus are represented
in the loan market, with other companies ranging from high street retailers
such as Michael’s stores, J Crew and Boots, to large chemicals companies
like Celanese and Ineos. Cable and telecommunications companies such
as Crown Castle, Virgin Media or NTL and many other businesses from
a variety of different industries, also use the loan market.

Leveraged Loans vs. High Yield Bonds
High yield bonds and leveraged loans are issued by very similar sorts of
businesses. Most high yield bond issuers will also have a bank loan in
place, but not all borrowers via bank loans will want to or be able to
access the high yield bond market.
The success of a high yield bond issue typically depends on the ability to
build a large and diverse pool of investors. This requires the borrower to be
well known and have a business that is easily understood to a wide range
of investors. It also requires public disclosure of key financial information
and typically a public rating.
Loans are different. They will often be syndicated to a smaller group
of investors, each taking a slice of the loan. Loan investors are used to
performing more detailed due diligence on companies that are less well
known and may have shorter operating track records. Typically this will
be the case when a private equity sponsor is seeking financing for
a new LBO.

2 All references to rated bonds in this paper are based on Standard & Poor’s nomenclature.
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In addition to this, there are some fundamental differences between the
two forms of borrowing. Loans typically have the following characteristics
that bonds generally do not:
Secured on the operating assets of the borrower

Leveraged loans are secured
on the assets of the operating
company, in contrast to bonds,
which are generally unsecured
and issued at the holding company
level. This is why they are often
referred to as “secured loans”.
This gives lenders a priority claim
on the assets of the business
in the event of a default.

Leveraged loans are secured on the assets of the operating company,
in contrast to bonds, which are generally unsecured and issued at the
holding company level. This is why they are often referred to as “secured
loans”. This gives lenders a priority claim on the assets of the business in
the event of a default.
Higher recoveries
As a direct consequence of their secured nature, if the borrower defaults,
recoveries under the loan generally will be greater than recoveries under
the high yield bond, unless there is a senior claim and inadequate asset
coverage. Typically loan recoveries have been between 50% and 100%,
while recoveries on bonds have been between 0% and 50%. Specifically,
between 1982 and 2009, average global corporate debt recovery rates
on first-lien bank loans were 65.6% while the comparable figure for senior
unsecured bonds was 36.6%.3
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3 “Corporate Defaults and Recovery Rates 1920 – 2009,” Moody’s Investor Service, February 2010.
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Floating rate asset class

A loan investor has access to
more detailed information on a
timelier basis than a high yield
bond investor and should therefore
be able to make more informed
investment decisions.

Loans typically pay a floating rate of interest made up of a Libor or Euribor
base rate, plus an additional margin to compensate for credit risk. Bonds, by
contrast, are typically fixed rate instruments with a maturity of 7 to 10 years.
The credit spread is built into the fixed rate as a margin over a government
bond of a similar maturity. Since they have a higher duration and the yield
curve is positive, bonds pay a higher coupon than loans.
The long duration of the bond is of value to an investor, like a pension fund, who
is trying to match longer-dated liabilities. However, the longer duration of bonds
over loans also makes their values more sensitive to movements in the yield curve.
If interest rates rise or fall, the secondary market price of the bond will fall or rise,
respectively, by much more than that of a loan in the same situation, contributing
to the greater volatility of bonds vs. loans as demonstrated in Exhibit 2.
If interest rates rise, the loan investor may also benefit from a higher Libor/
Euribor reset on the next coupon roll date; if rates decline, the reverse is true.
Access to private, monthly, management accounts
In Europe, loans are private instruments; and in the US, a large proportion of
the market is private. The lender receives monthly management accounting
from the borrower detailing current trading, revenues and expenses. Bonds
are public, so investors are restricted to trading on the basis of publicly
available information and are denied unrestricted access to management
and their projections.
A loan investor has access to more detailed information on a timelier basis
than a high yield bond investor and should therefore be able to make more
informed investment decisions.
More protective covenants
Both loan and bond documentation contains restrictive covenants. Loan
documents contain covenants that, amongst other things, limit the ratio
of debt to earnings and require a minimum level of interest coverage to be
maintained. These covenants are typically tested quarterly by the agent
bank, and if they are breached, senior lenders may decide to enforce their
security and take control of the borrower. Bond covenants are not typically
tested on a regular basis but instead are generally reviewed only when the
borrower plans to take on new debt or pay an equity dividend.
This key difference between bonds and loans allows loan investors the right
to modify the terms of their agreement on an ongoing basis. If a borrower
knows that he risks breaching a covenant, he must seek a waiver from the
lenders and will most likely be asked for a fee or wider loan margin in return.
Size of the market
Exhibit 3 shows the evolution of the loan market and the high yield bond market
since 2001. For the European market, the graph shows that since 2005, the
loan market has overtaken the high yield bond market in notional amounts
outstanding. Data for the loan market include only the institutional tranches,
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which6 are those held by non-bank investors and traded freely between holders
in the secondary market. This contradicts conventional wisdom in Europe, which
is that4 the bond market is deeper and more liquid than the loan market. In fact
the loan market is bigger, even when considering only the institutional tranches.
In the2 US, both the loan and the high yield bond markets are much larger, with
loans outstanding representing around 75% of the high yield bond market.
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Bond holders are typically unsecured and do not have this right. Nor do they
have timely access to the information that would lead them to conclude that
a senior debt covenant has been breached. They rank lower than the junior
secured lenders when it comes to allocating residual value in the business
following default and take whatever is left after secured lenders have been
fully repaid.

While the US leveraged loan
market has been well established
for several decades, the concept
of a “European loan market” is a
fairly new one and one that was
impossible to contemplate prior
to the introduction of the euro in
1999. Prior to this, the market was
dominated by local banks lending in
their local currencies to leveraged
buy-outs (LBOs) in their region.

Restructuring process
In practice, senior lenders rarely seek to take control of the business through
enforcing their security. They are unlikely to have the specialised skills
required to run the business. So the rights of senior lenders are typically
used to pressure the equity sponsors to address shortfalls in business
performance. Investors in distressed debt are an exception to this trend.
They are likely to have a great deal of experience taking a company in
and out of bankruptcy and may well exercise their rights specifically to
take control of the business.
Once a potential covenant breach is identified, the senior lenders typically
form a restructuring committee to communicate with the borrower and its
equity sponsors. They may request an independent business review, based
again on access to material, non-public information. The committee may
hear plans for restructuring put forward by the business, submit its own
plans for acceptance by the majority of senior lenders and approach
alternative providers of capital to the business if the existing owners show
reluctance to propose a solution. Ultimately the senior lenders vote on the
approach to adopt.
This is in contrast to an investor in a high yield bond issued by the same
company. They may not have access to the same level of information as
the senior lender and may not enjoy as much influence over the final
restructuring outcome.

Evolution of the Loan Market
While the US leveraged loan market has been well established for several
decades, the concept of a “European loan market” is a fairly new one and
one that was impossible to contemplate prior to the introduction of the euro
in 1999. Prior to this, the market was dominated by local banks lending in
their local currencies to leveraged buy-outs (LBOs) in their region. Following
the introduction of the euro, this situation persisted, but a number of banks
emerged to dominate the leveraged finance scene. These banks made a
business out of originating and syndicating leveraged loans, but also retained
large proportions of the deals they arranged, making banks the dominant
participants in the market. This was in marked contrast to the US, where
banks had long since been dis-intermediated from the process, arranging
deals, but then selling them on to institutional investors, predominantly
insurance companies and mutual funds. As a by-product of this, it became
market practice for a US borrower to obtain a public rating when borrowing
through the loan market.
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maturity date in the underlying
portfolio, avoiding refinancing
risk and potentially locking in an
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their investment to maturity
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2016
2017
in Exhibit 2010
7.
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Exhibit 7 – Secondary Loan Weighted Average Bids
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Thus
the collapse in loan prices during 2008 was triggered primarily by an
150
unwinding of the excessive leverage applied to this asset class. It was not
directly related to weakness in the underlying borrowers, although this was
100
to follow
as the credit crisis took hold and its impact filtered through into the
real economy.
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During 2009, global demand was impacted by the credit crisis. The auto
manufacturing sector, amongst others, was severely affected and dramatically
0
reined
back production. This had a knock-on effect on all of their suppliers
2010
2011
2012
2013
2014
2015
2016
2017
and related industries. Earnings in auto-related businesses started to show
signs of weakness, and the number of leveraged borrowers forced back to the
20
negotiating
table
with their senior lenders increased. This scenario played out
Europe Actual
Base Line
Forecast sectors such as building materials and chemicals.
in other troubled
industry
15

US Actual
Base Line Forecast

Percentage (%)

However, against this backdrop, loan prices enjoyed the strongest rally ever
witnessed,5 on the back of evidence that the sell-off in 2008 and early 2009
had 10
been driven by the unwinding of leverage and an indication that, at their
lows, prices had far overshot the price level that fairly represented the level
of stress in the underlying borrowers and the likely recovery in any default.
5

($bn)

S&P data show that average spreads on BB-rated loans in the secondary market
at the0 end of June 2008 were 1213 bps over Euribor, whereas the US market
Jan anJan
Jan discounted
Jan
Jan spread
Jan
JanLibor
JanplusJan
Jan By
JanlateJan
Jan
recorded
average
of
1198bps.
March
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
2010, the rally in loan prices had pushed this down to 462 bps over Euribor
and600
358bps over Libor, respectively. In contrast, the average spread offered on
US Market
the same quality assets in the new issue loan market had risen to 489 bps over
European Market
500 6 We believe the primary markets are now offering better yields than
Euribor.
those of the secondary markets for the first time since the crisis. We believe this
400
is partly due to the rally in secondary prices, but also due to investors’ ability to
dictate
300 more favourable terms on new issues in the post-crisis environment.
200
5 Standard & Poor’s, LCD Leveraged Loan Review – US/Europe 1Q10.
6 Standard & Poor’s, “LCD EUR Topical: Secondary, primary loan spreads fall into step,” March 2010
100
and
Standard & Poor’s, “LCD Quarterly Leveraged Lending Review 1Q10”.
0
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assets. The rally in prices during 2009 was most remarkable for assets rated CCC

With the leveraged investors
generally removed from the
system, we believe a repeat of
the precipitous fall in loan prices

60
or lower.
Not surprisingly, managers looking to benefit from a likely rally in loan
prices had avoided the riskier end of the market. But this may have caused them
40
to miss
out on one of the more vigorous recoveries. Since the most universally
accepted benchmark for the leveraged loan market, the S&P ELLI in Europe and
20
the LSTA in the US, contains a representative component of CCC assets, managers
who chose to avoid these riskier securities have found that, while absolute returns
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earnings remain subdued. The

With the leveraged investors generally removed from the system, we believe
a repeat
of the precipitous fall in loan prices witnessed in 2008 and 2009
3.0x
is highly unlikely, even if corporate earnings remain subdued. The gains in
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secondary market prices in 2009 are unlikely to be repeated, but with primary
markets
offering wide spreads and stronger deal structures, we believe the
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loan market offers the potential for exceptional opportunities.
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What factors do we believe will affect performance of the market in 2010 and 2011?
The110
wall of refinancing and the default outlook
The rapid growth in loan issuance between 2005 and 2007 has resulted in
100
a significant
volume of loans outstanding in the market. Ultimately these loans
will 90
approach maturity and need to be repaid or refinanced.
Price (%)

exceptional opportunities.
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Leveraged
loans have typically been structured with a maturity of 7 to 9 years,
80
so the loans raised between 2005 and 2007 will be due to be refinanced
70
between
2012
and 2016. The greatest refinancing pressure is expected to
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shown in Exhibit 8). How will this be
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Much has been made of the risk
of increased defaults posed by this
pending wave of refinancing. If the
capital markets are not open to
allow refinancing of these facilities,
then the borrowers may default. In
reality, however, borrowers have
been swift to address the issue.

Much has been made of the risk of increased defaults posed by this pending
wave of refinancing. If the capital markets are not open to allow refinancing of
these facilities, then the borrowers may default. In reality, however, borrowers
have been swift to address the issue. The simplest solution is an “amend to
extend” execution in which the lenders agree to extend the maturity of the
existing facility in return for a lift in margin. Recent examples of borrowers who
have successfully extended the maturities of their debt include Virgin Media,
UPC, Telenet, Yell and Smurfit in Europe, and a wide array of companies have
done the same in the US.
Others have turned to the bond markets to raise longer-dated capital with
which to repay loan facilities. During the first 10 months of 2009, ¤14.3
billion was raised in the bond market and according to S&P, 14% of this was
specifically earmarked for the refinancing of bank debt. During 2009, the US
market saw $164 billion of new issue high yield bonds.7 Other borrowers have
sought to raise equity capital through an IPO, with some of the proceeds
reserved for the same purpose.
All of these solutions require the consent of senior lenders and the request for
consent is generally accompanied by a margin uplift and consent fee. So the
threat of refinancing is actually becoming a virtue for the market, reinforcing
the trend toward higher margins on loans and lower leverage.
There is still risk in the refinancing wall, but the risk declines with each new
loan, bond or equity capital raise. By the time 2014 arrives, we believe it will
be only the weakest who will hit the wall and trigger default.
As a result, rating agency expectations of future defaults have moderated
considerably over the last few months. In a recent report, Moody’s recorded
annual speculative grade default rates for the US and Europe combined of
13% for 2009. This is triple the level recorded in 2008 of 4.4%; however, in
the same report Moody’s forecast that the default rate for 2010 will fall
sharply to 3.3%.8 S&P are less optimistic, forecasting 8.7% for the end of
2010.9 Exhibit 9 illustrates historic and forecast speculative grade default
rates in Europe and the US.10

7
8
9
10
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Standard & Poor’s, January 2010.
Moody’s Investor Services, February 2010.
S&P Ratings Direct Global Credit Portal, April 2010.
Moody’s Investor Services, March monthly default report, 8 April 2010.
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An attractive opportunity in the primary market for leveraged loans
Increasing
volume in the primary loan market is predicated on a few key
400
factors. High yield has dominated leveraged finance new issuance during
30011
2010.
However, high yield is unlikely to replace secured loans as private
equity
LBO sponsors’ leverage instrument of choice. We believe it has
200
certain disadvantages for the issuer over a secured loan:
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the pipeline of new issuance.
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2000

•	A100requirement for a public disclosure of financial information and
typically
a public rating
0
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• A time-consuming
and2002
expensive
investor
roadshow

2008 2009

1Q10

•	The inclusion of non-call periods and pre-payment penalties limit the
sponsors’ flexibility
•	A lack of reliability – the market shuts down rapidly at times of market stress
•	Large, diversified pools of investors with whom negotiation of subsequent
amendments is difficult and costly
Many companies that can access this market have done so and have used the
proceeds to repay outstanding bank debt and extend their maturities. This
is positive in that it relieves the refinancing burden the loan market would
otherwise bear, but it is not suitable for all circumstances. Many successful
companies currently financed through bank loans do not fit the profile for a
successful high yield bond issue.
In Europe in particular, the high yield market has also proven to be a very
unreliable source of LBO financing. Concerns about Greece and other
European sovereigns in general have introduced volatility into the high
yield market and slowed the pipeline of new issuance.

11 Standard & Poor’s, LCD European Weekly Topicals, June 8, 2010 and Standard & Poor’s
Leveraged Loan Review – US/Europe 1Q2010.
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The loan market provides LBO sponsors with a more consistent source of
financing
with a universe of investors used to dealing with private information
100
and the complexities of financing a business that may not have previously
existed in the form being financed. So as LBO activity increases, we believe
50
the loan market will provide more of the financing required than the high yield
bond market.
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15 middle of 2007, investors in loans were typically CLOs, prime, hedge
In the
and high-yield funds as well as banks. New issuance of CLOs has now mostly
ceased,
10 leveraged credit funds have had their leverage diminished and banks
are staring into an increasingly uncertain environment with respect to capital
ratios and balance sheet growth. This, coupled with a reduction of new LBO
5
activity, contributed to a sharp reduction in primary loan issuance during 2008
and 2009 ( Exhibit 10).
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We believe a number of factors may be leading to the recent resurgence in
the leveraged loan new issue pipeline:
•	Accelerating loan repayments triggered by bond refinancing and LBOs
are delivering cash to existing CLOs, whose structure encourages them
to re-invest quickly in new issue loans
•	Private equity sponsors with cash to invest but with reduced access to
leverage have chosen to finance acquisitions initially through equity, aiming
to refinance at a later date as debt becomes available, triggering an increase
in LBO activity and resulting leveraged loans
•	In the face of an increasing requirement for loan financing, terms on new
issue loans have been improving to levels that appeal to institutional
investors without the need to apply additional leverage

bnymellonassetmanagement.com
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The influx of new institutional

The delicate balance of these three factors may have led to a pick-up this
year in the primary loan pipeline and led to the conclusion by some that
2010-vintage loans are likely to provide some of the most attractive risk/
return opportunities in recent history. This, in turn, may be attracting
institutional investors to the market on an unlevered basis, seeking
stable, single-digit returns from a secured asset class that can
potentially deliver those returns with low volatility and low risk.

participation and may further

The influx of new institutional money to the loan market is offsetting
the reduction in bank participation and may further grow to offset the
declining participation of CLOs in the market as they reach the end of
their investment period.

grow to offset the declining

Strengthening in new issue terms

money to the loan market is
offsetting the reduction in bank

participation of CLOs in the
market as they reach the end
of their investment period.

The strengthening trend has already begun and recent new issues in
the secured loan market have demonstrated improved terms on new
loan financings.
Private equity LBO sponsors are now providing more of their own money
(between 40% and 60% of the purchase price), which by definition reduces
the amount of leverage in deals. According to S&P, the average equity
contribution by sponsors to deals in 2009 was 53.1% for Europe and
51.91% for the US. This compares with averages of 33.6% and 32.91%
at the peak of the market in 2007.12
The average leverage multiple for new issue European leveraged loans
during 2009 stood at 3.4x EBITDA for senior debt and 4.2x EBITDA for
total debt. This compares to 4.1x senior and 5.2x total in 2008 and 5.3x
senior and 6.1x total at the peak of the market in 2007. Similarly, at the
end of 2009 the average leverage mulitiple based on EBITDA for senior
debt in the US was 3.7x and 4.1x in terms of EBITDA for total debt. In
the US, these figures were 4.4x and 5.0x respectively at the peak of
the market in 2007.13
Covenant packages have been strengthened and financial terms have
been improved. Recent secured loan issues have come at spreads of
350 bps to 500 bps over Euribor/Libor, have offered up-front discounts
of up to 2% and in some cases have provided floors on Euribor/Libor,
which set an interest rate for the level of Euribor/Libor. This compares
to spreads of 200 bps to 325 bps with no up-front discount or Libor
floors prior to the crisis.14

12 S
 tandard & Poor’s, European Private Equity Report, March 2010 and Standard & Poor’s LCD
Leveraged Loan Review, US/Europe 1Q10.
13 Standard & Poor’s, January 2010.
14 Standard & Poor’s LCD Leveraged Loan Review, US/Europe 1Q10.
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If the better known borrowers
are refinanced in the high yield
bond market and the less well
known, but strong performing
borrowers are refinanced in the
loan market, we believe there will
remain a universe of borrowers
still struggling to access capital
markets. These are the weaker,
more levered borrowers who
fail to fit the criteria of the
high yield market.

S&P’s summary data on secured loan deals from the first quarter 2010 shows a
trend toward issues with wider margins, lower leverage and higher contributions
by private equity LBO sponsors.15 In Exhibit 11 we summarize a sample of recent
new issues that illustrate this trend along with two notable exceptions. These
are IMS Healthcare and Virgin Media. The first was a large cross-border deal,
deriving much of its demand from the tighter US market and the second a
strong BB credit, neither typical of run-of-the-mill issuance.
Exhibit 11 – Recent New Issue Loans
Borrower

Allocation

Country
of
Issuance

Senior
Loan
Margin

Issue
Price

Senior
Leverage

Industry

Lamar
Advertising

April
2010

US

300bp
Libor
Floor

99.50

3.2x

Billboard
Advertising

Dealer
Computer
Services

April
2010

US

350bp
Libor
Floor

99.25

3.8x

Software

Affinion

April
2010

US

350bp
Libor
Floor

99.00

1.9x

Affinity
Programs

CF Industries April
2010

US

300bp
Libor
Floor

99.50

1.1x

Fertilizers

Spotless

March
2010

EUR

500bp

99.00

4.0x

Cleaning
products

Matalan

March
2010

EUR

500bp

99.00

1.0x

Retailing

Virgin Media March
2010

EUR

375bp
(TLB)

99.00

Anchor
Glass

February
2010

US

400bp
Libor
Floor

99.00

3.1x

Containers

Dole Foods

February
2010

US

325bp
Libor
Floor

99.00

2.2x

Food Products

IMS
Healthcare

February
2010

US

300bp
1.75%
Libor
Floor

99.00

3.5x

Pharmaceuticals
and Healthcare

Marken

February
2010

EUR

500bp
(TLB)

98.00

4.7x

Clinical Logistics

Cable Services

Source: Standard & Poor’s LCD Leveraged Loan Review – US/Europe, 1Q10, May 2010.

Opportunities in stressed and distressed
If the better known borrowers are refinanced in the high yield bond market
and the less well known, but strong performing borrowers are refinanced
in the loan market, we believe there will remain a universe of borrowers
still struggling to access capital markets. These are the weaker, more levered

15 Standard & Poor’s LCD Leveraged Loan Review, US/Europe 1Q10, May 2010.
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As the requirement to refinance
reaches its peak between 2014
and 2015, we believe the debt
of those companies that have
not successfully refinanced
will experience significant
price volatility in the secondary
market. This volatility provides
an opportunity for informed
stressed and distressed investors
to source assets at below their

borrowers who fail to fit the criteria of the high yield market. For these
borrowers, access to the capital markets is not a given. To the extent that
they do not solve their issues through improved performance, the company
will likely be forced to restructure via a recapitalisation of its balance sheet.
Depending on a variety circumstances (stakeholder composition, jurisdiction,
business model, etc.), this may take place either through the courts via
bankruptcy proceedings or outside the courts via a negotiated settlement.
These situations may provide fertile ground for distressed investors. Debt in
these businesses will be volatile in the secondary market as original investors
without the stomach for uncertainty look to sell out of the situation. This
may provide an opportunity for informed investors to build positions in the
companies they believe offer the prospect of recovery, or those that are likely
to go through a more distressed restructuring process where the objective is
to end up with equity sourced at a discount to intrinsic value.
This is expected to be an enduring opportunity. As S&P recently commented:
“We anticipate that the steady stream of debt restructurings that we have seen
recently will persist over the next two years”.16 Exploiting these opportunities
entails a higher degree of uncertainty than investment in performing loans.
Returns are likely to be more volatile. But we believe the returns are potentially
much greater than those achievable in the performing loan market.

fair value either in anticipation

Visibility of future defaults

of a recovery, or to allow them

In our opinion, as 2014 approaches, a pick-up in defaults should be expected as
the weakest companies run out of options for restructuring their businesses.
However, these will not be randomly observed across the loan market. We
believe the companies that will ultimately default between 2014 and 2015 as
a result of impending loan maturities are the companies already experiencing
high levels of earnings stress and who are already getting considerable attention
from the workout committees formed by their senior lenders. So while defaults
may increase, investors building their portfolios now should be able to avoid
the weaker names and concentrate on the strong credits, now paying attractive
margins in the primary market.

to drive through balance sheet
restructurings that result in
a valuable equity stake in
the business.

Opportunities for Institutional Investors
In our opinion, unlevered institutional funds will gradually replace CLOs
as the dominant non-bank participants in the loan market. Banks’ share
of the market is also likely to fall as regulatory capital constraints make it
expensive for them to hold these assets on the balance sheet. In the face
of reduced capacity in the market, the few borrowers that are able to will
likely turn to the high yield market to refinance outstanding loans, but most
will likely continue to rely on the loan market, offering more attractive terms
to refinance maturing capital structures.

16 S&P Ratings Direct Global Credit Portal, April 2010.
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We believe institutional investors
should consider an allocation
to the loan market. Loans may
offer investors equity-like returns
from a secure, floating rate debt
product with an active primary and
secondary market and should be
considered a core component of
any asset allocation strategy.

As the requirement to refinance reaches its peak between 2014 and 2015, we
believe the debt of those companies that have not successfully refinanced will
experience significant price volatility in the secondary market. This volatility
provides an opportunity for informed stressed and distressed investors to source
assets at below their fair value either in anticipation of a recovery, or to allow
them to drive through balance sheet restructurings that result in a valuable
equity stake in the business.
For those companies that are over-levered and whose business model is
potentially impaired, especially in a lower demand environment, this will
be, in our opinion, the time that defaults will likely rise again. However, the
universe of borrowers likely to fall into this trap may be easily identified as they
are often already engaged in extensive negotiation with their senior lending group.
We believe the loan market presents two significant opportunities for
institutional investors based on their asset allocation requirements and
desired outcomes: generating high single-digit returns with low expectations
of volatility through an unlevered allocation to the loan market; and taking
advantage of an enduring opportunity in stressed and distressed credit to
achieve mid-teens returns. This may be achieved by sourcing undervalued
debt in the secondary market and awaiting market revaluation or ultimate
redemption at par, or by taking a controlling stake in a part of the capital
structure which will allow influence over the restructuring process, resulting
in gaining a valuable equity stake in the business at an attractive entry price.
Both strategies must incorporate a highly selective investment approach
backed up by detailed corporate credit and valuation analysis and specific
expertise in the industries in which the borrowers operate.
New loans are being offered on greatly improved terms, providing wider margins
and stronger deal structures. As mentioned, in our opinion, 2010-vintage loans are
likely to provide the best risk/return profile the market has seen for several years.
We believe the next few years will also prove a fertile environment for
experienced stressed and distressed investors as over-levered companies
fight to re-engineer their balance sheets in order to prosper in a more difficult
economic environment.
We believe institutional investors should consider an allocation to the loan
market. Loans may offer investors equity-like returns from a secure, floating
rate debt product with an active primary and secondary market and should
be considered a core component of any asset allocation strategy.
For absolute returns, investors should consider the greater returns that are
possible through informed investing in the stressed and distressed credit market.
By allocating capital to specialised managers, experienced in dealing with
the operational complexities of the loan market, and with established credit
expertise in the field, we believe investors can access the opportunities in this
market more effectively.
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Paul Hatfield, Chief Investment Officer
Paul joined Paul joined Alcentra in May 2003 as a portfolio manager and is now
global Chief Investment Officer. Paul has 22 years’ experience in leveraged finance
and prior to joining Alcentra, was a senior analyst for the CDO operations of
Intermediate Capital Group. Between 1995 and 2001, Paul worked at Deutsche Bank,
originally in London for the Leveraged Finance Team. At this time, Deutsche (Morgan
Grenfell) were the leading underwriter of European LBOs. Paul originally trained as
a chartered accountant in the audit division of Arthur Andersen, and before joining
Deutsche, built up a successful portfolio of mezzanine and development capital loans
with FennoScandia Bank, the London operation of a Scandinavian consortium bank.
Paul graduated from Cambridge University with an MA in Economics.

Simon Perry, Managing Director, Business Development
Simon is a Managing Director at Alcentra, responsible for the Business Development
Team for EMEA ex Japan. Prior to joining Alcentra in 2009, Simon was involved in
the development of the European CLO market, heading the European CLO business
at UBS Investment Bank; he held similar roles at CIBC and Natixis. Simon was also
part of the cross-asset class derivatives marketing team at CSFB. He is a graduate in
mechanical engineering from Bath University.
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Index Definitions
The Bank of America/Merrill Lynch Global Sovereign Broad Market Plus Index: The Global
Broad Market Index tracks the performance of investment-grade public debt issued in
the major domestic and Eurobond markets, including Global bonds. Sub-indices include
Global Government Index, Global Broad Market Non-Sovereign Index, Global Broad Market
Quasi-Government Index, Global Broad Market Corporate Index, and Global Broad Market
Collateralized Index. An additional index is the Global Large Cap Index.
The Bank of America/Merrill Lynch Global High Yield Index (history starting December 31,
1997): U.S. dollar,Canadian dollar, sterling and euro-denominated fixed rate debt of
corporate issuers domiciled in an investment grade rated country (i.e., BBB or higher
foreign currency long-term debt rating). Individual bonds must be rated below investment
grade (i.e., BB or lower based on a composite of Moody’s and S&P) but not in default; must
have at least one year remaining term to maturity; a minimum face value outstanding of
$100 million, C$50 million, 50 million pounds silver, or 50 million euros; and have available
price quotations.
S&P LSTA LLI is a daily total return index that uses LSTA/LPC mark-to-market pricing to
calculate market value change. On a real-time basis, the LLI tracks the current outstanding
balance and spread over LIBOR for fully funded term loans. The facilities included in the
LLI represent a broad cross section of leveraged loans syndicated in the United States,
including dollar-denominated loans to overseas issuers.
The S&P European Leveraged Loan Index (ELLI) is a multi-currency index that covers the
European leveraged loan market back to 2003 and currently calculates on a weekly basis.
The indexes are trademarks of the foregoing licensers and are used herein solely for
comparative purposes. The foregoing index licensers do no sponsor, endorse, sell or
promote the investment strategies or products mentioned in this paper, and they make
no representation regarding the advisability of investing in the products or strategies
described herein.

Footnote of Disclosures
Material in this publication is for general information only and is not intended to provide
specific investment advice or recommendations for any purchase or sale of any specific
security or commodity. Certain information contained herein is based on outside sources
believed to be reliable, but its accuracy is not guaranteed.
Investments in private investment funds are speculative and involve special risks, and
there can be no assurance that a fund’s investment objectives will be realized or that
suitable investments may be identified. Many factors affect fund performance including
changes in market conditions and interest rates and in response to other economic,
political, or financial developments. Investment return and principal value of your
investment will fluctuate, on final realization and liquidation of the Fund, the aggregate
amount that you would have received from the Fund could be less than what you
originally invested in the Fund. An investor could lose all or a substantial portion of
his or her investment. Private funds are generally not subject to the same regulatory
oversight and/or regulatory requirements as a mutual fund. Investments may involve
complex tax structures resulting in delays in distributing important tax information.
Managers or their administrators may fair value securities and other instruments for
which there is no readily available market or third party pricing, or for which the manager
believes the third party pricing does not accurately reflect the value of those securities,
and such value may be based on proprietary or other models. Private funds may not be
required to provide periodic pricing or valuation information to investors. A fund may
reserve the right to limit transparency and other notification to investors, there may
be restrictions on transferring interests in the fund vehicle, and there is generally no
secondary market for an investor’s interest in a privately-offered fund. In addition,
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as the investment markets and the fund develops and changes over time, an investment
may be subject to additional and different risk factors. No investment strategy or
risk management technique can guarantee returns or eliminate risk in any market
environment. A more comprehensive list of potential risk factors is in the applicable
confidential offering memorandum.
Any statements of opinion constitute only current opinions of Alcentra, which are
subject to change and which Alcentra does not undertake to update. Neither Alcentra
nor its affiliates assumes any responsibility for, or makes any representation or warranty,
express or implied as to the adequacy, accuracy or completeness of any information
contained herein or for the omission of any information relating thereto and nothing
contained herein shall be relied upon as a promise or representation whether the views
and opinions expressed in this document will prove to be accurate. Quotes, news and
market data provided in this document, if any, are obtained from sources Alcentra
(or its personnel) believed to be reliable, but Alcentra cannot guarantee the accuracy,
timeliness or completeness of such information for any particular purpose. The success
of any investment activity is affected by general economic conditions which may affect
the level and volatility of an investment. Unexpected volatility or illiquidity in the markets
could cause the products to incur losses. This is not a solicitation by Alcentra (or its
personnel) for the purchase or sale of any security, financial product or instrument
discussed, or a representation that any security, financial product or instrument
discussed is suitable for you. You should always consult your own advisers before
deciding to act upon any data or opinions set forth herein.
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BNY Mellon Asset Management is the umbrella organization for BNY Mellon’s affiliated investment
management firms and global distribution companies. BNY Mellon is the corporate brand of The Bank of
New York Mellon Corporation. • The statements and opinions expressed in this article are those of the authors
as of the date of the article, and do not necessarily represent the views of BNY Mellon, BNY Mellon Asset
Management International or any of their respective affiliates. This article does not constitute investment
advice, and should not be construed as an offer to sell or a solicitation to buy any security or make an offer
where otherwise unlawful. BNY Mellon Asset Management International Limited and its affiliates are not
responsible for any subsequent investment advice given based on the information supplied.
Past performance is not a guide to future performance. The value of investments and the income from them is
not guaranteed and can fall as well as rise due to stock market and currency movements. When you sell your
investment you may get back less than you originally invested. • While the information in this document is not
intended to be investment advice, it may be deemed a financial promotion in non-U.S. jurisdictions. Accordingly,
where this document is used or distributed in any non-U.S. jurisdiction, the information provided is for use by
professional investors only and not for onward distribution to, or to be relied upon by, retail investors. • Products
or services described in this document are provided by BNY Mellon, its subsidiaries, affiliates or related
companies and may be provided in various countries by one or more of these companies where authorized
and regulated as required within each jurisdiction. However, this material is not intended, and should not be
construed, as an offer or solicitation of services or products or an endorsement thereof in any jurisdiction or
in any circumstance that is otherwise unlawful or unauthorized. The investment products and services
mentioned here are not insured by the FDIC (or any other state or federal agency), are not deposits of or
guaranteed by any bank, and may lose value. • This document should not be published in hard copy, electronic
form, via the web or in any other medium accessible to the public, unless authorized by BNY Mellon Asset
Management International Limited.
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In Australia, this document is issued by BNY Mellon Asset Management Australia Limited (ABN 56 102 482
815, AFS License No. 227865) located at Level 6, 7 Macquarie Place, Sydney, NSW 2000. Authorized and
regulated by the Australian Securities & Investments Commission. • In Brazil, this document is issued by BNY
Mellon Serviços Financeiros DTVM S.A., Av. Presidente Wilson, 231, 11th floor, Rio de Janeiro, RJ, Brazil, CEP
20030-905. BNY Mellon Serviços Financeiros DTVM S.A. is a Financial Institution, duly authorized by the
Brazilian Central Bank to provide securities distribution and by the Brazilian Securities and Exchange Commission
(CVM) to provide securities portfolio managing services under Declaratory Act No. 4.620, issued on December
19, 1997. • Investment vehicles may be offered and sold in Canada through BNY Mellon Asset Management Ltd.,
a Portfolio Manager and Exempt Market Dealer. • In Dubai, United Arab Emirates, this document is issued by the
Dubai branch of The Bank of New York Mellon, which is regulated by the Dubai Financial Services Authority. • In
Germany, this document is issued by WestLB Mellon Asset Management Kapitalanlagegesellschaft mbH, which
is regulated by the Bundesanstalt für Finanzdienstleistungsaufsicht. WestLB Mellon Asset Management Holdings
Limited is a 50:50 joint venture between BNY Mellon and WestLB AG. WestLB Mellon Asset Management
Kapitalanlagegesellschaft mbH is a wholly owned subsidiary of this joint venture. • If this document is used or
distributed in Hong Kong, it is issued by BNY Mellon Asset Management Hong Kong Limited, whose business
address is Unit 1501-1503, 15/F Vicwood Plaza, 199 Des Voeux Road, Central, Hong Kong. BNY Mellon Asset
Management Hong Kong Limited is regulated by the Hong Kong Securities and Futures Commission and its
registered office is at 6th floor, Alexandra House, 18 Chater Road, Central, Hong Kong. • In Japan, this document
is issued by BNY Mellon Asset Management Japan Limited, Meiji Seimei Kan 6F, 2-1-1 Marunouchi Chiyoda-ku,
Tokyo 100-0005, Japan. BNY Mellon Asset Management Japan Limited is a Financial Instruments Business
Operator with license no 406 (Kinsho) at the Commissioner of Kanto Local Finance Bureau and is a Member of
the Investment Trusts Association, Japan and Japan Securities Investment Advisers Association. • In Singapore,
this document is issued by The Bank of New York Mellon, Singapore Branch for presentation to professional
investors. The Bank of New York Mellon, Singapore Branch, One Temasek Avenue, #02-01 Millenia Tower,
Singapore 039192. Regulated by the Monetary Authority of Singapore. • This document is issued in the UK and
in mainland Europe (excluding Germany), Taiwan and Korea by BNY Mellon Asset Management International
Limited. BNY Mellon Asset Management International Limited, 160 Queen Victoria Street, London EC4V
4LA. Registered in England No. 1118580. Authorized and regulated by the Financial Services Authority. • This
document is issued in the United States by BNY Mellon Asset Management.
BNY Mellon holds 95% of the parent holding company of The Alcentra Group. The Group refers to these
affiliated companies: Alcentra, Ltd and Alcentra NY, LLC. Only Alcentra NY, LLC offers services in the
U.S. • Ankura, Insight Investment and WestLB Mellon Asset Management do not offer services in the U.S.
This presentation does not constitute an offer to sell, or a solicitation of an offer to purchase, any of the
firms’ services or funds to any U.S. investor, or where otherwise unlawful. • BNY Mellon holds a 20%
interest in Siguler Guff & Company, LP and certain related entities (including Siguler Guff Advisers LLC). •
BNY Mellon ARX is the brand used to represent the Brazilian investment capabilities of BNY Mellon ARX
Investimentos Ltda. and BNY Mellon Gestão de Patrimônio Ltda. The investment management company
dedicated to the management of any particular investment will depend on the strategy and domicile of
the investment. • BNY Mellon Beta Management is a division of The Bank of New York Mellon, a whollyowned banking subsidiary of BNY Mellon. • BNY Mellon Cash Investment Strategies is a division of The
Dreyfus Corporation. BNY Mellon Cash Investment Services is a division of MBSC Securities Corporation. •
Hamon’s services are offered in the U.S. by Hamon U.S. Investment Advisors Limited. BNY Mellon holds a
19.9% interest in Hamon Investment Group Pte Limited, which is the parent of Hamon U.S. Investment
Advisors Limited. • The Newton Group refers to the following group of companies: Newton Investment
Management Limited, Newton Capital Management Limited, Newton International Investment Management
Limited, Newton Capital Management LLC, and Newton Fund Managers (CI) Limited. Except for Newton
Capital Management LLC and Newton Capital Management Limited, none of the other Newton companies
offers services in the U.S. • BNY Mellon Asset Management International Limited and any other BNY Mellon
entity mentioned above are all ultimately owned by BNY Mellon.
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