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Introduction
Europe’s direct lending (or private debt)
market continues to flourish as M&A activity
picks up and small and mid-sized enterprises
(SMEs) look for alternative financing, beyond
the banks, to support future expansion and
R&D. The region mirrors what has happened
in the US over past decades where nonbanking, institutional sources of financing
have long prevailed. Around 70 to 80 per cent
of corporate America is financed this way.
Whilst it still lags a fair way behind the
United States, Europe, and more specifically
the UK, is on a clear growth trajectory.
Since 2012, European direct-lending loan
volumes have surged 120 per cent yearon-year, with an estimated 86 funds raising
more than GBP50 billion.1 As Preqin noted in
its Q2 2017 private debt report2, Europe had
a total of USD39.1 billion of targeted capital.

Sources:
1. The rise and rise of
direct lending, Private
Debt Investor Dec/Jan
2015.
2. http://docs.preqin.com/
quarterly/pd/PreqinQuarterly-Private-DebtUpdate-Q2-2017.pdf
3. https://www2.deloitte.
com/uk/en/pages/
financial-advisory/
articles/alternativelender-deal-tracker.html
4. LCD, an offering of
S&P Global Market
Intelligence.
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The UK remains the largest direct lending
market in Europe, having hosted 47 per cent
of regional transactions in 2014. According to
the Deloitte Alternative Lender Deal Tracker
Q3 20173 the UK market grew 35 per cent
year‑on‑year.
As such, its loan market provides
compelling return opportunities.
Senior-secured Term Loan B transactions
with SMEs have typically generated LIBOR
plus 3.5-5.5 per cent margins, with upfront
fees of 2-3 per cent, producing attractive total
yields. Since 2009, they have consistently
provided about 55 basis points more margin
than large-cap transactions.4
Private debt appeals to institutional
investors as it offers them a way to increase
investment yield in a continued low interest
rate environment. Moreover, regulatory
pressures such as Basel III have caused
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European banks to retrench and limit their
loan activities in the mid-market.
This has provided a significant opportunity
for asset managers, such as Hermes
Investment Management, whose Direct
Lending Strategy is overseen by Patrick
Marshall, Head of Private Debt and CLOs.
The strategies provide senior secured
and unitranche loans to UK and Northern
European mid-market businesses. Currently
there are two strategies on the platform, one
focused on the UK, and the other focused
on Scandinavia, Germany and Benelux. The
strategies target gross annualised returns of
LIBOR plus 6 per cent and EURIBOR plus 5.0
– 6.0 per cent respectively.
In terms of loan composition, the UK
strategy comprises approximately 75 per
cent UK loans and up to 25 per cent
European loans, while the European strategy
comprises 65 per cent European loans and
up to 35 per cent UK loans. On average,
three quarters of the loans in both strategies
will be senior secured and one quarter
unitranche loans, with a six- to eight-year
maturity.
“Deal flow has really picked up,” says
Marshall. “This is partly because the M&A
pipeline is finally coming through and also
because private equity firms are looking to
realise their investments and selling; either
way it is proving to be a buoyant market.”
He says that the Hermes Direct Lending
Strategy is designed to do two things for
investors.
“The first is that it is a low risk entry point
into direct lending. The second is to provide
yield over the life of the strategy, such that
investors can use it for liability matching
purposes in their portfolios.
“All of our loans are floating rate senior
secured loans meaning our investors benefit
from upside in a rising rate environment
and at the same time, all of our loans have
LIBOR or EURIBOR floors. This means if
interest rates are cut, our investors are
protected on the downside.”
In short, the strategy provides Hermes’
investors with low volatility exposure to
loans with a natural hedge against inflation.
Each senior loan that Hermes issues
also has a leverage cap of 5.5x, to further
reassure investors that undue risk is not
being taken.
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“Deal flow has really picked
up.This is partly because
the M&A pipeline is finally
coming through and also
because private equity firms
are looking to realise their
investments and selling;
either way it is proving to be
a buoyant market.”
Patrick Marshall, Hermes Investment
Management
Assessing the creditworthiness of small
and medium-sized enterprises (SMEs)
There are numerous aspects to the way
Hermes performs fundamental credit
analysis before issuing loans to determine a
company’s business risk, financial risk and
structural risk.
This involves meeting with the
management team and in some instances
a site visit. The team then puts forward
rough guidelines on the opportunity to
the investment committee and, subject to
receiving approval from the committee, they
will then do three things.
The first is to conduct business and
industry analysis, which often involves
engaging with independent third party due
diligence experts to assess the commercial
aspects of how the company operates.
Secondly, the team will then build a risk
model based on how they view the future
holdings of the company and then determine
a base case. “Then, we will determine a
downside case where the analysts will
stretch various inputs within the model to
see what impact stressed market conditions
would have on the company.
“In the third step of the process, the
team does financial and legal analysis on
the loan documents before coming back
to the investment committee to present the
full package. Subject to getting approval,
the team will then start negotiating the
loan documentation and will revert to the
investment committee on the outcomes of
those negotiations,” says Marshall.
The board has the final say before any
investment is made.
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Hermes Investment Management
A diversified platform
Assets under management
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Please note the total AUM figure includes £6.0bn/US$8.0bn/€6.8bn of assets managed or under an advisory agreement by Hermes GPE LLP (“HGPE”), a joint venture between Hermes Fund
Managers Limited ("HFM") and GPE Partner Limited. HGPE is an independent entity and not part of the Hermes group. £76.3m/US$102.4m/€86.6m of total group AUM figure represents HFM
mandates under advice. Source: Hermes as at 30 September 2017 with the exception of two portfolios totalling £12.5m/US$16.8m/€14.2m valued as at 30 June 2017.

Environmental, social and governance
(ESG) considerations
ESG factors are also an important part of the
analysis of companies.
This is important for two reasons: firstly,
perception. Hermes has very strong ESG
policies and has to uphold these principals
in any companies into which it enters a loan
arrangement.
Secondly, ESG risks could affect a
company’s ability to repay Hermes.
“Understanding those ESG risks, for any
company we lend to, is very important. It
is a key part of our work and if needed we
will undertake environmental due diligence
before lending. We report to investors on
any ESG issues that might arise in any of
our portfolios, on a quarterly basis,” adds
Marshall.

“If you speak to a US fund manager,
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their biggest complaint about the European
market is that it remains a bank-led market,”
states Marshall. “We’ve taken the decision to
work with banks rather than against them.
“We have signed a number of co-lending
agreements with banks, who are legally
obliged to show us loan opportunities
that they see in their regions. We have
agreements in place with four banks: Royal
Bank of Scotland for the UK, Danske Bank for
the Nordics, DZ Bank for Germany and KBC
Bank to cover Benelux. All of these banks are
top-three lenders in their respective regions.
“If we like what we see, our team will go
with the respective bank to conduct due
diligence on the company, independently of
the bank, and we will co-lend on roughly the
same economic terms.”
This point about doing independent
due diligence is important. These are not
syndicated loans that Hermes gets involved
in. Each loan is made in Hermes name,
alongside the partner bank. This means it
benefits from all the upfront fees.
“I would estimate that this accounts for
around 75 per cent of the loans we make,”
adds Marshall. The other 25 per cent are
self-originated loans. This part of the deal
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The power of origination
Marshall and his team take a considered,
bottom-up approach to identifying the best
credit opportunities. In that sense, they
maintain a position of always being credit
pickers rather than credit takers – whereby
the manager is forced to make investments
because of myriad pressures, such as lack
of deal opportunities, etc.
INSTITUTIONAL ASSET MANAGER Special Report Mar 2018
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Hermes Direct Lending Strategy
Benefits of investing in SME loans
Low volatility with high recovery rates

Stable returns in the last 8 years, despite the financial
crisis

Low mark-to-market volatility provides stability to a
diversified portfolio

Illiquidity premium of approximately 60bps

Average historical recovery rate of more than 70% in the
event of default

The value of investments and income from them may go down as well as up,
and you may not get back the original amount invested.
1 Source:
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S&P Capital IQ as at August 2017. Chart shows performance of first-lien bullet term loans.

flow comes from Hermes’ extensive network
of contacts among private equity houses,
debt advisors, corporate treasurers, and legal
and accountancy firms.
The banking relationships that Hermes
has in place support its ability to be an
effective credit picker. Asset managers who
self-originate loans in Europe might, on
average, see 100 to 120 opportunities per
year, rising to 200 for the very largest.
But as Marshall confirms, the banks it
works alongside to originate loans present
the team with anywhere between 700 to 800
opportunities per year.
“In a difficult market, we are able to
choose industries and companies that
we really like; we aren’t forced into doing
dangerous investments to deploy capital. We
make a big point at Hermes of lending to
companies with good stable cash flows, who
aren’t seeking to re-invent the wheel and
don’t need our money in order to get out of
a difficult situation. They are very established
companies,” remarks Marshall.
He says that in both direct lending
strategies, no single industry can be more than
20 per cent of the total AUM. Industry sectors
tend to include business services, healthcare,
education, financials and insurance.

Today, the market conditions for lending
BD01209 | 10
to private equity-owned companies in
Europe are favourable. There is currently
an estimated EUR300 billion in dry powder.
Moreover, Europe has a leveraged loan
‘maturity wall’, such that approximately EUR62
billion of loans are set to mature between
now and 2021, requiring companies to seek
new loan arrangements ahead of time.
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Risk mitigation
Hermes takes a multi-pronged approach to
ensuring that downside risk is controlled.
The first part of this is to only lend to
businesses at the senior secured level of the
capital structure to businesses. “In our loans
we would tend to have around 50 per cent
of equity ranking behind us. If there were a
problem, at least 50 per cent of equity would
need to disappear before we see a loss.
“The reason we are senior secured is
because of where we are in the market, it’s
best to be at the top of the capital structure.
It’s an aggressive market,” says Marshall.
Default rates for European senior secured
loans have remained highly robust. Average
first lien default rates were just 3 per cent
between 2005 and 2015, while recovery
rates have persisted above 70 per cent
www.institutionalassetmanager.co.uk | 5
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Market overview
Default and recovery
European default rates: 1st lien leveraged loans, 2005 to
Sep 20151

► European default levels remain persistently low
̶ 1st lien default rate of 3% from 2005 to 20151

lien recoveries were 74% in 2014 and have
consistently been above 70% across the whole of
Europe in recent years2
̶ Outcomes for second-lien and mezzanine debt are

typically binary, with zero recovery more likely

► Smaller debt issuers benefit from higher mean

recoveries

̶ Mean of 76% v 71% for larger debt issuers2
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Source: “Leveraged finance default review” by Jonathan Blau et al. Published by Credit Suisse Fixed Income Research, Global Leveraged Finance Strategy on 14 October 2015.
European Empirical and Recovery Rating Performance Update Shows Continued Strong First Lien Recoveries”, published by S&P Ratings Service on 20 May 2015.

2 “2014

(averaging 74 per cent in 2014, for example)
for many years.
To put that in perspective, in the high yield
market the recovery rate is in the 20 to 30
per cent range.
“The second thing we do to mitigate risk
in the strategy is to only target what I call the
most creditor-friendly jurisdictions in Europe,”
explains Marshall. “Those jurisdictions
where, in a default scenario, the legal
environment is very pro-creditor i.e. northern
Europe. In these markets, on average
recoveries are in excess of 80 per cent; to
put that in perspective, in southern Europe
it is closer to 50 per cent and in the United
States it is approximately 75 per cent.
“The third way we mitigate risk is only
to lend to SMEs, which we define as those
with anywhere from GBP5 million to GBP75
million in EBITDA; our sweet spot is GBP535 million. We do this because if we lend
to large-cap corporates, there is nothing to
stop them issuing bonds. That means, as a
lender I have to accept bond-like structures
in my loan agreements, which gives rise
to ‘covenant-lite’ conditions and far fewer
lender protection rights.”
As with all financial investments, there are
pros and cons. The advantages to lending to

SMEs are that it gives Hermes more robust
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lender protection rights and security over the
assets of the strategy. Also, because there is
less liquidity, Marshall estimates that this can
result in a liquidity premium of around 75 to
80 basis points.
The disadvantages to investing in SMEs
is that there is far more liquidity in the largecap space although as Marshall points out:
“What I’ve learned throughout my career is
that when you want liquidity in the large-cap
loan space it tends to be in a down market
when liquidity comes at a significant price.
So it’s better to have more robust protection
rights by lending to SMEs and getting a
liquidity premium at the same time.”
The fourth aspect to risk mitigation is to
maintain a diversified pool of loans in the
portfolio. On average, individual loans in
direct lending funds typically represent 5 to 7
per cent of the portfolio’s total AUM.
“In our case, it is closer to 2.5 per cent in
the UK fund, rising slightly in the European
strategy,” confirms Marshall.
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Ongoing loan monitoring
Once the loan is put in place the team will
commence active monitoring of the loan,
which is as important as the initial investment.
www.institutionalassetmanager.co.uk | 6
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Market overview
Europe v USA: Insolvency and recovery timeframes
►

Compared to US-focused direct lenders, investors in the majority of North European countries benefit from:
Stronger recovery rates in insolvency situations
Shorter restructuring periods
-

Only Sweden lags the US

Average restructuring periods: Europe v USA
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Monitoring is based on four pillars:
• Daily news feeds;
• Weekly monitoring – reviewing the pipeline
and material credit issues;
• Monthly monitoring – financials received
from each portfolio company, which
Hermes models against its expectations
(including reviews of KPIs, covenant
headroom and liquidity);
• Quarterly portfolio review – portfolio
performance reviews on each loan and
forecasts for underlying borrowers,
covenant compliance, assessing any
changes in management and business
fundamentals.
One can appreciate just how important the
monitoring process is when one considers
events such as the recent GBP1.5 billion of
Carillion, a major UK construction services
company. Its demise has had a serious
knock-on effect on small and mid-cap
companies who had contracts with Carillion.
Hermes’ UK direct lending loan portfolio
concentrates on the UK mid-market, which
consists of about 34,100 companies employing
a total of 4.2 million people. UK mid-market
companies typically generate EBITDA of GBP5
million to GBP75 million and enterprise values
of GBP50 million to GBP750 million.

“There are always going to be things
BD01209 | 28
that happen in the portfolio that you can’t
foresee, but when they do happen that’s
why daily monitoring is so important. What’s
the news, is anything happening that might
impact the portfolio and if so, what are we
doing about it?
“What we seek to do, at all times, is to
structure loans so as to mitigate as many of
the risks as we can. We position the loan at
the top of the capital structure, we try and
ascertain all the risks that we can think of that
could happen – we might model, for example,
what would happen to a particular company
if interest rates climbed 2 per cent, 4 per
cent, etc – but there is always going to be
something unexpected that you can’t foresee.
In such a situation, we want to be as well
protected from downside risk as possible,”
outlines Marshall.
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The Brexit effect…
Brexit is of greater potential concern to the UK
direct lending market than isolated incidents.
Companies who employ large numbers of EU
nationals are unlikely to succeed in securing
loans in the market because of the continued
fall-out over Brexit. Three years ago, this
would not have been a concern.
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From a macroeconomic perspective, Brexit has not
negatively impacted the UK economy as first feared. The
stock market has hit record highs, thanks to a seriously
weakened sterling.
This has attracted a lot of foreign investors who take
the view that sterling looks cheap over the medium term,
fuelling renewed M&A activity.
The flipside to this is that in the loan market a number
of European banks who are funded primarily in euros are
facing domestic pressures as to why they would put their
books out in GBP. With the improvement of the economies
in continental Europe, why should European banks lend in
the UK? They’ve pulled out and as a result, whereas the
sterling loan market nearly always priced at a premium to
euro loans (due to there being less liquidity in the sterling
loan market), it has since climbed a bit higher.
“If you’ve got a sterling loan fund and you don’t have
to hedge to lend in sterling, you are benefiting from
upside. Investors view the UK market as one of the most
creditor-friendly jurisdictions in the world and there is an
argument for them to invest in UK loans and benefit from
75 to 80 basis points’ more premium,” explains Marshall.
Prior to Brexit, the premium on sterling loans versus euro
loans was more like 50 basis points.
Future growth
The UK still remains a major part of the European direct
lending market but it is becoming more competitive,
with Marshall noting that he saw improved deal flow in
Europe last year. European banks are lending again and
competition is no longer based solely on price – it is
primarily based on the terms of loans being originated.
“In the mid-market we’ve seen a few people try to
do covenant-lite loans, which has broadly been met
with resistance. On the side, people are diluting creditor
protections. That’s why it is important to be a credit
picker not a credit taker. We see so many opportunities
that we are able to walk away from those that are too
aggressive,” he says.
That banks are lending again could, by some, be
viewed as a potential impact on the future growth of

Europe’s direct lending market – could the region revert
to classic bank-driven loan financing at the expense of
continued institutional expansion? Marshall does not
believe so.
“I don’t see things reversing. Alternative lenders have
become an established part of the European market.
I can’t envisage a situation where they disappear. If,
however, there are suddenly lots of losses among
some of the riskier alternative lenders, who aren’t being
transparent around the risks of unitranche loans, they
might struggle to raise future funds.
“I think the loan market for alternative lenders is
going to transition from an alternative asset class to
a mainstream asset class as more institutional money
comes in. And that will see a continued ‘Americanisation’
of the European markets. I don’t see a situation
where the banks go back to controlling things,”
concludes Marshall. n
For professional investors only. Clients who fall outside of this criteria
should not use the information provided in this document for investment
decisions. The views and opinions contained herein are those of Patrick
Marshall, Head of Private Debt and CLOs, and may not necessarily
represent views expressed or reflected in other Hermes communications,
strategies or products. The information herein is believed to be reliable
but Hermes does not warrant its completeness or accuracy. No
responsibility can be accepted for errors of fact or opinion. This material
is not intended to provide and should not be relied on for accounting,
legal or tax advice, or investment recommendations. This document has
no regard to the specific investment objectives, financial situation or
particular needs of any specific recipient. This document is published
solely for informational purposes and is not to be construed as a
solicitation or an offer to buy or sell any securities or related financial
instruments. The value of investments and income from them may go
down as well as up, and you may not get back the original amount
invested. Past performance is not a reliable indicator of future results.
Figures, unless otherwise indicated, are sourced from Hermes. The
distribution of the information contained in this document in certain
jurisdictions may be restricted and, accordingly, persons into whose
possession this document comes are required to make themselves aware
of and to observe such restrictions. This document is not investment
research and is available to any investment firm wishing to receive it.
Issued and approved by Hermes Investment Management Limited
(“HIML”) which is authorised and regulated by the Financial Conduct
Authority. Registered address: Sixth Floor, 150 Cheapside, London EC2V
6ET. HIML is a registered investment adviser with the United States
Securities and Exchange Commission (“SEC”).
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