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Executive Summary
Alcentra Chief Investment Officer Paul Hatfield argues that market developments
in Europe have made the risk-adjusted return outlook for European secured bank
loans significantly more attractive than that in the U.S. Owing to a combination of the
challenging current market conditions and outlook facing Europe and the structure of
the European secured bank loan market, he believes there is strong evidence to support
allocating to Europe rather than to the United States. He argues that the current
circumstances present significant opportunities to generate higher risk-adjusted
returns in the European bank loan market, predicated on the following observations:
• Higher expected returns in Europe
• Capital shortfall in the European market
• Effect of retail flows on the U.S. market
• Weaker covenant structures in the U.S.
• Quality of information in Europe compared with that in the U.S.

Higher Expected Returns
The sovereign debt crisis in Europe caused prices in the European bank loan market to
fall despite reasonable corporate performance. We believe there is better relative value
in European assets due to the average bids of the S&P European Leveraged Loan Index
(ELLI) falling below those of the S&P/LSTA Leveraged Loan Index (LLI).2 This has had a
significant impact on yields attainable in the two markets. The average yield to maturity
(YTM) of the ELLI at the end of December was 9.94% and the corresponding YTM for
the LLI was 6.70%.3 Europe’s peripheral countries do not form a significant proportion
of the European secured bank loan market. By focusing on investing in the more stable
Northern European jurisdictions, we believe there is still a greater opportunity to achieve
higher returns and, more importantly, higher risk-adjusted returns in Europe than in the U.S.

1	BNY Mellon holds over 90% 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.
2 S&P LCD Global Leveraged Lending Report Q4 2011.
3 S&P ELLI and S&P/LSTA LLI, Excel Data, as at December 31, 2011.
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are falling in the U.S.
and the level of debt
in capital structures
is generally higher.
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Exhibit 1 – Weighted Average New Issue Institutional Spreads

Europe (Euribor +)

U.S. (LIBOR+)

Source: S&P LCD Global Leveraged Lending Report Q4 2011.

This opportunity is derived from two sources: higher spreads and lower leverage. New
issue spreads in the U.S. are around 490 basis points (bps), compared with 525 bps in
Europe, as illustrated in Exhibit 1. Equity contributions are falling in the U.S. and the level
of debt in capital structures is generally higher. In Europe, however, equity contributions
are closer to historically high levels and debt levels are typically lower.4 The result is a
higher spread per unit of leverage in Europe than in the U.S. (Exhibit 2).

Exhibit 2 – Spread Per Unit of Leverage
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4 S&P LCD Global Leveraged Lending Report Q4 2011.

EUROPEAN SECURED BANK LOAN MARKET OFFERS HIGHER RETURN POTENTIAL THAN U.S.

2

Capital Shortfall in Europe

Retail Investor Flows
The U.S. loan market has not seen the same capital shortfall as in Europe, due to the
inflow of retail funding through mutual fund investments. Although this has increased
liquidity, the greater retail element of these inflows has increased price volatility
(Exhibit 3). The price volatility level of loans in the U.S., while lower than that for
bonds, is significantly higher than for European loans.

Exhibit 3 – High Yield, U.S. Loan and European Loan Volatility
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The combination of the
impending “maturity
wall,” a lack of new
issuance of collateralised loan obligation
(CLO) funding vehicles
and the regulatory
pressures on banks
to reduce capital
consuming activities
has led to a funding
shortfall in the
European secured
bank loan market.

A further contributor to higher risk-adjusted returns is the capital shortfall in
Europe. The combination of the impending “maturity wall,” a lack of new issuance
of collateralised loan obligation (CLO) funding vehicles and the regulatory pressures
on banks to reduce capital consuming activities has led to a funding shortfall in
the European secured bank loan market. With the highest concentration of future
refinancing needs occurring between 2014 and 2016, and with some of the key
investors (i.e., banks and hedge funds) stepping back from the market, investors
in Europe are well placed to benefit from this shortfall in our view. Stronger issuers
refinancing debt are paying higher spreads, which generally creates higher riskadjusted returns. As a result of the central position of institutional investors in the
European secured bank loan market, the capital shortfall has allowed them to demand
robust capital structures together with higher margins. This is generally not the
case in the U.S. due to the impact of retail investor flows.

ELLI
(Total Return Excluding Currency)

Source: S&P LCD Euro Secondary Report, February 23, 2012.
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The increase in liquidity from retail inflows in the U.S. market has led to greater
demand for assets in the short term. This increase in competition has led to tighter
spreads and smaller original issue discounts (OIDs) for new issues. In fact since 2009,
the relationship between prime fund inflows and U.S. new issue spreads has displayed
a strong negative correlation (Exhibit 4).

Exhibit 4 – U.S. Prime Fund Inflows and New Issue Spreads
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Source: S&P LCD Topical Monthly Technicals, November 10, 2011; and S&P LCD USD Global Leveraged Loan Review — U.S./Europe, Q32011.

With the increased inflows in the U.S. market, investors are under pressure to invest
so as to avoid the drag of the comparatively low yield currently available from cash
deposited on account. At the same time in the U.S. market, pressure from investors
to provide higher returns has led to a flurry of “undisciplined” deals — typically they
will have more aggressive capital structures, higher leverage and be more “covenantlight” than those currently issued in Europe. There have been examples in recent
months of European borrowers accessing the U.S. market to issue debt because of
the more favourable terms offered to borrowers, or because European institutional
investors had pushed back on what were seen as more aggressively structured deals.
For example, Taminco, a Belgian chemical producer, decided to issue debt in the U.S.
market as it was allowed to do so more cheaply and without covenants — a significantly
more aggressive request than had been accepted in Europe.5 Another example is
Kabel Deutschland, the German cable operator, which also decided to issue a new
term loan in the U.S. to gain access to lower new issue spreads.6

5	Standard & Poor’s LCD News, January 27, 2012. While Alcentra may not own or invest in securities of these companies
on behalf of clients, the references to these companies or strategies should not be considered a recommendation to
purchase or sell any particular security.
6 Ibid., January 19, 2012.
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Weaker Covenant Structures
Loan agreements have various covenants within the debt agreements,
including maximum debt-to-EBITDA ratio and minimum level of interest
coverage. Typically, bond documents will only include incurrence covenants,
i.e. restrictions on the borrower issuing additional debt to that already in
existence as it gives loans better protection than bonds.

The availability of
more frequent and
detailed information
allows European
investors to maintain
a tighter control on
the investment.

Continued inflows into the U.S. loan market have seen weaker covenants, and
in particular deals with no covenants at all, or so called “covenant-light” deals,
have become commonplace. The opposite is true of the European market where
lower funding supply allows investors to push back on weak covenant structures.
In 2011, there were no new “covenant-light” issues in Europe, while in the U.S.,
22% of new issues had “covenant-light” structures.7
Since a breach in covenants can (but does not necessarily have to) lead to
lenders enforcing their security, borrowers believe that stricter covenants
can increase the likelihood of default. However, covenants allow investors to
take action sooner in stressed conditions, potentially preventing default, and
increasing recovery values. Generally, if an issuer is due to breach a covenant,
a waiver request must be circulated to reset or waive the breach. This needs to
be approved by the syndicate, which usually requires a fee and an increase in
the margin for providing consent.
Private Versus Public
Many loan deals in Europe are private transactions, while in the U.S. they
are mostly public. Investors in private transactions have access to monthly
management reporting that provides detailed financial information as well as
trading updates. Investors also have better access to the company’s management
and their projections of future trading.
On public deals, information is only available on a quarterly basis and, in general,
the detail of this information is more restricted. The availability of more frequent
and detailed information allows European investors to maintain a tighter control
on the investment. Therefore, European investors will tend to have better
insight, including earlier warning signals, on impending stress in a company’s
performance.

7 Credit Suisse, 2012 Leveraged Finance Outlook and 2011 Annual Review, January 26, 2012.
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Conclusion
Uncertainty over the outcome of the European sovereign debt crisis is likely to
continue for the immediate future. While this is likely to create a more volatile
backdrop for all markets, in the bank loan market, we also believe that it should
result in yields staying at attractive levels and in capital structures and loan
documentation remaining investor-friendly and less aggressive than is currently
the case in the U.S. loan market.
This lender-favourable environment is likely to be exacerbated by a continuing
lack of supply of capital in Europe, as banks retrench from corporate lending and
the dearth in the supply of CLOs is not replaced by other sources of funding.
For all these reasons, we believe the European bank loan market represents
better relative value than the U.S. loan market, especially on a risk-return basis.
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Index Definitions
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 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 BofA Merrill Lynch Euro High Yield Index tracks the performance of EUR denominated below
investment grade corporate debt publicly issued in the euro domestic or eurobond markets.
Qualifying securities must have a below investment grade rating (based on an average of Moody’s,
S&P and Fitch) and an investment grade rated country of risk (based on an average of Moody’s, S&P
and Fitch foreign currency long term sovereign debt ratings). Issuer exposure is capped at 3%.
The indexes are trademarks of the foregoing licensers and are used herein solely for comparative
purposes. The foregoing index licensers do not 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.
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BNY Mellon Asset Management is one of the world’s leading asset management organizations, encompassing
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 document are
those of the authors as of the date of the article, are subject to change as economic and market conditions dictate,
and do not necessarily represent the views of BNY Mellon, BNY Mellon Asset Management International or any
of their respective affiliates. This document is of general nature, does not constitute legal, tax, accounting or other
professional counsel or investment advice, is not predictive of future performance, and should not be construed as an
offer to sell or a solicitation to buy any security or make an offer where otherwise unlawful. The information has been
provided without taking into account the investment objective, financial situation or needs of any particular person.
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 and
wholesale 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. This document is not intended for distribution to, or use by, any person or entity in any
jurisdiction or country in which such distribution or use would be contrary to local law or regulation. This document
may not be distributed or used for the purpose of offers or solicitations in any jurisdiction or in any circumstances
in which such offers or solicitations are unlawful or not authorized, or where there would be, by virtue of such
distribution, new or additional registration requirements. Persons into whose possession this document comes are
required to inform themselves about and to observe any restrictions that apply to the distribution of this document
in their jurisdiction. 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 Canada Ltd., a Portfolio Manager, Exempt Market Dealer and Investment Fund Manager.
• 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 Level 14, Three Pacific Place, 1 Queen’s Road East, 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, Marunouchi Trust Tower Main Building, 1-8-3 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 Korea, this document is issued by BNY
Mellon AM Korea Limited for presentation to professional investors. BNY Mellon AM Korea Limited, 29F One IFC,
10 Gukegeumyung-ro, Yeongdeungpo-gu, Seoul, 150-945, Korea. Regulated by the Financial Supervisory Service.
• 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. In Singapore, this document is to be
distributed to Institutional Investors (as defined in the Securities and Futures Act, Chapter 289 of Singapore)
only. • This document is issued in the UK and in mainland Europe (excluding Germany), by 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 over 90% of the parent holding company of The Alcentra Group. The Group refers to these
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