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KEY TAKEAWAYS

Macro-economic headwinds have caused liquidity to dry up
in European credit markets, leaving corporate borrowers and
private-equity sponsors few options to turn to for financing.
But we believe this environment has created an opportunity
for private direct lenders to step in and benefit from an
attractive opportunity.

In this paper, we provide an in-depth look at this opportunity.
Here are the key highlights:

© Europe is facing disruptions from geopolitical tensions,
high inflation, economic uncertainty, and tightening
monetary conditions—all of which have largely
obstructed financing to large, mid, and small borrowers.
Combined with secular shifts—such as the retrenchment
of banks and the growth of private equity—these
conditions can create an opportunity for private lenders
to finance companies directly.

O Direct lending differs from traditional means of financing,
such as broadly syndicated loans and high-yield bonds.

It can offer many borrowers a source of capital with
benefits (e.g., customization, flexibility, certainty of
closing, speed, and a partnership with the lender). Direct
lending also can offer lenders key structural protections
and the ability to charge premiums.

For investors that can allocate portions of their
portfolio in illiquid assets, direct lending may provide
rising income streams, inflation protection, enhanced
diversification, and opportunities for potential alpha
compared with traditional fixed-income investments.

Investors may have underused private credit investments
in their portfolios amid more than a decade of low
interest rates, but the environment has changed. We
believe that European Central Bank (ECB) interest rate
hikes, current dislocations in Europe, and subsequent
volatility have coalesced to create a compelling

entry point today, an opportunity underpinned by the
confluence of strong secular changes in favor of

private credit.
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Geopolitical concerns, economic events, and central

bank actions are causing uncertainty and volatility across
global markets and in investors’ portfolios. But there are
opportunities amidst this storm. Because of the confluence of
a variety of forces, we believe that the European private debt

market merits closer consideration in the current environment.

Europe is facing severe market headwinds on multiple fronts.
First, the Russia-Ukraine war has strained supply chains
across a significant portion of the continent, bringing about
uncertainty throughout its economy. Second, soaring inflation
has forced European central banks to plan extensive rate
hikes, which will have a multitude of effects on credit markets
and the general health of European economies. Making things
worse, the reversal of quantitative easing will likely have
significant trickledown effects on assets valuations across
Europe. Together, these events have not only impacted total
returns across the investment spectrum, but have also shut

a significant portion of the primary debt markets in 2022.
European high-yield bond issuance tumbled 65.1% in 2022,
following a record year in 2021, while leveraged loan volume
slumped 44%.

Apollo believes that the confluence of these forces has
severely constrained traditional avenues of funding, creating
an opportunity for direct lending to corporate borrowers
and private-equity sponsors. In our view, private debt can
offer investors who are willing to forego some liquidity the
opportunity for rising income streams, portfolio diversification
beyond that of traditional fixed income, and enhanced risk-
adjusted returns. This paper will provide an overview of the
European private credit space, assess and qualify the direct
lending opportunity in the current environment, and discuss
why we believe investors should consider the asset class for
their portfolios.

What is direct lending??

Direct lending is the practice of non-bank lenders providing
loans directly to corporations and other borrowers, without
the use of a bank or other third-party intermediary. Non-bank
lenders originate loans themselves to corporate borrowers,
providing them with capital for acquisitions, growth,
recapitalizations, and other purposes. Borrowers are generally
small- and medium-sized enterprises, but they can also be
large corporations.

Direct lending has several characteristics that make it
attractive for borrowers compared with common avenues of
financing, such as broadly syndicated loans and high-yield
bonds. The asset class also has key features and benefits that
can address weaknesses in traditional fixed income.

With direct lending, the borrower typically negotiates
financing with a single lender (or a very small group of lenders)
rather than an intermediary working with a large group of
underlying creditors as in a syndicated loan. The borrower
deals much more closely with a direct lender, giving it more
flexibility for developing bespoke financing solutions to
address specific needs. Also, working with a direct lender can
shift the dynamics of the relationship beyond that of strictly a
creditor/lender to more of a partnership. The business model
of direct lenders is underwriting loans to hold, which can allow
for better access to company management and the ability to
conduct more extensive due diligence to structure the loan for
better terms and control, especially in the event of borrower
underperformance. Direct lenders typically have experience
and expertise in loan workouts and recoveries which can help
mitigate losses in times of borrower stress.

Corporate borrowers that use private debt can avoid the

many expenses and burdens inherent in public debt offerings,
including those associated with regulatory filings and
disclosures, rating-agency processes to obtain credit ratings,
and roadshows that are frequently scheduled with limited
notice to sell into a supportive market environment. Borrowers
can also expect a deal to be completed with more certainty,
even in challenging market environments, and with greater
speed than with a transaction involving a syndicate of lenders.
This is one of the most pronounced benefits of direct lending
for borrowers. The broadly syndicated debt markets are highly
sensitive to market conditions. This vulnerability of the broadly
syndicated loan market has been heightened by the growth

of collateralized loan obligations (CLOs), which are major
purchasers of leveraged loans. CLOs are subject to limits

on lower-rated, particularly CCC-rated or below exposure.
Therefore, CLOs’ demand for loans is highly sensitive to
ratings downgrades, which typically occur during periods of
market and macro uncertainty.

Private debt is an asset class within alternative credit that

can offer structural protections and potentially compelling
benefits. Unlike many types of debt instruments, direct-
lending loans have floating-rate coupons that can periodically
change. The interest rate on a floating-rate loan comprises
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a base reference rate, such as the Euro Interbank Offered
Rate (EURIBOR), plus a spread that considers a borrower’s
credit quality and time to maturity. In a rising interest rate
environment, floating-rate loans can provide investors with
rising income streams, as well as protection against inflation.

Private loans tend to rank senior in a corporation’s capital
structure and are often backed by assets such as a company’s
plant, property, and equipment. Issuers of private loans

are typically first in line to be paid in event of bankruptcy.
Private debt can also have strong covenants or terms that

the borrower must comply with to avoid being in default.
Examples of covenants include requiring the borrower to
maintain a certain interest coverage ratio or restrictions taking
on additional debt.

Unlike high-yield bonds or syndicated loans that can be
traded daily, directly originated loans are illiquid. Direct
lenders usually originate loans with the intention of holding
them to term. But as compensation for the lack of liquidity,
lenders can charge premiums from origination fees and
higher spreads compared with syndicated loans and high-
yield bonds.

What's the opportunity in European private
credit today?

We believe borrowers stand to benefit from a tailored
financing solution, as well as certainty of pricing and
execution that direct lending can offer, especially at a time
when few options are available with traditional public avenues
of funding largely closed. The macro and geopolitical
headwinds we alluded to earlier in this paper have brought up
a cloud of uncertainty over Europe’s economy, causing banks
and public debt markets to pull back significantly on lending.
This dearth of available financing in the public markets has
generated a strong opportunity for direct lending as a viable
option for companies in need of capital from operational
challenges, such as rising costs and supply-chain disruptions,
as well as the need to refinance looming walls of maturing
debt—which will have to be done at much higher interest rates.

Companies also need funding for acquisitions, while private-
equity sponsors need financing to complete leveraged
buyouts (LBOs). Amid 2022’s challenging conditions, mergers
and acquisitions activity dived 41% year over year through

the third quarter according to Dealogic. Despite the drought
in dealmaking, however, direct lending saw robust activity on
the back of dislocated public markets. Deloitte’s European
deal tracker noted of 617 private debt deals completed
through the third quarter of 2022, which was on pace to
surpass the 791 deals in all of 2021.

With direct lending one of the few sources of financing

amid market dislocations, we have witnessed an increase

in borrower size over the past year. According to Apollo’s
internal research, the average borrowers’ earnings before
interest, taxes, depreciation, and amortization (EBITDA) has
grown to €75 million from €40 million during 2022, as large
corporations were unable to tap the public markets and
direct lenders continued to gain share in the space. We see
that as a positive development for investors in private debt
because larger borrowers tend to have more stable and
mature business models—in essence higher-quality firms
that offer a layer of downside protection for lenders. This
phenomenon has resulted in more opportunities and higher-
quality deal flow, especially for managers of scale like Apollo.

Lastly, the sharp dislocations experienced in the public
markets in 2022 have generated stress among many market
participants. Heightened equity volatility and tightening
financial conditions have spread across capital markets,
creating opportunities to capitalize on the resultant volatility.
For more than a decade, many investors have under-allocated
to credit given persistently low interest rates. We think the
current market environment is changing this situation. We
expect that the next 24 months will likely be an attractive
environment for credit selection, particularly for lenders who
can provide capital dynamically and at scale. As rates rise
and spreads widen, we think credit is going to be the most
attractive risk-reward trade relative to other asset classes,
especially public equities.

We also believe that this opportunity is likely to last for a
while, as we think it will take years before bank appetite for
financing reverts to 2021 levels. Even if M&A activity remains
subdued, we believe that direct lending will continue to take
share from bank-funded/syndicated markets. In summary,
direct lenders have become an essential viable option for
sponsors/borrowers who want to finance acquisitions and/or
new LBOs or refinance upcoming debt maturities. We expect
this environment to persist, which will likely create more
opportunities in the next couple of years.
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Secular trends are also underpinning the
case to invest in European private debt

Banks have traditionally played a larger role in financing
companies in Europe than in the US. Thus, the direct
lending market in Europe is less mature than its US
counterpart, which has roots dating back to Congress’
creation of business development companies (BDCs)

in 1980 to provide capital to smaller middle-market
companies. Europe’s direct-lending market emerged from
the aftermath of the Great Financial Crisis (GFC), which
was a wake-up call not only for European banks but banks
around the globe. The GFC uncovered faults in the banking
system that allowed for imprudent lending, excessive risk-
taking, and the lack of sufficient capital buffers.

But following the crisis, stringent new bank regulations

in Europe, such as the Basel Il accord, overhauled
leveraged lending guidelines, resulting in increased capital
requirements, balance-sheet deleveraging, and tighter
underwriting standards. Overall, the effects of regulation
decreased the aggregate funds available to lend on

bank balance sheets. In particular, risk-weighted capital
requirements fundamentally changed the bank lending
model, and banks shifted from acting as principal investors
that originate and hold loans to more of brokers that
originate and syndicate loans. Over a 10-year period (2011-
2021) European banks’ share of the leveraged loan market
has been more than cut in half while non-banks have vastly
gained market share (Exhibit 1). As a result, institutional
and private lenders filled the void, with assets under
management in European direct lending surging to €355
billion in 2021 from €57 billion in 2011 (Exhibit 2).

Exhibit 1: Bank’s share of European loan markets has fallen sharply
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Exhibit 2: European direct lending AUM has grown as private capital replaces receding bank loans
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Secular growth in sponsor-backed lending, or the practice

of providing financing to companies backed by private-
equity firms, is another driving force supporting the rise of
European direct lending in the long run. Sponsor-backed
lending has accounted for a significant portion of private-
debt transactions. In 2021, 88% of buyout-related transactions
across the UK and rest of Europe involved private-equity
sponsors.® Sponsor-backed financing can create an additional
layer of protection for direct lenders. Private-equity sponsors
conduct extensive due diligence when making acquisitions.
They may provide operational expertise to enhance the

€355 Dbillion
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profitability of portfolio companies, as well as deep sector and
market insights. They can also play an active role in company
management. Ultimately, private-equity sponsors have shared
incentives with lenders to see the success of their portfolio
companies.

Private-equity managers are typically well capitalized and
are in position to step in to help portfolio companies facing
challenges. European private-equity managers have near-
record levels of dry powder on hand for deployment into
portfolio companies in need (Exhibit 3).

Exhibit 3: European equity private-equity managers have plenty of dry powder
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Incorporating European private credit into
investor portolios

The use of any investment for investor portfolios should take
into careful consideration investor goals, risk tolerance, needs,
and constraints—European private credit is no different.

Another key consideration is the market environment. For
years, major European central banks have used lax monetary
policies that kept interest rates low, which essentially provided
a tailwind for taking on risky assets such as public-market
equities. But for the many reasons we covered earlier in this
paper, we believe that investors will need to utilize private-
market investments, such as private debt, to generate
potential alpha in the long run. We also believe that potential
risk-adjusted returns for European direct lending in today’s
market environment are more favorable than they were just a
year ago.

As stated earlier, private debt is not broadly traded, making
the asset class an illiquid investment. Ultimately, however, the
level of liquidity provided to investors will be dictated by the
structure of the investment vehicle that houses the underlying
assets. For example, interval funds and non-traded BDCs

can offer their investors periodic liquidity even though their
portfolio holdings are often illiquid.

European private debt can be used as a complement to, or

a replacement for, traditional fixed income. The asset class
may be attractive to income-oriented investors since it may
offer higher yields than investment-grade bonds and other
asset classes. Since private debt usually has floating interest
rates, investors also have the opportunity for growing income
streams as benchmark rates rise.

Having a diversified portfolio, one that is spread across a
variety of asset classes in different sectors and industries, is
key to reducing the fluctuations that investors experience.
Private debt’s inherently lower levels of volatility may help
“smooth the ride” and shield investors from the damaging
effects of “volatility drag”* on portfolios’ terminal value.

Additionally, investors need to examine the capabilities of the
lender or private-debt manager. Size, scale, experience, and
expertise are important as European private debt deals are
growing larger. Having these attributes can give the manager
inherent advantages over its peers. Being able to commit

in size can result in the manager having a leadership role

in the financing with the ability to drive pricing, terms, and
downside protection features in the documentation process.
It can also help the manager gain access to borrowers who
previously only looked at syndicated bank financing for
capital. Additionally, having industry expertise, long-term
relationships, and the ability to scale can help win business
as companies move from the middle market to the large-cap
space. But note that European direct lending is still relatively
new, coming about after the GFC as previously mentioned,
and thus lacks a long-term track record encompassing
multiple cycles that shows which managers truly stand out.
We believe that, aside from transitory episodes during the
Covid-19 pandemic, the current macro environment will for
the first time test the ability of managers to build and manage
portfolios in adverse times.

Lastly, environmental, social, and governance (ESG) topics
(such as climate change, employee diversity, and labor rights)
are becoming ever more important to investors. Private debt
managers, particularly those on platforms with size and scale,
are also finding ways to incentivize borrowers to improve
their sustainability performance. Some have introduced
sustainability-linked loans that can adjust borrowing costs by
approximately five to 10 basis points if the company meets or
fails to meet certain ESG targets.

Conclusion

Disruptions such as the Russia-Ukraine war, rising inflation,
and the end of dovish monetary policy are making it hard
for European companies to obtain funding from traditional
sources, creating a strong opportunity for private lenders
to step in. Also, secular trends, including the retrenchment
of banks and the growth of private equity, support the
opportunity for direct lending in the long run. Apollo believes
that direct lending offers significant flexibility and other
compelling benefits compared with traditional areas of
financing. For investors, direct lending can offer meaningful
income and potentially help with portfolio diversification.
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Important Disclosure Information

This presentation is for educational purposes only and should not be
treated as research. This presentation may not be distributed, transmitted
or otherwise communicated to others, in whole or in part, without the
express written consent of Apollo Global Management, Inc. (together with
its subsidiaries, “Apollo”).

The views and opinions expressed in this presentation are the views and
opinions of the author(s) of the White Paper. They do not necessarily
reflect the views and opinions of Apollo and are subject to change at any
time without notice. Further, Apollo and its affiliates may have positions
(long or short) or engage in securities transactions that are not consistent
with the information and views expressed in this presentation. There

can be no assurance that an investment strategy will be successful.
Historic market trends are not reliable indicators of actual future market
behavior or future performance of any particular investment which

may differ materially, and should not be relied upon as such. Target
allocations contained herein are subject to change. There is no assurance
that the target allocations will be achieved, and actual allocations may

be significantly different than that shown here. This presentation does
not constitute an offer of any service or product of Apollo. It is not an
invitation by or on behalf of Apollo to any person to buy or sell any
security or to adopt any investment strategy, and shall not form the basis
of, nor may it accompany nor form part of, any right or contract to buy

or sell any security or to adopt any investment strategy. Nothing herein
should be taken as investment advice or a recommendation to enter into
any transaction.

Hyperlinks to third-party websites in this presentation are provided for
reader convenience only. There can be no assurance that any trends
discussed herein will continue. Unless otherwise noted, information
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included herein is presented as of the dates indicated. This presentation
is not complete and the information contained herein may change at any
time without notice. Apollo does not have any responsibility to update
the presentation to account for such changes. Apollo has not made any
representation or warranty, expressed or implied, with respect to fairness,
correctness, accuracy, reasonableness, or completeness of any of the
information contained herein, and expressly disclaims any responsibility
or liability therefore. The information contained herein is not intended to
provide, and should not be relied upon for, accounting, legal or tax advice
or investment recommendations. Investors should make an independent
investigation of the information contained herein, including consulting
their tax, legal, accounting or other advisors about such information.
Apollo does not act for you and is not responsible for providing you with
the protections afforded to its clients.

Certain information contained herein may be “forward-looking” in nature.
Due to various risks and uncertainties, actual events or results may differ
materially from those reflected or contemplated in such forward-looking
information. As such, undue reliance should not be placed on such
information. Forward-looking statements may be identified by the use of
terminology including, but not limited to, “may”, “will”, “should”, “expect”,
“anticipate”, “target”, “project”, “estimate”, “intend”, “continue” or “believe”
or the negatives thereof or other variations thereon or comparable

terminology.

The Standard & Poor’s 500 (“S&P 500”) Index is a market-capitalization-
weighted index of the 500 largest US publicly traded companies by
market value.

Additional information may be available upon request.

To learn more, visit ApolloAcademy.com.
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