
IN FOCUS

What are they?
European senior secured leveraged loans (referred to as “European 
loans” from now on) are loans to sub-investment grade (high yield) 
borrowers, where the coupon rate is linked to short-term interest rates 
e.g. EURIBOR. In the US, their equivalent pays coupons linked to the 
Secured Overnight Financing Rate, SOFR. 

Loans are senior, meaning loan investors rank higher in the capital 
structure than other creditors (including bond investors) and get repaid 
first if there is a default. They are also secured, meaning investors have 
a claim on the assets of the borrower if a default happens. In contrast, 
most bonds are unsecured. 

And they usually come with additional protections for lenders, known 
as covenants. There has been a rise of “covenant-lite” loans but, as 
described later, the consequences are not as clear cut as you might 
think.

Seniority, security and covenants all help to reduce to downside risk of 
loan investments.

Importantly, loans can be repaid at will by the borrower (in technical 
terms, they are “callable”). While the average loan maturity is seven 
years, most are repaid after three.

The European loans market has grown considerably in recent years. 
There was just over €100 billion outstanding at the end of 2015, but 
this has grown to nearly €300 billion by October 2022 (Figure 2). 

European senior secured leveraged loans are a 
growing and integral part of the leveraged finance 
universe. They offer a 10% yield, have positive 
exposure to rising interest rates (unlike most 
fixed income), offer credit protections to manage 
downside risk, and have a low correlation with 
traditional fixed income. This should place them 
firmly on more investors’ radars.
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Figure 1: Illustrative capital structure 
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Average loan sizes are €650 million, with the main borrowers being 
private equity-backed companies. They frequently use loans to finance 
acquisitions. Callability appeals as acquisition financing is often 
relatively expensive. The private equity owner can finance a deal with 
loans, then repay them and refinance at a cheaper rate in a few years 
time once the deal has delevered, risk reduced, and/or operating 
performance improved. Borrowers, on average, have a BB-/B+ credit 
rating. This is slightly worse than the European, and slightly better than 
the US, high yield debt markets.

The investor-base is dominated by long-term institutional investors, 
with collateralised loan obligations (CLOs) owning about three quarters 
of the European loan market. Note these bear no relation to the tarred 
and feathered Collateralised Debt Obligations (CDOs) containing US 
sub-prime property debt which triggered the Global Financial Crisis 
(GFC). This is important. CLOs are closed-ended vehicles so represent 

Source: Schroders. 

Figure 2: The European loans market has grown to be worth nearly €300 billion

Figure 3: Key characteristics of European loans vs corporate bonds
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long-term, locked-up, capital, not subject to outflows in response 
to market movements or collateral calls. Put simply, a CLO is a 
portfolio of predominantly senior secured loans that is securitised and 
managed as a fund. Each CLO is structured as a series of tranches that 
are interest-paying bonds, along with a small portion of equity. This 
investor-base acts very much as a volatility dampener and, even in 
today’s more volatile markets, we are still seeing new CLOs  
being created.  

Loans are sometimes incorrectly described as being “illiquid”, similar 
to something like private debt. This simply isn’t true. Loans trade on 
a daily basis. However, what takes the time is settlement. This is a 
legal transfer and this process can take 7-28 days in Europe, although 
electronic settlement, which can cut settlement to a matter of days, is 
starting to become more commonplace.

Loans Corporate bonds

Interest rate Floating rate, EURIBOR+ Fixed rate

Seniority Senior lender, rank higher in the capital structure than other creditors Junior lender

Security Secured on assets of borrower Usually unsecured

Covenants Comprehensive Usually none

Callable? Can be repaid at will, usually happens after three years Sometimes

Liquidity Daily tradable, settlement takes 7–28 days Daily tradable, settlement takes 1 day

Investors Institutions only Retail and Institutions

Main borrowers Private equity owned companies Companies

2



European loans offer four major attractions for investors:

US Europe

Market Size (bn) $1,488 €287

Number of issues 1,693 437

Number of sectors 20 18

3yr discount margin1, bps (~spread) 655 761

Index Rating B B+/BB-

Average percentage equity contribution per deal (%) 42 46

% Cyclical 58 50

Number of major jurisdictions 1 6

Retail fund eligible/ETFs Yes No

Leverage lending guidelines No Yes

US vs European loans

1 A measure of the return spread over the underlying reference rate (SOFR/EURIBOR). 
As at 31 October 2022. Source: Credit Suisse, Morningstar, Schroders.

Figure 4: Characteristics of US and European loans

When looking at the headline details for the US loan market 
compared to Europe, it is easy to see why the US is the first port of 
call for many investors. It’s around 5x the size, has nearly 4x as many 
issuers and covers more sectors of the economy. 

However, for those willing to take a closer look, its smaller European 
sibling is not without merit. Credit quality is higher, and the three-year 
discount margin, a measure of the return spread over the underlying 
reference rate, is also higher. It is more appealing when it comes to 
quality and value.

While the European market is clearly smaller, it is not a problem to 
build a diversified portfolio, with the added benefit of spreading risk 
over a greater number of major economies. And inaccessibility to 
retail investors helps insulate the European market from some of the 
erratic shifts in retail sentiment, which can occur in the US. 

There have also been a number of trends in the US which have the 
potential to put the European market in a stronger relative position as 
we enter a more challenging economic environment. An important 
differentiator is the existence of leverage lending guidelines in 
Europe, for example there are barriers to lending more than 6x 
EBITDA. This has kept leverage in check much more than in the US, 
where there used to be similar guidelines. These rules were, however, 
disbanded by the Trump administration. 

EBITDA-adjustments are also more common and with greater impact 
in the US. These accounting adjustments boost the value of EBITDA, 
reducing the reported debt/EBITDA multiple. This can muddy the 
waters when assessing the true level of underlying leverage. 

One trend which could negatively impact recovery rates in future 
is the increased popularity of “loan-only” issuance in the US and 
Europe. With these, in the event of a default, there is no bond 
investor to take losses before loan investors would be exposed. Such 
structures are likely to result in lower recovery rates. However, these 
have been more aggressively structured in the US, with the growth of 
the B- rating bucket there. The European loans market has been  
less affected. 

All in all, despite the uncertain economic outlook, the European 
market is arguably less exposed to downside risks while offering a 
higher discount margin/spread than the US. 

Pay a floating rate of interest, protecting them from rising rates

Currently offer a high yield vs other assets

Senior secured nature, and covenants, help mitigate  
downside risks

Have low correlation to other fixed income asset classes so can 
improve portfolio efficiency
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Traditional fixed income investments fall in value when yields rise. The 
European corporate bonds bought when they yielded 0.5% a year ago 
don’t seem so attractive when the going rate is 4.2%, as at 31 October 
2022. The longer a bond’s duration, the greater its price- sensitivity to 
yield movements. 

This is where European (and US) loans behave very differently. 
Because their coupons increase when interest rates rise, prices are 
relatively insensitive to changes in rates but the income they generate 
goes up. In a rising interest rate environment, this is a highly prized 
characteristic. 

Loan coupons are usually reset every three months, so there can be 
a period when rates rise before coupons respond. But this is only 
temporary. Their duration is very short compared with traditional fixed 
income, as Figure 5 shows.

Note: Loan coupons adjust to the prevailing reference rate every three months, typically. This lagged updating means there can be a short period when rates have risen but loan coupons 
have not. This can lead to a small price impact, albeit far lower than on any traditional fixed income investment. As at 31 October 2022. IG = investment grade, HY = high yield, EMD = 
Emerging Market Debt. IG and HY indices are BofA indices, EMD are JP Morgan EMBI Global Diversified and CEMBI Diversified indices, European loans are Credit Suisse Western European 
Leveraged Loans index.  
Source: ICE Data Indices, Credit Suisse, Refinitiv, and Schroders. 

Note: European loan spread is three-year discount margin. Loan yield is calculated as three-year discount margin + three-year Euro swap rate. All others are option-adjusted spreads and 
yields to worst. Overseas yields have been hedged to euros using 3-month interest rate forwards. IG = investment grade, HY = high yield, EMD = Emerging Market Debt. IG and HY indices 
are BofA indices, EMD are JP Morgan EMBI Global Diversified and CEMBI Diversified indices, European loans are Credit Suisse Western European Leveraged Loans index. Data as at 31 
October 2022. Figures are for illustrative purposes only.  
Source: ICE Data Indices, Credit Suisse, JP Morgan, Moody’s, Refinitiv, and Schroders.

Floating rate exposure

Offer high yield vs. other assets

Figure 5: Loans appeal in a rising rate environment 

Figure 6: European loans’ credit spread and yield advantage
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As at 31 October, European loans offer a very healthy yield of 10.6%. 
This is a significant pickup over more traditional fixed income. 
European high yield offers 8.0% and US high yield (hedged to euros) 
only 6.0%. 

This is largely down to European loans offering a higher credit spread 
(for loans the relevant credit spread is the three-year discount margin, 
which is the return in excess of EURIBOR, assuming it is repaid after 
three years).
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One reason for this spread pickup is loans’ callability. Investors can be repaid at any time and this could be at a time which is less advantageous 
for them to reinvest, for example when spreads are lower. We can value this call option by looking at the difference in spread between single 
B-rated loans and bonds. In a par market with most assets trading around 100, there is no spread differential between the asset classes and 
therefore no call option value. This makes sense as loans trade and are callable at par. Today, B-rated loans trade at a c.75bps spread discount to 
a bond with an identical credit profile, because of the implied embedded call option. Note that the figures in the charts above are based on the 
mix of bonds in the market rather than a single loan/bond of a single rating.

Direct lending versus Loans
The direct lending market is a corner of the private asset world 
that has seen significant growth over the last decade. According to 
Preqin, this market now exceeds €200 billion in value in Europe. 
It has taken up the baton from local commercial banks for lending 
to small and mid-sized (unrated but sub-investment grade quality) 
companies. Historically, investors have been compensated for the 
heightened risks associated with the illiquidity of the asset class, 
higher leverage (e.g. debt 6.5 or 7x EBITDA rather than 4.5-5x for 
European loans) and arguably untested default outcomes through a 
recession, by earning c.150bps extra on their loans compared with 
the leveraged loan market. 

However, this picture does not capture one major wrinkle – direct 
lending funds will take time to identify deals and draw down 
capital, a process which can potentially take several years. This 
leaves investors with much lower returns on their committed 
capital. European loan funds, in contrast, can deploy capital almost 
immediately, providing investors instant access to the return 
attributes of asset class. 

In addition, unlike historically, European loans today offer a higher 
spread than European direct lending deals (760bps vs around 
700bps). Investors looking for improved liquidity, higher quality 
floating rate assets, and high yields, may wish to reassess their 
allocations.

Downside risk mitigation

Loans benefit from features which can help to mitigate the risk of 
default and the risk of losses if a default does occur. Loans typically 
come with covenants, which can help with the former. These place 
restrictions on the borrower to protect the interests of the lender. 
These may be restrictions on:

 – Raising additional financing beyond a certain threshold

 – Managing certain ratios and testing these on an ongoing basis, such 
as debt service coverage ratios, and debt-to-EBITDA ratios

 – Trapping dividend payments if certain triggers are met

Maintenance covenants are where a borrower is tested on a regular 
basis, for example that debt has stayed below 5x EBITDA. In contrast, 
incurrence covenants are tested less frequently. Checks only take 
place when a borrower wants to take a specific action, like pay 
themselves a dividend.

A notable trend in the past ten years has been the growth of 
“covenant-lite” loans where some of these protections, particularly 
maintenance covenants, are forgone. While this does represent a 
deterioration from the lender’s perspective, it is not as damaging as is 
sometimes made out (see boxed section).

Furthermore, even though covenants have weakened, loans still benefit 
from their high ranking in the capital structure, and security over assets 
of the borrower. This means that in the event of a default, recovery 
rates on loans have been much higher than on corporate bonds. Loan 
investors have got back, on average, 69% of their money when a 
borrower defaulted compared with around 37% for corporate bond 
investors, according to data from Moody’s (Default and recovery rates 
of European corporate issuers, 1985-2020). 

A win-win for loan investors
The combination of high credit spreads and low default losses is a win-
win for loan investors compared with other public and private debt 
investments. Figure 7 shows them against a broader range of asset 
classes than previously to provide a more comprehensive assessment. 

For example, European loans’ spread of 7.6% is higher than available in 
most other areas. An average default rate for European loans of 2.8% 
(taking account of the current loans’ market credit ratings mix) and an 
average recovery rate of 69% translates into an average loss of 0.9% 
a year. This compares very favourably with high yield debt. It is higher 
than some other private debt instruments but this is compensated by 
its higher spread, resulting in a relatively high spread net of losses.
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Figure 7: A win-win for loans from high spreads and low losses
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What potential risks are investors facing?

The European loan market is not without its risks. The most obvious 
of these is the slowing economic situation, driven by rising inflation 
and hawkish central banks – a European recession is the base case 
for 2023. But what does this mean for default driven losses? 

Looking back over time, defaults peaked at 10.5% following the GFC. 
Its latest reading is only 0.5% over the last 12  months. That’s not 
to say there isn’t any stress in the market. Some borrowers are still 
struggling post-Covid and input cost inflation is wreaking havoc in 
corners of the manufacturing sector. As a result, the distress ratio 
is currently higher at 6% (September 2022). This probably acts as 
a better guide to the likely default picture for the next 12 months. 
Conservatively assuming a 7% peak default rate and recoveries 
coming in at 60%, market level losses would be 2.8%. This takes no 
account of any skill an investor may have in identifying borrowers 
with lower risk of default. As we stand today a loss on that level 
would still leave investors with net returns of over 7% over the next 
12 months (7.6% spread – 2.8% losses + 2.6% 12-month EURIBOR = 
7.4%). 

What could go wrong? Clearly there are two assumptions being 
made here - default rates could be higher and recoveries could be 
lower. Our opinion is that recoveries are more likely to be the weak 
link in this equation. 

Over the past decade we have seen covenant-lite deals come 
to dominate the market as incurrence based tests have become 
the market norm, replacing maintenance covenants for all but the 
weakest of credits. During Covid, this type of investor protection 
did in fact work well as borrowers faced huge liquidity problems. 
Consequently, in order to improve their liquidity positions, permission 
had to be sought to incur more debt and make amendments to their 
lending facilities. This enfranchised lending syndicates and allowed 
them to dictate terms and drive better returns for investors, whilst 
mitigating default risk.  

Looking ahead, despite the best efforts of creative US law firms, 
the worst aspects of weak documentation from the US market 
(for example, large EBITDA adjustments and weak asset transfer 
drafting) have largely failed to gain traction in Europe. This is thanks 
to a more organised and concentrated investment community and 
tighter regulation from the European Central Bank (their guidance on 
leveraged transactions). 

However, in a more protracted economic slowdown, compared to 
the sharp sell off and rebound during the Covid years, it is likely some 
businesses will experience value destruction and leakage before a 
credit event, potentially driving down recoveries. The saving grace 
here is that, based on current yields, it would take an unprecedented 
default rate of 20.4% with recoveries at 50% to wipe out returns. This 
seems unlikely.

Figure 8: Current yields heavily discount future defaults
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A diversifying asset which can improve portfolio efficiency

In addition to having appealing stand-alone characteristics, loans can 
also diversify traditional fixed income assets and equities. They have 
next to no duration, and their returns increase as interest rates rise. In 
contrast, traditional bonds lose money when yields rise. 

They do have a credit spread component, similar to corporate bonds 
and high yield debt, and this is sensitive to risk appetite and the 
economic environment. Although it has loan-specific drivers, this 
spread will be correlated with credit spreads elsewhere, as well as with 
equity markets. 

The extent of diversification that loans can provide therefore depends 
in part on whether it is credit spreads or interest rates that are the 
dominant driver. When interest rates were pinned down at rock-
bottom levels for much of the post-GFC era, it was spreads that 
understandably had the greatest influence.

This led to higher correlations than in the pre-GFC years. And in times 
of acute market stress, such as the covid-sell off and rebound, spread 
movements also become accentuated, adding upward pressure on 
correlations – especially when interest rates have had little room for 
movement.  This is what drove correlations higher in the recent 24 
month periods analysed in Figure 9.

However, as we enter a regime shift back towards a higher interest 
rate, higher inflation rate environment, that balance could be set to 
shift. There is a strong argument to say that correlations will revert 
back, at least partially to the lower levels that were experienced pre-
GFC. This further highlights the benefits of adding loans to multi asset 
portfolios, as a tool to increase risk-adjusted returns.

7



Figure 9: Loans can diversify traditional asset classes
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Solvency II treatment of loans for Insurance investors

Insurers looking to diversify their high yield allocation or seeking 
to access higher yields whist optimising their capital usage should 
certainly not be afraid to run the slide rule over senior secured loans. 
Despite being B rated at a market level, senior secured loans still offer 
relatively attractive spread capital charges due to their comparatively 
short average life. Interest rate risk solvency capital requirement 
(SCR) is also helpfully low due to the floating rate nature of the asset 
class. 

Combined, the total SCR is very attractive on a risk-adjusted basis 
with senior secured European loans offering the highest spread net of 
its capital drag (Figure 10). 

Figure 11, below, explores the Duration Times Spread (DTS) metric as 
a measure of investment return. We also adjust the spread available 
by the capital impact. Under this type of investment approach, with 
all else being equal, insurers should favour asset classes with a higher 
DTS, as the capitalised value of the spreads from those assets are 
greater. Three DTS curves are plotted (1,000, 1,500 and 2,000, with 
the 2,000 curve the rightmost). The highest performing strategies 
(using DTS) will lie within range of the 2,000 DTS curve.  Senior 
secured loans are one of these strategies. This should encourage 
investment outside of annuity buckets, where surplus capital is more 
widely available and where equity exposure is deemed too risky.

Figure 11: Spreads adjusted for capital against spread duration

Credit 
Rating

Interest 
RateSCR

Spread 
SCR

Total SCR 
undiversified

Total SCR 
Diversified

European 
Loans B 0.25% 19.75% 19.00% 18.8%

HY BB 3.27% 14.7% 17.96% 15.1%

IG Corps BBB 7.55% 16.3% 23.87% 18.0%

Senior Infra BBB 6.60% 10.0% 16.60% 12.0%

Junior Infra BB 4.50% 11.0% 15.50% 11.9%

IG CRE BBB 0.25% 6.8% 7.00% 6.8%

Senior CRE BB 0.25% 5.3% 5.50% 5.3%

HY CRE BB 0.25% 7.5% 7.75% 7.5%

Note: IG = EUR 7-10yr BBB bonds, HY = EUR high yield, CRE = EUR Commercial real estate debt, 
infra = EUR infrastructure debt. 
Assumptions for capital calculations 
Leveraged loan spread SCR is based on a duration of 2.5, driven by its weighted average life of 3 
years. 
Articles from the Delegated Regulation EU 2015/35: 
For Leveraged Loans, HY, IG Corps, IG, Senior and HY CRE - Articles 176 and 166 
For Senior and Junior Infra – Articles 180 and 166 
For Diversified SCR. We have assumed the risks are uncorrelated(correlation = 0)  which is 
consistent with methodology in Article 164. 
As at 31 October 2022. Source: ICE Data Indices, Credit Suisse, and Schroders.
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Figure 10: Solvency Capital vs Other Asset Classes
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Conclusion
The combination of a high, floating rate of interest, downside risk 
protection, and diversification benefits mean that European loans 
have the potential to add value and improve risk-adjusted returns in 
most investors’ portfolios. 

Although the market has grown considerably in size, many 
investors have no exposure to this asset class at all. That is unlikely 
to stay the case for long.
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