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Introduction

The UK is one of the largest, most
developed, and most attractive
markets for direct lending in EMEA,
facilitated by a robust economy and
a largely consolidated banking sector.
Current threats such as the Covid
pandemic and Brexit will have limited
or temporary impact, making the

UK a hotspot for new direct lending
investment opportunities over the
months and years to come. In this
piece, we explore why.
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Why invest in the UK?

The UK is a G-7, key global economy with a track
record of economic growth supported by very
low unemployment rates. Three key factors make
the UK particularly attractive for direct lending

in 2021 and beyond. First, the sector mix that
fuels the economy is heavily skewed towards the
services sector, which typically lends itself well

to cashflow-lending. Secondly, the UK is well

on the way to vaccinating its way out of Covid,
which should lead to a big economic bounce-
back in 2021-22. Thirdly, Brexit appears to have
been a non-event economically after all. This all
means that the UK offers stability and attractive
investment opportunities for institutional
investors like Pemberton and the LPs backing
such institutions.

A fundamentally strong, service-based
economy

The UK is the fifth largest economy in the world
by nominal GDP ranking only behind Germany in
Europe'. Before Covid, the British economy had
been growing between 2.3% and 1.3% annually
since 2015, but the impact of the pandemic
meant that the UK economy shrank by 9.9%

in 2020. Buoyed by one of the world’s most
successful vaccination programmes - which saw
52% of the population receive a first dose of the
vaccination by 30 April (34.6 million doses) - the
UK is forecast to grow by 4.7% in 20271¢ and has

experienced sequential growth of 16% (Q3 2020)
and 1.3% (Q4 2020) in the last two fiscal quarters?.

Unemployment was historically low before the
pandemic, at 4% in February 2020. Thanks to
an extensive furlough programme to protect
jobs during the crisis, it rose to only 5.1% by Q4
2020%. It is expected to rise to 5-6% in 2021 as
the furlough programmes end and companies
consolidate jobs in response to changed
industry conditions in certain sectors>. However,
unemployment is expected to remain well below
the average level of unemployment in the EU
before Covid (7.4% as of December 20199).

Compared with Germany, for example, the

UK economy is skewed more towards services
(79%) than industrials (20.3%). That skew lends
itself well to direct lending, as such businesses
will tend to be less cyclical, have lower capital
expenditure requirements, higher free cashflow,
and are less exposed to fluctuations in raw
material or commodity prices than industrial
manufacturing businesses. About 40% (372)

of all UK direct lending deals since 2012 have
been in the services sector. This stands in stark
contrast to the 44 transactions completed in the
manufacturing sector and 20 completed in the
Energy & Resources sector’.

. IMF estimates List of countries by GDP (nominal), wikipedia.org

. Average forecast: Forecomp March 2021.pdf, publishing.service.gov.uk
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3. GDP quarterly national accounts, UK: October to December 2020, Office for National Statistics
4. Unemployment rate (aged 16 and over, seasonally adjusted), Office for National Statistics
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. Unemployment rate forecast UK 2021, Statista
. https://ec.europa.eu/

. Deloitte H2 2020 Alternative Lender Tracker; Services includes Financial Services, Business, Infrastructure & Professional services, Public sector

and Human Capital


https://en.wikipedia.org/wiki/List_of_countries_by_GDP_(nominal)
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/970101/Forecomp_March_2021.pdf
https://www.ons.gov.uk/economy/grossdomesticproductgdp/bulletins/quarterlynationalaccounts/octobertodecember2020
https://www.ons.gov.uk/employmentandlabourmarket/peoplenotinwork/unemployment/timeseries/mgsx/lms
https://www.statista.com/statistics/374800/unemployment-rate-forecast/#:~:text=In%202021%20the%20unemployment%20rate%20of%20the%20United,Coronavirus%20pandemic%20continues%20to%20impact%20the%20UK%20economy.
https://ec.europa.eu/eurostat/documents/2995521/10493867/3-03032020-BP-EN.pdf/af09316f-78d0-037c-b27b-fa7844dc2c96
https://www2.deloitte.com/uk/en/pages/financial-advisory/articles/alternative-lender-deal-tracker.html
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Brexit has so far had limited impact on the
direct lending market

The UK officially left the EU in January 2020, and
the post-Brexit transition period ended on

31t December 2020. Against the backdrop of
the pandemic it has been difficult to establish
the specific impact of Brexit on the UK economy.
Government support programmes including
the furlough scheme may also have softened or
postponed the impact of the new arrangements.
However, the impact on M&A and by extension
on direct lending has been short-lived. We saw
a 79% uptick in M&A activity by value from H1
to H2 20208. In addition, direct lending deal
volumes remained broadly flat in H2 from those
seen in H2 2019 (91 deals vs 939).

The impact of Brexit on Pemberton’s portfolio
companies has also been limited. As Cassandra
Rivilla-Lutterkort, UK Executive Director at

In the UK, the sector mix that fuels
the economy is heavily skewed
towards the services sector, the

country is also well on the way to “g"_"

vaccinating its way out of Covid,
and Brexit appears to have been a
non-event economically after all.

Pemberton, says: "As part of our ongoing
dialogue with portfolio companies, we have
remained vigilant about any possible challenges
being faced as part of Brexit. A significant part of
our UK portfolio relates to businesses based in the
UK and serving customers in the UK as well, and
therefore Brexit was not a relevant consideration.

For those with cross-border supply chains, during
Q4 2020 and early 2021 we heard anecdotal
complaints of slower than expected deliveries

or increased freight costs. In response, these
businesses stockpiled certain supplies ahead of
the end of the transition period to ensure there
were no shortfalls on 1st January. So while there
is still an increased administrative burden for
certain parts of trade, we have not seen any
financial impact across the portfolio”

- \,

8. Freshfields, Global M&A in 2020 — and what to expect in 2021
9. Deloitte H2 2020 Alternative Lender Tracker



https://transactions.freshfields.com/post/102gm2o/global-ma-in-2020-and-what-to-expect-in-2021
https://www2.deloitte.com/uk/en/pages/financial-advisory/articles/alternative-lender-deal-tracker.html
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The growth of direct lending in the UK

A consolidated banking market and the strong
presence of PE sponsors has put the UK at the
forefront of direct lending in Europe. That looks
set to continue, with the market increasingly
dominated by a limited group of leading firms.

Direct lending is well established

The UK was the first European market in
which direct lending established a foothold,
encouraged by the example of the US and a
post-Global Financial Crisis backdrop in which
consolidation and increased regulatory and
capital constraints on banks reduced their
lending appetite for mid-market businesses.
This left a gap that has been steadily filled by
direct lending funds such as Pemberton. Since
2012 (when direct lending started to become
established in Europe) there have been 978
direct lending deals in the UK (to December
2020), compared with 643 in France and

351 in Germany. In 2019, the last full year of
activity pre-Covid, the UK accounted for

162 deals, compared with 122 for France and
67 for Germany'.

A shrinking banking sector has contributed
to the rise of direct lenders

Direct lending has been driven, in part, by the
fact that there are fewer banks than elsewhere in
Europe. A consolidated banking market means
less competition and more scope for institutional

lenders, and this has allowed direct lenders to
take a big slice of the UK lending market.

UK banks have further refocused during Covid,
with much of their effort in 2020 linked to the
delivery of government programmes (CBILS,
CLBILS and the CCFF) to keep SMEs and larger
corporates afloat. This has left little time, appetite
or balance sheet available for banks to support
mid-market lending. In addition, much of that
market segment is private equity sponsor-
backed and has not been a beneficiary of the
aforementioned government programmes.

All of this has led to a definitive coming-of-age
for direct lending in the UK, and in H2 2020
non-bank lenders accounted for 77% of UK
mid-market loans, compared with a historic level
of 60%". At the same time only a handful of UK
banks are now active in this market segment
and their level of participation in the mid-market
space is on the decline. For instance, in 2020
HSBC (historically the leading bank in this space)
only completed 11 transactions, excluding super
senior RCFs, a sharp contrast with the 71 deals in
2019. This drastic reduction has been seen across
all bank lenders™.

According to Eric Capp, Head of UK at
Pemberton: “The stark reduction in banks’
appetite for mid-market lending, together with
what we expect to be a strong bounce-back in
the UK economy in H2 2021, is setting the stage

10. Deloitte H2 2020 Alternative Lender Tracker
11. Duff & Phelps European Mid-Market Update, Spring 2021
12. Alix Partners Mid-Market Debt Report, H2 2020



https://www2.deloitte.com/uk/en/pages/financial-advisory/articles/alternative-lender-deal-tracker.html
https://www.duffandphelps.com/insights/publications/m-and-a/european-mid-market-debt-update-spring-2021
https://www.alixpartners.com/insights-impact/insights/alixpartners-mid-market-debt-report-h2-2020/

GEOGRAPHIC SERIES - UK | 5

for an exciting period of growth for the UK direct
lending market. Institutional lending will be able
to support the upward trajectory of the economy
and at the same time offers institutional investors
the opportunity to participate in the recovery of
the UK economy”

An increasingly concentrated direct lending
sector

With this positive backdrop, one would expect
the UK direct lending market to be fiercely
competitive, and on the face of it things may
look that way. During 2019 and 2020, 45 direct
lenders completed investments in the UK.
However, only 11 direct lenders completed 10

or more UK investments, and together they
accounted for over two-thirds of the UK market.
In fact, only two lenders — Pemberton and Ares —
have completed over 20 deals in the UK over the
last two years, accounting for just over 30% of
deal flow between them®.

"With the top UK players dominating much of
the market, we see limited new entrants but
rather a growing ambition from the top 10-

15 institutions that, through scale, are able to
absorb the growth in the UK direct lending
market," says Richard Meehan, UK Executive
Director at Pemberton. “Given the importance of
scale, we predict that we will see consolidation in
the market”

An example of such consolidation was
Bridgepoint Credit’s acquisition of EQT's direct
lending business in October 2020.

13. Deloitte H2 2020 Alternative Lender Tracker
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The growth of direct lending in the UK (continued)

Private equity remains the main driver

The sponsor community is larger and more
robust in the UK than anywhere else in Europe,
and UK-based funds continue to take a large
share of newly-raised funds — 42.8% in 2020

and 52.4% in 2019". UK direct lending is highly
dependent on private equity activity, with 80% of
transactions linked to borrowers backed by

PE sponsors. If we consider the period 2019-
2020, this increases to 85%".

During 2019-2020, 118 unique sponsors were
involved in UK investments where direct lenders

also played a role. In contrast, only 69 unique

sponsors were involved in German direct lending
transactions in the same time period — partly a
reflection of the smaller market in Germany.

If we consider the make-up of the UK sponsor
community, the vast majority are UK-founded
mid-sized funds, but we also see a very
significant presence of US-founded PE firms
with a longstanding track record in the UK and
a local presence since the 90s and 2000s, such
as Carlyle, KKR and Blackstone. We see limited
inbound activity from Continental European PE
firms into the UK, given the depth and strength
of domestic firms.
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PE deal volumes have held up well over the
past year, showing that private equity sponsors
are continuing to focus on the UK despite the
pandemic. The monthly number of PE deals has
risen steadily since November 2020, reaching

62 in March 2021%. Private equity sponsors

have also remained supportive of their existing
portfolio companies. Unlike prior crises, the vast
majority of the UK mid-market is now financed
by direct lending funds and typically these will
act as sole financiers of a given business, making
way for direct and transparent dialogue between
borrowers, lenders and shareholders alike.

"Covid has been the first real test for the direct
lending market in the UK and Europe overall,
says Cassandra Rivilla-Lutterkort, UK Executive
Director at Pemberton “Direct lenders will tend
to have patient capital and operate as very
lean institutions, which is completely different to
how banks are set up and this has allowed for a
far more thoughtful and considered approach
when businesses have run into trouble. The
partnership-like relationship between direct
lenders and private equity sponsors has put
everyone at ease and allowed for constructive
solutions to be put in place, protecting our LPs’
interests and mitigating downside risks”

Levels of direct lending dry powder remain
robust

European private debt funds’ dry powder’ stood
at US$105bn as of December 2020, the second-
highest level since 2018". “Whilst direct lending
dry powder may not be at an all-time high,
capital available for deployment is still vast and
we see many funds out in the market, including
Pemberton — we raised €3.5bn of capital in 2020
in spite of the pandemic, and aim to raise a
further €3-4bn in 2021 says Antoine Josserand,
Head of Business Development at Pemberton.

And as dry powder continues to grow, the
expectation is that deployment opportunities
will continue to expand in the UK. To that

end, Pemberton investment introduction data
indicated a strong bounce-back in Q4 2020 and
in Q1 2021, with over 100 new UK investment
opportunities reviewed during those six months
— well above levels seen in Q2 and Q3 2020 .

The partnership-like
relationship between direct
lenders and private equity
sponsors has put everyone
at ease and allowed for
constructive solutions to be
put in place, protecting our
LPs’ interests and mitigating
downside risks.

14. Preqin

15. Deloitte H2 2020 Alternative Lender Tracker

16. Mergermarket

17. Duff & Phelps European Mid-Market Update, Spring 2021, page 5
18. Pemberton internal data on introductions, i.e. deals seen



https://www2.deloitte.com/uk/en/pages/financial-advisory/articles/alternative-lender-deal-tracker.html
https://www.duffandphelps.com/insights/publications/m-and-a/european-mid-market-debt-update-spring-2021
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Pemberton’'s commitment to the UK

Pemberton is one of the leading direct lenders
in the UK. Its focus on non-cyclical businesses
has made its portfolio resilient during the

pandemic and the firm remains very committed

to the market.

Pemberton has completed 55 direct lending
deals in the UK and Ireland (2015-2021

YTD). As Pemberton has steadily expanded
across Continental Europe it has remained
deeply committed to the UK market, a fact
demonstrated by its consistent top 2 position™.

Pemberton’s UK strategy is focused on adding
new, high-quality, cash-generative businesses
in partnership with its PE sponsor partners,
together with providing add-on / refinancing
capital to existing portfolio companies.

Pemberton’s UK deals, 2015-2021 YTD?°
16

14

12

2015 2016 2017

2018 2019 2020

Since 2010 direct lenders have completed

978 deals in the UK?'. Business infrastructure

& professional services has been the most
important single sector over that period with
203 deals (21.5% of the total), followed by

TMT with 185 (18.6%) and financial services with
140 (14.9%,).

Pemberton’s own UK portfolio has historically
been skewed towards business services

(14 deals to date and 25.5% of the total), food
& beverage (10 and 18.2%, respectively) and
healthcare (10 and 18.2%, respectively) — all of
which have proven resilient through Covid?.
The firm has made a conscious decision to
avoid cyclical industrial businesses and focus on
defensive companies.

2021 -YTD

19. Deloitte H2 2020 Alternative Lender Tracker
20. Pemberton internal data
21. Deloitte H2 2020 Alternative Lender Tracker
22. Pemberton internal data
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Looking ahead

UK direct lending is an established alternative
fixed income market which has demonstrated
depth in flow of investment opportunities with
strong diversification across sectors and an
ability, as such, to provide an attractive income vs
other credit segments (e.g. IG, leveraged loans)
and provide stable returns. The UK economic
backdrop and its resilience during Covid and

Brexit, set the tone for what we expect to be a
buoyant direct lending market in the years to
come, and Pemberton plans on continuing to
offer investors the opportunity to participate in
this attractive market.

Pemberton’s UK investment highlights (2020-2021 YTD)
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Eric Capp Richard Meehan Cassandra Rivilla-Lutterkort
Head of Origination - UK Executive Director, Origination Executive Director, Origination
eric.capp@pembertonam.com richard.meehan@pembertonam.com  cassandra.rivilla-lutterkort@
Tel: +44 (0)20 3906 9982 Tel: +44 (0)20 3763 3805 pembertonam.com

Mob: +44 (0)780 3410 788 Mob: +44 (0)771 5179 214 Tel: +44 (0)20 3861 1684

Mob: +44 (0)752 2236 734
Pemberton Capital Advisors LLP

52 Grosvenor Gardens General Enquiries

London SW1W 0AU info@pembertonam.com
United Kingdom Tel: +44 (0)20 7993 9300
Registered in England No. OC359656. www.pembertonam.com

Disclaimer
This document is intended only for the person to whom it has been delivered and is solely for discussion/information purposes.

The information contained herein (which does not purport to be comprehensive) is provided by us and has not been independently
verified. The information contained in this document is believed to be accurate only at the date of this document and does not imply
that the information herein is correct at any time subsequent to the date hereof and such information is subject to change at any
time. No representation, warranty, or undertaking (express or implied) is made or assurance given that statements, including any
third party information, of opinion and/or belief or any projected or forecast financial, market or performance information and any
forecasts, estimates and expressions of opinion, intention and expectation contained in this document are prepared on the basis
of assumptions believed to be reasonable by us and where there was, in our opinion, a reasonable basis for the assumptions and
the conclusions reached (it being understood that such forecasts, estimates and expressions of

opinion, intention and expectation may be subject to significant contingencies and uncertainties S

which are beyond our control and no assurance can be given that they will be realized or O :

achieved). No representation, warranty, assurance or undertaking (express or implied) is

given, and no responsibility or liability is or will be accepted by Pemberton Capital Advisors

LLP or any of their respective affiliates or their respective officers, employees or agents

as to the adequacy, accuracy, completeness or reasonableness of the information,

statements and opinions expressed in this document or any other information

(whether written or oral), notice or document supplied or otherwise

made available to any interested party or its advisers. The recipient

acknowledges and agrees that no person has, nor is held out as having,

any authority to give any statement, warranty, representation, assurance

or undertaking on behalf of Pemberton Capital Advisors LLP ("PCA") in

connection with any potential investment. No part of this document may be

reproduced in any manner without the written permission of PCA.

This document has been delivered to interested parties for information only

and on the express understanding that they shall use it only for the Specified

Purpose. Pemberton Capital Advisors LLP gives no undertaking to provide

the recipient with access to any additional information or to update this

document or any additional information, or to correct any inaccuracies in it

which may become apparent.This document has been prepared and issued

by Pemberton Capital Advisors LLP. Pemberton Capital Advisors LLP is

authorised and regulated by the Financial Conduct Authority ("FCA") and

entered on the FCA Register with the firm reference number 561640 and

is registered in England and Wales at 52 Grosvenor Gardens, London,

SWIW 0AU, United Kingdom. Registered with the U.S. Securities

and Exchange Commission as an investment adviser under the U.S.

Investment Advisers Act of 1940 with CRD No. 282621 and SEC File

No. 801-107757.

Pemberton is a registered trademark. © Pemberton.
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