
LP’s push for 
co-investments to further drive 
large cap direct lending attack

Direct Lenders’ large cap invasion is set to receive a new 
boost as limited partners (LPs) are starting to engage with 
funds on potential co-investment opportunities, said 
speakers at Fried Frank and PwC’s roundtable event on 
the future of alternative lending last week. A common 
practice with equity participations between private equity 
firms and their investors, the limited partners, co-
investments are expected to enter the direct lending space 
and drive deal sizes upwards.

“I think global LPs will allocate more to alternatives and 
will demand more co-investments, which will drive the 
market towards the EUR 1bn direct lending deal. You 
would then only need one manager and a couple of co-
investors. There are global LPs who have appetite for this 
kind of thing and for them to get interested they would 
want EUR 50m minimum,” said one of the investors.

“Deal sizes are increasing, there is a huge opportunity for 
funds to take market share in the larger cap space. We are 
now looking at EUR 150m-EUR 300m transaction sizes. 
Larger fund sizes and co-investors are enabling this,” said 
Graeme Delaney-Smith, managing director at Alcentra.

“The time has arrived when a EUR 500m financing is 
achievable amongst a small group of direct lending funds. 
This would represent a meaningful alternative to the liquid 
markets,” added Ben Harrild, head of UK direct lending at 
BlueBay Asset Management.

Investor appetite for the asset class continues to be very 
high. With more money pouring into the market, some 
managers will raise even larger funds, which 
consequentially will need larger deals in order to deploy 
the cash, while others will focus on niche offerings to 
differentiate from the rest of the pack, said the investors at 
the industry event.

“There will be more and more liquidity, which will 
continue to drive disintermediation. Managed 
account money could also play in the space,” said Jon 
Ferguson, UK head of origination – Private Capital at 
Goldman Sachs.

While segmentation is likely to continue, with most funds 
looking to specialise in a niche area in order to fight off 
competition, others will focus on being a one-stop shop for 
companies, being able to offer anything from senior debt 
to PIK, said the investors.

“There will be more segmentation. Small, large, sponsor-
backed, sponsorless. It will be a more efficient market,” 
said Martin Hook, co-head of Five Arrows Credit 
Solutions at Rothschild.

Fund and bank, as well as fund and fund tie-ups are 
expected to intensify in the next year, but partnerships 
need to be more standardised, with speed and 
differentiation being of the essence. In the US, the market 
has reached a level of sophistication that funds are 
retranching deals and selling different return slices to 
different investors with a fixed format used across the 
industry. Investors want to see a similar formula used in 
Europe.

“The issue we see is that there is sometimes little pricing 
differentiation between a stand-alone bilateral unitranche 
and a first loss/second loss option. In a recent transaction 
we were advising on there was only a 10bps pricing delta 
between the two options because the first loss piece on the 
tie-up unitranche had been priced up so much. Why would 
we choose a tie up solution with its associated AAL 
complications when a simpler bilateral solution is on 
offer?” said Adam Horey, director in debt and capital 
advisory at PwC.



Fund managers believe banks are mispricing risk and 
over-levering senior deals, which in turn is putting 
pressure on prices in the direct lending space. Banks 
struggle to compete on flexibility so have to push on 
leverage and pricing, it was said.

“We are seeing some banks compete on price and leverage 
leading, I believe, to a mispricing of risk,” said Ian 
Crompton, deputy head of middle market financial 
sponsors at HSBC.

“If leverage is not that different between a senior bank deal 
and a unitranche, why are banks pricing it in the 400bps 
and we price it in the500bps?” said the first fund investor, 
adding that bank pricing in the mid market is not changing 
depending on the deal, whereas funds change pricing 
depending on the risk they perceive they are underwriting.

To make numbers work in a lower yielding environment, 
some funds are taking small equity positions in the deals 
they invest in. This is particularly relevant for sponsorless 
deals, said the investors.

“There are two sets of opportunities – one is to invest 
alongside the sponsors where the fund has limited capacity 
to invest fully, and the other is on non-sponsor businesses, 
as they want capital but don’t want to give up control of 
the business,” said Stuart Brinkworth, corporate partner at 
Fried Frank.

Funds are expected to tap the sponsorless space more and 
more, but education on direct lending is needed outside of 
London, said the investors.

“There will be more of a transition to sponsorless deals. In 
the US it makes up 40% of our portfolio. It’s a massive 
opportunity,” added another investor.

Investors at the roundtable also raised the issue of how 
funds behave when deals go wrong. The direct lending 
industry has yet to go through a cycle, but investors warn 
that aggressive behaviour could damage them all. 
Financiers also warned that company underperformance 
can be time consuming, which is damaging to small teams 
who focus on turning the deal around instead of bringing 
new deals to the table.

“When deals go wrong it is so labour-intensive it can burn 
your whole team. But if you do it well you can make 
fantastic, equity-like returns. What’s important is that you 
have a diversified portfolio, a PE-style approach to 
diligence and that you stick to a small number of deals (4-5 
a year). How people behave in these situations will in part 
determine the future of the asset class,” said Hook.

“Where funds can distinguish themselves from the banks 
in a restructuring is to have the same people who did the 
original deal also do the restructuring, therefore 
maintaining relationship with sponsor throughout the 
process, as opposed to a bank who will typically ship the 
deal to its restructuring team who have no relationship 
with the sponsor,” said Brinkworth.

The roundtable event was attended by representatives 
from Alcentra, Ares, Bluebay, ICG, Five Arrows, 
Goldman Sachs Private Capital, HSBC, Permira
and TPG, and hosted by Fried Frank and PwC.
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