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I. Introduction: Private Credit’s Ascent and the History Behind It

In the last few years, private credit’s explosive growth has driven the practice from
relative obscurity to being hailed as the future of finance. Private credit is currently the
fastest-growing segment of the asset management industry, achieving a compound annual growth
rate (CAGR) of 20% from 2017 to 2022."! Going back further to the housing bubble crash of
2007, global private credit assets under management (AUM) have since grown over tenfold,
facilitated the exponential rise in the quantity of private debt funds from 100 in 2011 to 1,080 in
2023.% In this time, the industry has transitioned from being dominated by distressed investment
strategies to direct lending, which now makes up about half of all private credit investments.?
Although the gap between bank and nonbank lending has been widening since the 2000s, the
divergence has accelerated recently—bank lending dropped from 44% of corporate borrowing in
2020 to just 35% in 2023.*

Private credit refers to nonbank lending to private companies that tend to be smaller and
higher-risk. Compared to syndicated loans, private credit lending groups are much smaller in
number, sometimes consisting of a single private credit asset management fund. Investors in
private credit firms tend to be institutional; major backers include pension funds, endowments,
foundations, and insurance companies.” Although private credit offers a wide array of different
debt instruments, corporate debt makes up the greatest share by volume.°

Private credit’s ascent is expected to continue at breakneck speeds with the sector being
forecasted to grow another 87% in the next five years.” By 2028, the industry will have reached
an AUM of $3.5 trillion, greater than today’s U.S. leveraged and high-yield debt markets
combined.®

The roots of the modern private credit market are traced back to the global financial
crisis, which ushered in a new era of regulations that have discouraged traditional banks from
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lending to middle-market corporations.’ Similarly, the loosening of banking regulations in the
1990s with the Riegle-Neal Interstate Banking and Branching Efficiency Act and the
Gramm-Leach-Bliley Act encouraged the consolidation of the banking industry, which has
simultaneously encouraged banks to pull away from the middle market in search of larger-cap
transactions and bigger fees.'’ Between 2000 and 2023, growth in lending from commercial and
industrial banks to midsize businesses averaged just under 2%, and the percentage of bank
balance sheets consisting of loans has steadily declined."

On the nonbank side, the proliferation of private equity opportunities has encouraged
smaller companies to go private or stay private for longer periods. As the amount of capital
invested through private means has ballooned, startups and small companies increasingly have
more options to forgo public markets altogether.'> The trend can also be attributed to increased
regulatory obligations for public companies, especially those of the Sarbanes-Oxley Act of 2002,
which disproportionately burdened smaller firms."

Investors, meanwhile, were driven to riskier assets by the low interest rate environment
after the global financial crisis as they sought opportunities for higher returns, a phenomenon
called “reach for yield.”'* Pension funds and insurance companies, bound by absolute return
targets, were particularly attracted by the higher yield of private credit.'

Most recently, private credit emerged as a winner from both the interest rate hikes of
2022 and the 2023 regional banking crisis. From Q4 2021 to Q2 2022, private credit posted
returns of 4.7%, while Bloomberg’s US Aggregate Bond Index tanked by -10.3%.'® While large
banks like Morgan Stanley, Bank of America, and Barclays pulled out of new LBO-underwriting
as they dealt with hung debt, private credit funds rose to the occasion, providing a peak of 68%
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of total loan volumes in Q4 2022."" Billion-dollar private deals were making headlines, like the
$4.1 billion debt package afforded by Blackstone and Apollo Global Management for the
take-private deal of software company Zendesk in July 2022." In October 2022, Blackstone
advertised private credit as a good investment during high interest rate environments, citing
private credit’s floating-rate loans, flexibility in borrower negotiations, and lower volatility."
Following the regional banking crisis, banks were further discouraged from lending, opening up
opportunities for private credit funds.?® The aftermath also saw regional banks seeking to free up
their balance sheets by offloading their loans to private credit funds.?!

I1. Industry Structure: Private Credit’s Relationships with Other Financial Institutions
a. Banks

Private credit has proven itself as a strong competitor against traditional financial
institutions, as the danger of volatile debt markets has sent buyers to private credit as an
alternative to syndicated loans.?* Though private credit has traditionally focused on
middle-market deals, the last few years have seen record-breaking appetite for private credit
megadeals that rival or even beat the volumes of syndicated loans.” For banks, private credit
financing’s explosive popularity has meant decreased revenues, which can be a significant threat
to their business model: historically, bond underwriting, loan arrangements, and loan sales have
generated a third of investment banking fees.** However, regional banks are most exposed to
competition from private credit funds, as both go after middle-market clients.”

As the private credit market rapidly expands to match or even surpass that of broadly
syndicated loans, banks are pivoting to compete. Previously, strategic changes were complicated
by the fact that banks were barred from owning or sponsoring private funds by the Volcker Rule,
whose restrictions were relaxed in 2020. Similarly, the downsizing of bank loan origination
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apparatuses instigated by the GFC and the 2023 regional banking crisis means that it is difficult
for banks to compete directly.*® Thus, large banks—especially the Global Systemically Important
Banks (GSIBs)—have been pursuing multiple strategies, both competitive and cooperative,
while regional banks have either been primarily cooperating with private credit or not responding
at all.”’

Despite the challenges of direct competition, some banks have been developing their own
funds, though not all are equally significant. These banks, largely U.S.-based GSIBs, have taken
advantage of their already-established balance sheet, wealth management, asset management,
and investment banking wings to raise money, look for deals, and collect fees. Goldman Sachs
began constructing its private credit fund in 2008, years before its competitors, leaving it with
the most developed private credit capabilities.*® In early 2024, it was reported that the company
aims to expand the fund from $130 billion to $300 billion in five years.”” Goldman’s head start is
clearly illustrated in its scale in comparison to other leading investment banks: in January 2024,
Morgan Stanley pledged to double its private credit portfolio to $50 billion; a year later,
JPMorgan Chase announced that it will earmark $50 billion for direct lending.>* JP Morgan’s
initiative to lend straight from its balance sheet is unique, but the tactic is difficult to pull off due
to regulatory concerns and high costs of borrowing.*!

As such, it is much more common to see banks establish partnerships with premier
private credit funds instead. In the last few years, there have been partnerships between Wells
Fargo and Centerbridge Partners; Barclays Plc and AGL Credit Management; Citigroup and
LuminArx Capital and Citigroup and Apollo Global Management; and JP Morgan and
Cliffwater, FS Investments, and Shenkman Capital Management.*? In total, there have been 15
recently announced partnerships between European and North American banks and private credit
funds.*

The flourishing of bank-private credit fund partnerships can be explained by banks
wanting to garner fees in the private credit space while taking on minimal risk.** Meanwhile,
private credit firms benefit by gaining access to the client relationships cultivated by large banks.
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For instance, Apollo described their partnership with Citi as a “win-win,” as it allows Citi to
“enhance their client offering with more private solutions while allowing Apollo to boost its
origination and tap into Citi’s extensive client relationships.””

At the same time, banks are opting for cooperation, either instead of or in addition to
competition. In their perspectives on the future of banking, specialists at both McKinsey and
Deloitte have suggested that banks should offload the risk of lending to private credit funds,
becoming middlemen, distributors, or originators instead.*®* Movements towards different roles in
the credit industry can already be seen today, as demonstrated by Deloitte’s breakdown of
present-day bank-private credit cooperation into four main forms: operational support, fund
financing, origination partnerships, and risk transfer.’”” In other words, banks are helping to
facilitate the day-to-day functions of private credit funds, including foreign exchange and
treasury services, issuing loans to assist private credit funds in raising capital, connecting private
credit funds with current clients, and transferring assets from bank balance sheets to those of
private credit funds.

As one moves from large-cap to the middle market, bank-private credit cooperation
becomes more vital while competition fades. While regional banks do interact with private credit
funds, they tend to stick to providing operational support and financing, though there is a
growing appetite for risk transfers.*® Risk transfer has recently been bolstered by uncertain
macroeconomic conditions—after the failure of Silicon Valley Bank, private credit managers
bought banks’ “asset-based and commercial loans,” thus “streamlining their balance sheets.”’
Indeed, the American risk transfer market has undergone a 200% increase in three years,
catching up to risk transfer volumes in Europe.*’

Nonetheless, there are examples of larger banks cooperating with private credit funds:
HSBC advises on and helps originate private credit deals, while Morgan Stanley, Merrill Lynch,
and UBS distribute Blackstone’s private credit products.!
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b. Private equity

Private equity funds have increasingly relied on private credit to finance their deals.
Beginning in 2020, private credit has continued to vastly outstrip the syndicated loan market in
the LBO financing sphere.** In a survey of 100 private equity senior executives around the
world, Dechert found that 45% of firms had “increased their use of private credit financing in
buyouts over the last three years.”*

The trend is being driven by the predictability, flexibility, and straightforward processes
of private credit financing.** Predictability and easier processes were noted as the most important
strengths of private credit by 26% and 24% of respondents, respectively. The long-term,
locked-up nature of private credit loans has meant that the sector is less affected by volatility
than more liquid credit markets, and the fact that private credit funds are not as sensitive to
current market uncertainties also means they are generally more open to possibilities when
determining financial terms. As such, in worst-case scenarios, it is easier to negotiate with a
private credit fund than a traditional financial institution or secondary market investors.

On a more fundamental level, private equity funds are reorienting towards private credit
to capture long-term revenue. This ties into the broader trend of buying companies not as
portfolio investments but to expand their asset management platforms and loan origination
capabilities. Take Apollo Global Management’s growth strategy which identifies “fixed income
replacement” as a defining growth opportunity for the next five years, driven by investors’ return
to the fixed income industry.* In particular, Apollo has pointed out asset-based finance and
investment-grade private credit as primary growth accelerants that have not yet been tapped into.
Meanwhile, Blackstone has made private credit a central part of their financing strategy—called
“financing the real economy”—for their long-run “investing megatrends” in infrastructure for
housing, data centers, Al, and energy transition.*® Finally, KKR has singled out global credit as
one of the four main growth drivers, particularly asset-based finance and private credit in Asia.*’
In their investor day presentation, the company cited the continued retreat of U.S. commercial
banks, elevated interest rates driving credit market inflows, record levels of private equity dry
powder signaling a surge in M&A activity, and greater dependency of Asia Pacific markets on
bank credit as pertinent opportunities that have informed their credit strategy.
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c. Insurers

The post-GFC era of low interest rates brought about troubled times for the insurance
industry, laying the foundation for insurers to grow reliant on private capital, including
significant investments in private credit.*® 91% of insurers globally intend to increase their
allocations to private markets in the next two years; among them, 30% plan to increase
allocations to private debt in particular.”’

Deepening ties between private credit and insurance are driven by demand for capital to
support an aging population and the advantages of private debt, including reduced volatility and
higher yields. On the global level, the most common motivation that senior executives have cited
for entering private debt was diversification and lower volatility (59%), followed by the
opportunity to invest in new asset classes (48%), and meeting climate targets (41%).”
Concurrently, the liquidity of public markets starts to feel less and less desirable as insurers’
liabilities become increasingly long-term. When liquidity is less of a concern, insurers are free to
chase the yields of private credit. As stated by Gilles Dellaert, leader of BlackStone Credit, “If
[an insurer] want[s] to be relevant today, it’s essential to have access to the yield enhancement
that private credit offers, which allows [one] to offer consumers competitive products.”' With
private credit, additional yield—amounting to “150 to 200 basis points of excess spread”—can
be wrought for little to no additional risk.>

For private credit funds, cash influxes from insurers have allowed them to deepen their
supplies of long-term—or even permanent—capital, securing periodical management fees,
boosting growth in earnings, and providing cushioning to fall back on during economic
downturns.*® The large sums of money infused by insurers into private credit funds also serve as
welcome fuel for funds’ growth strategy; currently, partnerships like the one between
Northwestern Mutual and Sixth Street exemplify the trend of private credit managers striking
deals to facilitate their push into asset-based finance.**
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At the same time, private equity firms have been buying or acquiring stakes in insurance
companies, particularly in the life insurance space,to finance their private credit operations.” The
buying spree kicked up around 2019 with landmark deals consisting of Apollo’s merger with
Athene in 2021 and KKR’s acquisition of Global Atlantic Financial Group in 2024. 2021 also
saw Blackstone take a minority stake in Allstate Life Insurance and American International
Group (AIG), while Elliot Investment Management struck a similar deal with Principal Financial
Group. By the second half of 2023, private equity firms owned 9% of the life insurance industry,
or $774 billion in life insurance assets.’® These assets are similarly used as “permanent capital”
to bring down the cost of borrowing for private credit loans.*’

To leaders in the insurance world, the growing interconnectedness between insurance and
private credit is a net boon for the economy. As banks retreat from lending and private credit
takes the mantle, the industry will need sustainable funding, and as posited by Anant Bhalla,
CEO of American Equity Investment Life Insurance, “who better than another regulated industry
like insurance?”®

d. Individuals

Though private credit has long relied on institutional investors to inject capital into their
funds, they are no longer enough to accelerate their growth—instead, funds are turning to high
net worth individuals and retail markets.” Leading firms like Apollo Global Management,
BlackRock, KKR, and State Street have announced public investment products like private credit
exchange-traded funds and interval funds.® Many of these companies are looking to push
retirement vehicles that invest in private credit as an alternative to the S&P 500. At Apollo’s
2024 investor day presentation, CEO Mark Rowan declared, “we levered the entire retirement of
America to Nvidia's performance... We're going to fix this and we are in the process of fixing
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it.”*' By 2026, the company aims to have raised $50 billion in retail investments.®* These
initiatives are not limited to Apollo—KKR has estimated that half of their funds will be raised
from private wealth, while Blackstone is targeting a $300 billion increase in retail investment.®

ITI. The Performance of Private Credit Funds

One of the clearest strengths of private credit is its ability to fix the asset-liability mismatch of
commercial bank lending—private credit draws from a capital base of long-term investments,
while bank assets are primarily highly liquid consumer deposits that are prone to flight.*

This may help explain the industry’s stellar performance thus far. Even during the
2022-2023 period of interest rate tightening, private credit borrower defaults were not
significantly impacted.®® Private credit default rates have historically been lower than in the
syndicated market, hovering at around 2-3% compared to the syndicated market’s 5.26%.°° On
average, managers of all asset types except for private credit have seen losses; private credit is
the only one that has still generated positive returns at the bottom quartile. The low default rates
are usually attributed to private lenders’ flexibility in determining favorable lending terms or
renegotiating in times of financial distress. Another explanation may have to do with the
significant overlap between private equity-sponsored firms and private credit borrowers—firms
sponsored by private equity have lower default rates during periods of financial stress, as
sponsors want to preserve their investments and may inject capital into their portfolio firms.®’

Though the sector has an impressive overall track record, the achievements of top funds
have been staggering. Blue Owl Capital, for instance, has “firm-wide annualized losses of just
0.06%,” with fund IRRs ranging from 15-42%.% Blackstone’s private credit wing saw a return of
18% with a default rate of less than 40 basis points; similarly, Oaktree Capital Management has
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maintained a default rate of 0.36%, a loss rate of 0.09%, and a 100% recovery rate since 2002.%
Flexibility of negotiation has been cited as a primary reason for the rarity of losses among these
funds, allowing borrowers more options aside from defaulting in times of financial stress.”

IV. The Concerns of Regulators

The most oft-cited issue that has plagued the industry is its opaqueness. Private markets
more or less operate outside the purview of financial regulators, meaning very little is publicly
known about the details of private credit operations. Institutions like the IMF and the Bank of
England have warned of the possibilities of increasing systemic risk posed by private credit,
while individuals like Jamie Dimon and former Senator Sherrod Brown, former chair of the
Senate banking committee, have sounded the alarm over private credit funds acting “in the
shadows.””" Beyond standard direct lending, newer developments in private credit exacerbate the
inscrutability of the industry. For example, net asset value (NAV) loans, or loans made to private
equity funds based on the net asset value of their investment portfolios, are especially risky, as
they are secured on theoretical valuations of funds that are “almost fully invested.””> NAV
finance is expected to increase dramatically in the coming years, with deal flow already doubling
since 2020.7 Yet, only two credit rating agencies have the ability to rate the riskiness of NAV
loans.”

Private credit’s explosive growth also puts forth the possibility that there is an oversupply
of private credit capital. As funds have grown, so has “dry powder,” or uninvested capital: since
2014, private credit dry powder has nearly quadrupled, suggesting that while funding has
flourished, demand has not caught up.”” Combine the abundance of dry powder with constant
expectations for high returns, as well as deal competition from banks, and there is considerable
risk of a deterioration in lending standards, potentially fueling a rise in defaults in the future.
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According to the IMF’s global financial stability report, “[i]Jndustry commentary suggests that
underwriting standards...have already deteriorated” for large-cap deals.”

Additionally, private credit loans are almost exclusively floating-rate, which may leave
them exposed to interest rate hikes. The greater a firm’s reliance on floating-rate debt, the more
rapidly higher interest rates get translated into a firm’s borrowing costs.’” Private credit
borrowers, which already tend to be highly leveraged, have shown signs of financial stress since
the beginning of the high-rate environment, as earnings have not kept up with interest rates.
Among B3-rated companies, a rating commonly held by private credit borrowers, 62% recorded
an interest rate coverage ratio less than 1—signifying an inability to cover interest costs—in
December 2023, a sharp increase from 29% in 2022.” Payment in kind (PIK) loans are on the
rise, approaching heights last seen during the GFC.” PIK loans are noteworthy because they
signify that borrowers are deferring cash payments, pointing to widespread accumulation of cash
flow difficulties, likely spurred on by higher interest rates.** Moody’s has raised warnings over
the increase in PIK loans among LBO borrowers in particular.®' Likewise, higher interest rates
pose refinancing risks, as lenders are less likely to lend on favorable terms as macroeconomic
conditions worsen and borrowers’ debt servicing costs rise.* Though the proportion of private
debt loans that must be refinanced cannot be determined, around a quarter of similar high-risk
global debt instruments like high-yield bonds and leveraged loans must be refinanced by the end
of 2025.% To mitigate these interest rate risks, “amend and extend” agreements, or agreements to
delay maturity, usually in exchange for a “higher yield and tighter financial controls,” have
become commonplace.* Like PIK loans, however, these deals are temporary solutions that push
financial stress down the line.

In general, private credit has been able to successfully control liquidity risk by matching
the liquidities of its funding and loan structures—in other words, through structures that ensure
low maturity transformation. However, the rise of semiliquid products like perpetual business
development companies (BDCs), a prominent vehicle for investing in private credit due to its
higher liquidity and accessibility, opens the gates for increased liquidity risk.* Solutions like
BDCs are meant to appeal to individual investors which has the potential to increase maturity
transformation.
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At the same time, the overall illiquidity of private credit markets exacerbates the potential
consequences of financial stressors coming to pass. Sharp moves in prices may force market
participants to respond by selling assets outside of the private credit sector to reduce their credit
risk exposure, tightening overall financial conditions as a spillover effect.*® More directly,
borrower defaults instigated by high interest rates can trigger significant losses for highly
exposed institutional investors, particularly pension funds and insurers, both of which have
substantially expanded their illiquid investments and leverage over the last decade.®” Worryingly,
private equity-influenced life insurers have weaker solvency capital ratios than the average,
meaning that “their regulatory capital could be eroded much faster in a scenario of rapid
increases in corporate defaults.”®® The close ties between private credit and private equity have
also raised spillover concerns for the latter industry, as well as questions about conflict of
interest.”

In the case of default, private credit loans have been shown to have a low recovery rate,
in comparison to syndicated loans and high-yield bonds.”® This is largely attributed to the fact
that private credit borrowers tend to be in sectors with “relatively low collateralizable or tangible
assets such as software, financial services, or healthcare services.”’!

V. Thoughts on Regulatory Priorities

Despite the impressive gains of the private credit industry, it is critical to keep in mind
that private credit has not been tested through an economic downturn. Private credit has had
remarkable success at containing liquidity risk and preserving returns in high interest rate
environments, but trends like increasing maturity transformation and financial stress among
borrowers should raise alarm bells. Such consideration will only become more necessary as
private credit increasingly looks to embed itself within broader financial systems, including
consumer-facing financial institutions like pension funds and insurance.

Even the regulator analyses cited in this report could not be complete due to the scarcity
of knowledge about the makeup of private credit. Both the IMF and the Bank of England reports
repeatedly note that they were unable to fully evaluate the risks they were identifying. In the
current state of affairs, the amount of opaque debt hidden in private credit markets is
staggeringly vast: JPMorgan alone reported $133 billion in loans simply marked as “other” to the
FDIC, more than the total loans of “all but a handful of the country’s biggest banks.” It is not
only lenders that are leveraged, however; the entire value chain builds upon the leverage of the
other actors. Investors are leveraged, lenders are leveraged, and borrowers are leveraged, and
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each actor faces reporting gaps that blind them to the states of leverage among the others.”
Without some semblance of a regulatory scheme in place, that number will only accelerate at
unprecedented speed.
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