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THE DIFFERENTIAL
INSTITUTIONAL ADVISORY & SOLUTIONS

JS:  Private credit investments are an increasingly important 
part of institutional investor portfolios. What are the different 
strategies to invest in private credit?

TC:  Private credit markets encompass a wide range of ways 
to invest within the capital structure.  Direct lending is a large 
category which generally includes senior secured, first-lien loans 
and consists of financial facilities like revolvers, term loans and 
delayed draw term loans.  Loan amounts can range from 2x to 
3x the borrower’s EBITDA with more conservative lenders, or 
up to 6x with more aggressive lenders.  Historical gross yields in 
direct lending have been in the high single-digit range (base rate 
plus 500 – 700bp of spread) and are significantly higher today 
due to a higher base rate.  Unitranche financing involves lenders 
offering more leverage to borrowers, with these lenders effectively 
combining senior and subordinated positions, extending loan 
amounts that may range from 5-7x the borrower’s EBITDA, 
and historically seeking floating rate yields in 9-12% range.  
Mezzanine financing involves providing subordinated debt along 
with preferred or common equity.  Mezzanine lenders assume a 
subordinated position to senior lenders in exchange for receiving 
a higher promised yield (usually fixed rate) which typically ranges 

from 12-18%.  In addition to these categories, there are literally 
dozens of other “niches” and specialized strategies in the private 
credit markets today.

JS:  What drives the growth of private credit and the 
increasing allocation in institutional portfolios?  Do you see 
this trend continuing?

TC:  For many years, institutional investors could access debt 
only by buying public bonds.  Public bonds make sense only for 
very large borrowers, since issuing debt (or, borrowing by issuing 
public bonds) generally requires a company’s borrowing need 
to be in the billions of dollars to ensure float and justify large 
issuance fees. So, before the last twenty or so years, investors 
simply did not have access to smaller private company debt 
– since most of the debt to these companies was historically 
extended and held by commercial banks.  There are hundreds of 
thousands of great private companies in the US and abroad, with 
annual revenues of $50 million to over $1 billion, which are great 
candidates for debt investors. But investors could not previously 
access these borrowers because banks so dominated the smaller 
company lending market. 
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Things changed following the GFC in 2008-09. Following 
that crisis, the regulation of commercial banks accelerated, and 
it became more difficult for borrowers to get higher-leverage 
loans. Private credit funds were formed and experienced large 
growth between 2010 and today as they moved in to fill the 
leveraged loan void left by the banks.  These private credit funds 
now provide credit to thousands of middle market borrowers.  
Private credit funds are largely concentrated on supporting the 
M&A activities of private equity funds, which have also been 
experiencing significant growth and need higher leverage to make 
their equity returns work as they buy companies.  Private equity 
funds love to use these private credit funds to provide financing 
to support the purchase and operation of the middle market 
companies since these funds are largely unregulated and have the 
ability to offer flexible terms and attractive pricing, while also 
offering higher leverage than commercial banks would consider.

From the investor’s perspective, private credit offers institutional 
investors such as pensions and endowments higher yields relative 
to public bonds and other forms of more liquid credit – many 
funds target returns of about 2-3% higher than what is available 
in the broadly syndicated loan (BLS) market.  If an investor is 
comfortable with the lack of liquidity that comes with investment 
in these private loans, and if that investor is investing in managers 
with diversified pools of well-underwritten loans, private credit 
could be a very attractive, higher-yielding complement to an 
overall investment portfolio. 

While investors have for many years accessed private markets 
by investing in private equity managers, investing in private 
credit managers can be a way to access private markets at a 
less risky level. While private equity funds hold equity in the 
companies they buy, private credit funds invest (or lend) at 
the senior debt level.  If a troubled company is liquidated or 
sold, senior debt has priority and typically must be repaid 
completely before subordinated debt and equity holders receive 
dollars back from their investment.  Private credit funds (who 
are essentially lenders) usually have covenants that allow them 
to take precautionary or protective measures if a company 
underperforms, including increasing pricing to compensate 
for higher risk, mandating the use of a business management 
consultant, changing payment schedules, taking collateral, 
requiring equity injections, or in the more difficult situations, 
forcing a sale or taking equity.  As a result of covenants and the 
priority position held by senior lenders in the capital structure, 
private credit funds should generally have fewer losses than 
private equity funds.  By investing in a mix of private equity and 
private credit managers, investors can now diversify their private 
company exposure, staggering risk and return across multiple 
capital structure levels. 

JS:  As you mentioned, a significant part of the private 
credit market is loans made to support portfolio company 
acquisitions by private equity (PE) sponsors.  What are the 
benefits of working with PE sponsors?  

TC:  Working with PE sponsors offers numerous benefits.  
First, PE sponsors conduct thorough due diligence before they 
make equity investments, and typically share this diligence 
with prospective lenders.  PE sponsors also provide valuable 

governance by overseeing management, appointing new managers 
if necessary, and creating more active boards of directors, all in an 
effort to improve financial performance.  Since they tend to have 
additional fund capital on hand, sponsors also have the ability 
to inject additional capital into companies that are running into 
trouble.  All of these activities can be very beneficial to senior 
debt holders – though as a note of caution: lenders are aware that 
sponsors ultimately make moves that they feel will benefit their 
equity, and these moves sometimes conflict with the best interests 
of the lenders. 

While PE sponsors provide many benefits to the lenders in their 
deals, there are some aspects of sponsored lending that investors 
should be aware of.  PE sponsors excel at running auctions when 
selecting their lenders, sometimes soliciting term sheets from 10 
or more private lenders who are competing for the business.  As 
a result, the “winning” lenders for sponsor-led deals often end 
up with the lowest pricing and the least creditor-friendly terms 
and covenants – concessions they had to make to get more loan 
volume. 

Investors in private credit funds should be focused on 
understanding where their managers’ deal flow is coming from, 
and how reliant these managers are on bidding aggressively to 
win non-relationship sponsored business, which leads to weaker 
structures and pricing.  Moreover, institutional investors should 
assess how reliant their private credit managers may be on a 
small set of PE sponsors for a significant portion of their deal 
flow – some lenders may be inclined to take on riskier deals to 
ensure continued deal flow from their PE sponsor relationships, 
highlighting the importance of a broad group of PE sponsors as 
a source of deal flow. With senior debt investing, which has no 
equity upside, just a few losses can very negatively impact returns! 

JS:  How has private credit performed in the rising rate 
environment of the past 18 months?  Are you seeing signs that 
rising rates have affected borrowers’ ability to service debt?  
Do you see more defaults as a result?

TC:  A higher interest rate environment is a double-edged sword.

Private credit, which generally consists of floating rate loans, 
performs well from a yield point of view in a rising rate 
environment.  With SOFR (the base rate) approaching 5% and 
with a bit of spread widening, private senior loan yields are solidly 
double-digit now.  For investors, this is a good thing. 

On the flip side, a fund’s borrowers now face the challenge of 
significantly higher interest payments even when maintaining the 
same amount of debt. These companies will have to balance the 
effects of interest payments that may have doubled or tripled with 
needs to make other short- and long-term capital investments.  
It’s simple math: all else equal, a private credit manager with a 
preponderance of borrowers that are aggressively leveraged, at 
say 5-6x those borrowers’ EBITDA levels, will have many more 
borrowers facing cash flow challenges compared to a manager 
with average leverage in the 3-4x range.  While some larger 
borrowers with more diversified customer bases may be able to 
handle more leverage, the impacts of higher interest rates affect all 
companies regardless of size. 
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Over the past decade, private credit has exhibited strong 
performance due to a robust economy, with borrowers generally 
generating consistent performance and strong cash flows that 
allow them to handle higher leverage.  So far, even as interest 
rates have risen, we and other private credit managers have seen 
borrowers fare reasonably well in most industries, as the economy 
has remained resilient.  We have not yet seen meaningfully higher 
default rates (in terms of missing interest or principal payments), 
but we are beginning to see more borrowers experience covenant-
related defaults (e.g., maintaining the required interest expense 
coverage ratio) which tend to occur before actual payment 
defaults.  Good lenders who have experience in up and down 
markets, and who have been disciplined in negotiating good 
covenants for their deals, should be able to move more quickly 
to work with borrowers, protect their debt, and achieve better 
outcomes for their investors in more challenging environments. 

JS:  How would you expect a recession to “play out” in the 
private credit market compared to the public market?

TC:  Public debt markets are very different from private debt 
markets.  Public bonds generally have ample liquidity (i.e., 
many potential buyers) and no covenants, so holders of a 
company’s public bonds that are concerned about that company’s 
performance only have the option of selling those bonds, 
presumably at a discount, hopefully before the discount widens.  

In contrast, private debt holders don’t typically have the ability 
to sell underperforming loan positions, so lenders/managers have 
to use their skill to actively work with their borrowers to get 
better performance (repayment) on their loans. These “workouts” 
with underperforming companies that are not meeting their 
debt service requirements can sometimes take 3 years, 5 years or 
more.  During a recession, credit managers will spend significant 
time with many of their borrowers – working through cash flow 
models, negotiating amendments to loan agreements, positioning 
against other lenders, negotiating with sponsors/owners about 
who will put in needed cash, potentially getting involved with the 
management of companies, writing endless memos, and getting 
internal approvals required to make many of these moves. 

As a result of all of this, managers without robust workout teams 
(which is most of them) may be “out of the market” and will not 
have the capacity, manpower, or capital to originate new loans 
or investments during those times.  They simply might not have 
the time to go out and look for new loans!  Those managers 
with more diversified portfolios, less risky companies, more 

conservatively underwritten portfolios (with better covenants 
and lower leverage), and with experienced workout teams may be 
able to benefit by making new investments when capital is scarce, 
the ability to be selective is high, and terms and pricing are very 
lender-friendly.

JS: Do you see regulatory changes (e.g., reporting 
transparency, oversight & supervision) on the horizon for the 
private credit markets?

TC: As the private credit market has grown, private credit 
managers have been increasing the level of transparency for their 
investors, with more and more data available on the financial 
health of their portfolios, the impacts of fund-level leverage 
and subscription lines, and the loan-level performance of their 
borrowers. Funds have been driven to increase this transparency 
not only by the SEC and FINRA, which make sure that managers 
are marketing to investors with proper disclosure, but also by 
competition and by institutional investors who demand more 
data in due diligence before they make investment commitments. 
I expect that fund complexes will continue to step up their 
transparency in these areas to ensure that they do not tempt 
regulators to assess fines and extend their reach.

No doubt, private credit funds have encountered a much lower 
degree of regulation relative to banks. Obviously, pension funds 
– which serve everyday, hardworking (and voting) employees 
and retirees – make up a substantial portion of the investor base 
in private equity and private credit funds. We all know how our 
political systems work -- while it does not seem likely now, a 
significant failure or collapse of one or two large private credit 
funds that severely impacts the retirement accounts of pensioners 
could quickly spur actions by Congress and regulators. Time will 
tell.

JS: What other trends and developments are you seeing in the 
private credit market?

TC: Large private credit managers continue to grow in both size 
and influence. As they grow, they tend to target larger and larger 
borrowers. However, there is still space for smaller funds – and 
for some larger funds with unique origination capabilities – to 
cater to lower middle market segments which feature smaller sized 
borrowers, better pricing and terms, and more relationship based 
lending than in those larger markets.

JS: Thank you, Tony!
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Past performance is no guarantee or reliable indicator of future results. All investments involve risk, including the possible loss of capital. Equities may decline in value due to both real 
and perceived general market, economic and industry conditions. Alternative investments are speculative, typically highly illiquid and include a high degree of risk. Investors could lose all or a 
substantial amount of their investment. Alternative investments are suitable only for long-term investors willing to forego liquidity and put capital at risk for an indefinite period of time. Equities 
may decline in value due to both real and perceived general market, economic and industry conditions. Investing in the bond market is subject to risks, including market, interest rate, issuer, 
credit, inflation risk and liquidity risk. Commodities contain heightened risk, including market, political, regulatory and natural conditions and may not be suitable for all investors. The use of 
models to evaluate securities or securities markets based on certain assumptions concerning the interplay of market factors, may not adequately take into account certain factors and may result 
in a decline in the value of an investment, which could be substantial.

The analysis in the paper is based on hypothetical modeling. There is no guarantee, and no representation is being made, that an investor will or is likely to achieve profits, losses or results similar 
to those shown. Hypothetical or simulated performance results are provided for illustrative purposes only and have several inherent limitations. Unlike an actual performance record, simulated 
results do not represent actual performance and are generally prepared through the retroactive application of a model designed with the benefit of hindsight. There are frequently sharp differences 
between simulated results and actual results. In addition, since trades have not actually been executed, simulated results cannot account for the impact of certain market risks such as lack 
of liquidity. There are several other factors related to the markets in general or the implementation of any specific investment strategy, which cannot be fully accounted for in the preparation of 
simulated results and all of which can adversely affect actual results.

All charts contained herein were created as of the date of this presentation, unless otherwise noted. Performance results for certain charts and graphs may be limited by date ranges, as stated 
on the charts and graphs. Different time periods may produce different results. Charts are provided for illustrative purposes and are not an indication of past or future performance of any 
PGIM product. If any assumptions used herein do not prove to be true, results may vary substantially. These materials may contain hypothetical and simulated examples, which are provided for 
illustrative purposes only. Simulated examples have certain inherent limitations and are generally prepared through the retroactive application of a model designed with the benefit of hindsight. 
There are frequently sharp differences between simulated results and actual results. PGIM routinely reviews, modifies, and adds risk factors to its proprietary models. There is no guarantee, and 
no representation is made, that an investor will achieve results similar to those shown. 

These materials represent the views, opinions and recommendations of the author(s) regarding the economic conditions, asset classes, securities, issuers or financial instruments referenced 
herein, and are subject to change without notice. Certain information contained herein has been obtained from sources that PGIM believes to be reliable; however, PGIM cannot guarantee the 
accuracy of such information, assure its completeness, or warrant such information will not be changed. The information contained herein is current as of the date of issuance (or such earlier date 
as referenced herein) and is subject to change without notice. PGIM has no obligation to update any or all of such information; nor do we make any express or implied warranties or representations 
as to the completeness or accuracy or accept responsibility for errors. Any forecasts, estimates and certain information contained herein are based upon proprietary research and should not be 
considered as investment advice or a recommendation of any particular security, strategy or investment product. These materials are not intended as an offer or solicitation with respect to the 
purchase or sale of any security or other financial instrument or any investment management services and should not be used as the basis for any investment decision. No liability whatsoever 
is accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or derived from this report. PGIM and its affiliates may make 
investment decisions that are inconsistent with the recommendations or views expressed herein, including for proprietary accounts of PGIM or its affiliates. These materials are for informational 
or educational purposes only. In providing these materials, PGIM is not acting as your fiduciary. The opinions and recommendations herein do not take into account individual client circumstances, 
objectives, or needs and are not intended as recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made 
regarding the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein, the recipient(s) of 
this report must make its own independent decisions. 

The information contained herein is provided by PGIM, Inc., the principal asset management business of Prudential Financial, Inc. (PFI), and an investment adviser registered with the US Securities 
and Exchange Commission. PFI of the United States is not affiliated in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential Assurance Company, a subsidiary 
of M&G plc, incorporated in the United Kingdom. In the United Kingdom and various European Economic Area (“EEA”) jurisdictions, information is issued by PGIM Limited with registered office: 
Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited is authorised and regulated by the Financial Conduct Authority of the United Kingdom (Firm Reference Number 
193418) and duly passported in various jurisdictions in the EEA. These materials are issued by PGIM Limited to persons who are professional clients or eligible counterparties for the purposes of 
the Financial Conduct Authority’s Conduct of Business Sourcebook. In certain countries in Asia, information is presented by PGIM (Singapore) Pte. Ltd., a Singapore investment manager registered 
with and licensed by the Monetary Authority of Singapore. In Japan, information is presented by PGIM Japan Co. Ltd., registered investment adviser with the Japanese Financial Services Agency. 
In South Korea, information is presented by PGIM, Inc., which is licensed to provide discretionary investment management services directly to South Korean investors. In Hong Kong, information is 
provided by PGIM (Hong Kong) Limited, a regulated entity with the Securities & Futures Commission in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 (paragraph 
(a) to (i) of the Securities and Futures Ordinance (Cap.571). In Australia, this information is presented by PGIM (Australia) Pty Ltd. (“PGIM Australia”) for the general information of its “wholesale” 
customers (as defined in the Corporations Act 2001). PGIM Australia is a representative of PGIM Limited, which is exempt from the requirement to hold an Australian Financial Services License 
under the Australian Corporations Act 2001 in respect of financial services. PGIM Limited is exempt by virtue of its regulation by the Financial Conduct Authority (Reg: 193418) under the laws of 
the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the United Kingdom differ from Australian laws. Pursuant to the international adviser registration exemption in 
National Instrument 31-103, PGIM, Inc. is informing you of that: (1) PGIM, Inc. is not registered in Canada and relies upon an exemption from the adviser registration requirement under National 
Instrument 31-103; (2) PGIM, Inc.’s jurisdiction of residence is New Jersey, U.S.A.; (3) there may be difficulty enforcing legal rights against PGIM, Inc. because it is resident outside of Canada and 
all or substantially all of its assets may be situated outside of Canada; and (4) the name and address of the agent for service of process of PGIM, Inc. in the applicable Provinces of Canada are as 
follows: in Québec: Borden Ladner Gervais LLP, 1000 de La Gauchetière Street West, Suite 900 Montréal, QC H3B 5H4; in British Columbia: Borden Ladner Gervais LLP, 1200 Waterfront Centre, 200 
Burrard Street, Vancouver, BC V7X 1T2; in Ontario: Borden Ladner Gervais LLP, 22 Adelaide Street West, Suite 3400, Toronto, ON M5H 4E3; in Nova Scotia: Cox & Palmer, Q.C., 1100 Purdy’s Wharf 
Tower One, 1959 Upper Water Street, P.O. Box 2380 - Stn Central RPO, alifax, NS B3J 3E5; in Alberta: Borden Ladner Gervais LLP, 530 Third Avenue S.W., Calgary, AB T2P R3.
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