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Private credit can offer the potential 
for higher returns and lower risk than 
traditional fixed income, but has historically 
been off limits to all but the largest 
institutional investors. That’s changing. 
With the hunt for yield as fervent as ever, 
and innovative new products improving 
accessibility, more investors are being 
drawn to private credit than ever before.
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Private assets have been popular with endowments and official 
institutions (such as sovereign wealth funds and government pension 
plans) for some time. However, more recently, they have also been 
attracting increasing interest from other institutional investors, such as 
defined benefit pension plans and insurance companies. Private credit 
in particular has come of age. Only 2% of European pension funds had 
an allocation in this area in 2013, but that figure has now grown to 16%1 

– still low, but growing, as investors have sought out the potential to 
earn a return pick-up over traditional fixed income. Importantly, private 
credit is also no longer just for large institutions, as we explain in the 
final section of this paper.

Private credit is a term that is often used interchangeably with private 
debt and direct lending. Within this article, we define it to be any credit 
(non-sovereign) instrument which is not financed by a bank and is not 
issued or traded in an open market.

Although simple in definition, the private credit universe comprises of 
a diverse array of strategies which can perform a range of roles within 
an investor’s portfolio. Typically, these strategies are grouped into two 
categories: capital preservation and return maximisation.

Capital preservation strategies, such as direct lending (lending to  
mid-sized companies), real estate and infrastructure debt, seek to 
deliver predictable returns while protecting against losses. The more 
“senior” the debt, the higher up the pecking order it is, and the more 
predictable the return.

On the other hand, return maximisation strategies are less predictable 
but offer greater upside potential. These include mezzanine loans with 
a small portion of equity components that allows potential upside 
and flexible borrowing terms from the lenders. As well as having a 
fixed income component, these often allow investors to participate in 
additional upside by also having an equity-linked component.

Aside from seniority within the capital structure, sources of borrowers’ 
cash flows impact the risk and return equation. In general, loans 
secured by quasi-monopolistic or regulated infrastructure assets or 
real estate assets would present less risk – and thus lower returns 
– compared to mid-sized corporates whose earnings can exhibit a 
varying degree of cyclicality.

Enhancing return  
and lowering risk  
with private credit

1  Mercer European asset allocation survey 2020.
2  Liquidity is a term for how easy it is to buy and sell an 

asset without affecting its price.
  Equivalently, illiquidity is a term for how hard it is to 

buy and sell an asset.

These unique characteristics typically result in investors preferring to 
have exposure to a diverse range of strategies, so that they can access 
the benefits of private credit across the risk and return spectrum 
(Figure 1).

Higher credit spreads are a major attraction
The initial reason that many investors are attracted to private credit 
is the ability to earn a yield pickup over traditional fixed income 
instruments (Figure 2). Whereas investment grade corporate bonds 
have been offering credit spreads of 1.0–1.5%, it has been possible 
to earn 2.0% or more in senior infrastructure and real estate debt 
(both of which share characteristics with bonds of investment grade 
rating). Similarly, while credit spreads on high yield bonds have been 
4.0–5.0%, junior infrastructure debt offers on average 4.5% and senior 
mid-market (corporate) senior direct lending in the US and Europe 
between 6.0% and 8.0%.

This additional credit spread is due to a number of factors but is 
often described in simplified terms as an “illiquidity premium”2. In its 
simplest terms, this is compensation for the fact that private credit 
involves investors locking money up for several years at a time, while 
a corporate bond can be sold relatively easily (although this can be 
tested in times of market stress). This is intuitive. Let us say an investor 
is offered two potential investments, both identical other than the 
fact that one can be sold easily and the other ties up money for five 
years. The investor would obviously want to pay less for the one with 
poorer liquidity. That cheapness can result in a reduction in the price or 
additional yield to compensate for having money tied up.

In reality, the magnitude of the additional return offered by private assets 
is not due solely to illiquidity but also to other factors like transaction 
size, complexity and the deal sourcing ability of an investment manager. 
In most cases, it is impossible to disentangle these different drivers, but 
it is important to be aware of their existence.
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Deal sourcing is an often under-appreciated factor which can make a 
big difference to an investor’s experience in private assets. In general 
terms, the more competitive the bidding process, the higher the price 
paid and the lower the expected return. Deals sourced through private 
networks of contacts can be completed with much less, or in some 
instances no competition. This presents a barrier to entry for newer 
participants in the market, as it takes time to establish credibility. One 
complaint sometimes levied against private assets is the time it takes 
to deploy capital but here too, more established practitioners have a 
clear edge.

Yield enhancement is the initial attraction, but risk reduction seals 
the deal
Private credit can offer something which is just as valuable to pension 
funds and insurance companies as higher yields, if not more so; the 
potential for great certainty of returns, due to lower credit loss rates 
(Figure 3). Many sectors have historically been exposed to a lower risk 
of loss than equivalent-rated corporate bonds. This has one of two 
drivers (or both in some cases):

1. Lower average default rates

2. Higher average recovery rates

Default rates are linked to the credit risk of the underlying asset or 
project being lent against. Infrastructure exhibits the greatest cash 
flow stability and a notably lower risk profile than corporate bonds,

Figure 2: Private credit offers a credit spread pick-up over 
traditional fixed income
Credit spread %

Definitions
Infrastructure debt 
Strategies that aim to originate and secure debt investments against 
infrastructure assets or businesses. Generally, these investments 
come with longer terms and interest payments received can be fixed 
or floating and may be linked to inflation.

Direct lending  
Direct lending loans provide credit facilities to small or mid-market 
companies without an intermediary. The underlying facilities are 
typically senior-secured and benefit from floating rate coupons. 

 

Real estate debt  
Investments in senior, mezzanine, or whole loans secured against 
either a single asset or a portfolio of real estate assets. These 
strategies usually aim to generate stable contractual cash flows 
through the payment of regular coupons.

Mezzanine debt  
Mezzanine debt is a hybrid debt subordinated to another debt from 
the same issuer. It can be issued by borrowers of any size and asset 
classes. Mezzanine debt often features a proportionally small equity 
component allowing for further upsides while allowing flexible terms 
with lenders.

Figure 1: Illustrative risk and return within private credit
Excess return potential

Source: Schroders, for illustrative purposes only.
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Reporting dates vary. Analysis based on the most up to date data obtainable as at  
10 November 2020. Lighter shaded columns represent private credit. Sources: Bank of 
America Merrill Lynch, Callan Associates, CBRE, De Montfort University, Ernst & Young,  
ICE Data Indices, Preqin, Refinitiv Datastream and Schroders.

2



Enhancing return and lowering risk with private credit

especially now that financing structures are more conservative than 
before the financial crisis. For example, average loan-to-value ratios on 
senior European commercial real estate debt have fallen from 70–75% 
to today’s range of 55–60%, meaning an additional 15% decline in 
value would now be required before debt holders would be exposed 
to the risk of loss. Lending to small and mid-market companies is 
generally “sub-investment grade” (sometimes referred to as high yield) 
risk but the universe is highly diverse.

Real estate and infrastructure debt also come with the advantage 
that they are normally secured on physical assets such as 
telecommunication towers, power generation facilities, office  
buildings or warehouses.

Importantly, the secured nature of infrastructure and real estate debt 
means that, in the event of a default, a ring-fenced asset or assets 
can be sold and the proceeds used to repay the lender. This boosts 
recovery rates and limits losses. For example, recovery rates for 
infrastructure and real estate debt average around 75%3, substantially 
more than the 40% level typical on corporate bonds4. Furthermore, the 
most common recovery rate on infrastructure defaults has been 100%. 
This means most investors have incurred no losses at all, even when 
there has been a default.

Although mid-market loans do not typically have ring-fenced assets 
backing them, recovery rates have also been relatively high, with an 
average of 80% achieved5. However, with a greater prevalence of 
borrower friendly underwriting terms in the market particularly prior 
to the onset of the Covid-19 pandemic, and a relatively immature 
European market that has not been tested in a prolonged downturn, a 
more conservative forward looking assumption is warranted. Bank of 
America Merrill Lynch projects a 60% recovery rate6, which we believe 
is reasonable.

Despite this more cautious outlook, mid-market loans still tend to 
have at least one covenant attached to the debt, leaving them better 
positioned for a more challenging market environment versus the 
broadly syndicated bank loan market. Covenants typically include the 
ability to monitor certain accounting ratios and restrict the amount of 
additional debt that can be raised. Covenants associated with private 
infrastructure loans can even place restrictions on any changes to 
corporate strategy, with capital expenditure needing to be approved 
by the debt holders.

Breaches in covenants can result in lenders gaining additional 
protection e.g. by preventing dividends being taken out of the business 
by equity investors. Early repayment penalties are also common across 
the private debt space. The trend over recent years in the broadly 
syndicated bank loan market of so-called ‘covenant-lite’ loans means 
some or all of these protections are missing. For example, 93% of all 
European broadly syndicated bank loans in 2019 are without these 
protection covenants whereas only 9% of European direct lending 
debt falls in the same category7.

When taken together, lower default rates and higher recovery rates 
contribute to lower overall expected losses for private credit compared 
with corporate bonds (Figure 3). Senior infrastructure debt is the least 
risky from this perspective, Q12020 followed by senior real estate 
debt. Although junior infrastructure debt shares characteristics with 
high yield bonds rated BB, losses are a fraction of those on high yield 
bonds. Furthermore, while expected losses on mid-market loans 
are higher than real estate or infrastructure debt, they compare very 
favourably with high yield bonds.

Figure 3: Credit loss rates on private credit have been much lower 
than traditional fixed income

Credit loss rate, %

 
Note: IG and HY corporate bond credit loss rates incorporate default losses (default rates 
adjusted for recovery rates) and price changes arising from changes in credit quality 
(net downgrade losses). Investors in private credit (denoted in lighter shaded columns) 
will not generally experience downgrade losses (or upgrade gains) as the credit spread 
component typically remains unchanged unless there is an impairment (high risk of default). 
Consequently, private credit loss rates above only reflect default losses. Figures are 
shown for illustrative purposes only and may not be reflective of credit spreads or default 
experience on any individual investment or portfolio. Sources: Bank of America Merrill Lynch, 
Callan Associates, Cass Business School, CBRE, De Montfort University, Moody’s, Preqin, 
Cambridge Associates, and Schroders. As at November 2020.

A winning combination
The combination of higher credit spreads and lower credit losses for 
private credit results in a much higher net credit spread than available 
in public markets. Higher, more certain returns make private credit an 
excellent fit for pension funds or insurance companies when used as 
part of a liability- or cash flow-driven investment strategy. For instance, 
UK defined benefit (DB) pension schemes seeking additional returns 
could invest in private credit, gaining access to ‘contractual cash flow’ 
assets with a maturity and liquidity profile that generates the necessary 
cash flows over the term of their maturing liabilities.

Another feature which boosts private credit returns over and above 
headline yield levels is the ability for private credit lenders to earn one 
off fees, which in turn are passed to the investors, boosting their net 
returns. These can be material. For example, underwriting fees  
of around 1.5%–3.0% can be earned on mid-market direct lending 
loans, 0.5%–1.50% on infrastructure debt and 1.0% on average for  
real estate debt.

Private credit is no longer just for large investors
If private credit sounds so great, why do almost 85% of European 
pension funds not have any allocation to this area? There have been 
two major deterrents: governance burden and access. These are 
particularly challenging for smaller investors.
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3  Infrastructure default and recovery rates 1983–2018, Moody’s; and Which European CRE 
loans suffered losses and why? Bank of America Merrill Lynch, February 2018.

4  Annual default study 1920–2019, Moody’s.
5  It’s Private: Real Estate Debt and Middle Market Direct Lending, 

Callan Associates, 2017.

6 The Next Credit Cycle: Scenarios for HY, Loans, and Private Debt,  
Bank of America Merrill Lynch, October 2018.

7  For direct lending - Proskauer Private Credit Insights, 2019; for leveraged loans –  
LCD Quarterly European Leveraged Lending Review, Q12020.
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Figure 4: A win-win for private credit from higher credit spreads and lower loss rates

For example, Mercer’s 2020 asset allocation survey found that those 
European pension funds which did invest in private debt allocated 5% 
to the area, on average. For a £120 million pension fund, this would 
amount to £6 million. Then let’s say they wanted to gain diversified 
exposure to private credit, across multiple strategies and managers. 
This would require separate allocations to infrastructure debt, real 
estate debt, and private corporate debt, plus potentially others. 
Assuming an even split between these three areas, for simplicity, 
approximately £2 million, or just below 2% of the fund, would be 
invested in each.

The resources required to run a manger selection process, implement 
the new strategy, manage cash inflows and outflows into each area, 
and monitor the performance of each fund is considerable. Yet each, 
in itself, would only be a relatively small part of the overall asset 
allocation. For a large, well-resourced, fund this is less of an issue. 
They will often have teams dedicated to managing their private asset 
exposures. However, for a small fund, with less specialist expertise and 
less time and resources to dedicate to this area, it is simply impractical. 
The ratio of effort required to potential reward is too high.

This is compounded by the fact that it can be very hard for smaller 
investors to get access to many of the best managers. They often 
prefer to work with larger investors who can commit larger amounts 
of capital. This is especially important in private credit (and alternative 
investments in general) as the difference between top and bottom 

performing managers is greater than investors may be used to in 
corporate or government bonds. Utilising Preqin’s private credit fund 
database, we found that the difference between the internal rates 
of return on top and bottom quartile private credit funds launched 
between 2005 and 2017 was almost 8%8. Manager selection is 
therefore key to a successful outcome.

So what is a smaller investor to do? One option would be to allocate 
only to one particular area of the private credit space. This is a 
reasonable response to the governance challenge but comes at the 
cost of being exposed to developments in one particular area. It also 
doesn’t deal with access difficulties.

However, this does not mean that private credit needs to be ruled out 
by smaller institutional investors. Innovation in product offerings mean 
that it is now possible, even for smaller investors, to gain access to a 
diversified private credit portfolio. This can be achieved by working 
with a credible partner, who in turn is able to access top performing 
funds and pool individual investments to scale. Then, the only 
governance burden is in selecting and monitoring a single manager 
rather than several. By pooling investments it is also possible to gain 
access to funds that would otherwise have been out of reach. That 
scale can also result in these investments being possible at a lower 
cost than would be open to individual investors.
 
8 Source: Preqin as of April 2020.

Reporting dates vary. Analysis based on the most up to date data obtainable as at 10 November 2020. Lighter shaded columns represent private credit. Note: IG and HY corporate bond 
credit loss rates incorporate default losses (default rates adjusted for recovery rates) and price changes arising from changes in credit quality (net downgrade losses). Investors in private 
credit will not generally experience downgrade losses (or upgrade gains) as the credit spread component typically remains unchanged unless there is an impairment (high risk of default). 
Consequently, private credit loss rates above only reflect default losses. Figures are shown for illustrative purposes only and may not be reflective of credit spreads or default experience 
on any individual investment or portfolio. Source: Bank of America Merrill Lynch, Callan Associates, Cass Business School, CBRE, De Montfort University, Moody’s, Preqin, Cambridge 
Associates, and Schroders.
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Conclusion
Private credit can offer a win-win of higher returns and lower 
risk for pension funds and insurance companies investing over a 
medium-long time horizon. Although interest has grown, the vast 
majority of investors have yet to allocate to this area. However, 
many of the reasons behind this reticence are practical rather than 

investment-related. This does not have to be the case. Innovation in 
product offerings has opened a door for even the smallest pension 
fund to gain access to this exciting area and provide attractive risk-
adjusted returns to enhance its funding position.
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information provided is not intended to constitute investment advice, an 
investment recommendation or investment research and does not take 
into account specific circumstances of any recipient. The material is not 
intended to provide, and should not be relied on for, accounting, legal or 
tax advice. 

Information herein is believed to be reliable but Schroders does not 
represent or warrant its completeness or accuracy. No responsibility or 
liability is accepted by Schroders, its officers, employees or agents for 
errors of fact or opinion or for any loss arising from use of all or any part 
of the information in this document. No reliance should be placed on the 
views and information in the document when taking individual investment 
and/or strategic decisions. Schroders has no obligation to notify any 
recipient should any information contained herein changes or subsequently 
becomes inaccurate. Unless otherwise authorised by Schroders, any 
reproduction of all or part of the information in this document is prohibited.

Any data contained in this document has been obtained from sources 
we consider to be reliable. Schroders has not independently verified or 
validated such data and it should be independently verified before further 
publication or use. Schroders does not represent or warrant the accuracy or 
completeness of any such data. 

All investing involves risk including the possible loss of principal.
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investments to rise or fall. This document may contain “forward-looking” 
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assurance that any forecast or projection will be realised.
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