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Key Takeaways

1 Intensified Competition Amid Declining Credit Quality

While excess dry powder has intensified competition among direct lenders,
the underlying credit quality of borrowers has been deteriorating, with over
40% of private companies now facing debt service costs exceeding their free
cash flow, according to a recent report from Lincoln International.

2 End of Easy Returns in Private Credit

The era of easy returns in the private credit sector appears to be ending, as
increased competition has ushered in a period of lower spread premiums
over more liquid loans.

3 Persistent Spread Compression

Despite the surge in direct lending volume, approximately 506% of direct
lending funds raised since 2021 remain undeployed as of November 2024,
suggesting that spread compression will likely persist.

The private credit market has grown almost 10x since 2009, standing today at approximately $1.7
trilliont. The asset class performance benefited significantly from the Federal Reserve’s tightening
monetary policy, which brought in a large supply of new investor interest. A recent report from
Morgan Stanley estimates the asset class could grow to $2.8 trillion by 206282. However, demand for
credit has lagged supply, and with signs of deterioration emerging in underlying fundamentals,
rigorous credit selection will be an essential driver of future performance.
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Higher Competition Driving Spread Compression

As direct lending assets under management have increased, competition has intensified, and
leveraged credit markets saw significant refinancing activity in 2024. According to data compiled by
Configure Partners?®, refinancings outpaced LBO and M&A financings by roughly 50% in 2024. This
has led to a nearly 150bps compression in spreads over the last two years, eroding the liquidity
premiums traditionally associated with the private credit market. Our conversations with private
equity firms reveal an extremely competitive lending landscape with firms receiving 20-30 term
sheets for each financing opportunity in this borrower-friendly environment, leading us to believe that
the winner on these financings might be the loser.
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Borrowers are now negotiating aggressively on documentation, resulting in weaker credit
agreements and more relaxed covenant packages, historically a strong point of differentiation for
private credit versus the broadly syndicated market.

“The underlying credit quality of borrowers
has been deteriorating, with over 40% of
private companies facing debt service cost
that exceeds their free cash flow.”

Shahid Khoja
Managing Director, Head of Credit
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Underlying Credit Metrics are Deteriorating with Increasing Defaults

While excess dry powder has intensified competition among direct lenders, the underlying credit
quality of borrowers has been deteriorating, with over 40% of private companies facing debt service
cost that exceeds their free cash flow according to a recent report from Lincoln International®. This
trend is also evident when looking at average non-accrual rates for public Business Development
Companies (BDCs), which have crept up steadily from 3.72% in 2Q23 to 4.09% in 2Q24°. Additionally,
average payment-in-kind (PIK) income as a percentage of net investment income has risen to 20% in
Q2’24 from 12% in 20217. While not all PIK debt is inherently problematic, it is likely that direct lenders
and borrowers are employing short-term measures, such as converting to payment-in-kind and
amend & extend transactions, to alleviate immediate pressures — solutions that we believe are
unsustainable in the long term.

Borrowers' Financial Condition is Deteriorating
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Defaults have already begun to rise across borrowers of all sizes, as indicated by the Proskauer
Private Credit Default Index®. According to Fitch Ratings®, the largest driver of defaults is the
introduction of PIK or a deferral of one more interest payment, with maturity extensions accounting
for a smaller portion of the increase. However, with base rates remaining elevated following a slew of
macroeconomic data, the likelihood of this persisting for longer than expected is a real risk that
investors must account for when analyzing the private credit market.
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Rigorous Credit Selection will be Crucial in 2025

The era of easy returns in the private credit sector is showing signs of waning, and increased
competition is ushering in a period of lower spread premiums over more liquid loans. Despite the
surge in direct lending volume, approximately 50% of direct lending funds raised since 2021 remain
undeployed as of November 2024 indicating spread compression is likely to persist. The market
now expects fewer interest rate cuts in 2025 due to renewed inflationary pressures. This
environment of prolonged high rates signals additional credit risk that in our view needs to be
accounted for when comparing opportunities across the asset classes.

With lower ‘illiquidity premium’ providing less cushion, rigorous credit analysis and thoughtful
portfolio construction are vital for future performance. We continue to monitor market dynamics
closely and remain committed to our disciplined investment approach.

Disclaimer

These materials contain information that is general in nature and accordingly has been prepared without consideration of the investment
objectives, financial situation or particular needs of any particular investor. Investors should consider whether the behavior of these
investments should be tested under assumptions different from those included in these materials. The assumptions underlying the
information presented in these materials may be modified from time to time to reflect changed circumstances. ZCG has not undertaken
to independently validate the accuracy of information provided by third party sources and is not responsible for any inaccuracies in the
data provided. Past performance is not indicative of future results. The information set forth in these materials is strictly confidential
and is provided for informational and discussion purposes only. No representations or warranties as to such information are given or
implied. The information set forth in these materials is not intended to be, and shall not be regarded or construed as, a recommendation
for a transaction or investment, financial or other advice of any kind, nor as constituting or implying any commitment whatsoever,
including without limitation an offer to purchase, sell or hold any security investment, loan or other financial product, or to enter into or
arrange any type of transaction. The information provided herein may not be reproduced, distributed, or disclosed, in whole or in part,
to any third party without the prior written consent of ZCG.
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