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The combination of a tough macro
environment and growing investor demand is
creating a compelling opportunity in European
private credit—but partnering with the right
manager is crucial.

March 2023 1



Private credit is a resilient asset class, and one that has

held up well historically through multiple recessions and
cycles. But the challenges facing private credit today should
not be taken lightly given the heightened uncertainty and
risky macro environment. Indeed, there is no shortage

of questions around what the picture will look like in the
months and years ahead—for instance, how long and

deep could the downturn be? What path will central bank
policy in Europe and the U.S. take going forward? Will
companies be able to continue passing through higher costs
to customers? Much scrutiny is also being placed on how
private credit portfolios will fare going forward, especially as
the effects of higher rates filter through the economy. While
manager performance can look similar during the good
times, a more difficult environment is likely to result in much
greater differentiation of performance across the industry.

On the positive side, there are a number of tailwinds
creating a compelling opportunity in private credit today.
In many cases, investors are getting compensated better
than in the past, especially for taking essentially the same
risks as a year or two ago. In particular, investors are often
getting lower leverage, the potential for higher absolute
returns, and access to high-quality deal flow—but the

key is partnering with the right manager that takes a
conservative and disciplined approach to the asset class.

Navigating a Difficult Environment

Borrowers have faced a number of headwinds over the
past several months—from supply chain issues, to wage
inflation and rising costs, to the energy crisis in Europe.
But most middle market companies have been able to pass
on the resultant price increases to their customers, which
has helped the corporate fundamental picture. The next
six to 12 months will likely be more challenging, however,
especially as the difficult external environment looks set
to persist and the increase in base rates continues to flow
through into interest payments. In particular, higher costs
and softening demand could result in margin erosion,
decreased cash flow, and less serviceability.

1. Source. Barings’ observations
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Arguably, this environment sets the stage for a reset

in multiples of businesses from an equity perspective.
High-quality middle market companies with lower
leverage and more conservative capital structures

look better positioned to withstand this challenging
environment. But there are a number of companies
across the market that have riskier capital structures
and higher levels of leverage—in some cases around
6.5-7x in Europe, which is similar to broadly syndicated
corporates—which were predicated on the low-rate
environment of the last few years.! Those businesses
will likely be challenged going forward as base rates
continue to rise. That said, we expect many sponsors
and private equity firms to provide capital support to
their transactions and help their business cover the rise
in interest and service coverage costs.

Dynamics Shifting in Favor of Private Markets

After Russia invaded Ukraine and the syndicated
markets essentially shut down in terms of new issuance,
dynamics across the private credit landscape shifted.
Many larger cap companies, which have traditionally
raised capital in syndicated loan markets, turned
increasingly to direct lending to source funding. As a
result, there is less capital to deploy across the market
today, in both Europe and the U.S.

At the same time, in combination with higher base rates,
we are seeing a shift toward better deal terms, lower
leverage levels and tighter documentation in private
credit. Spreads have also widened significantly to reflect
the macroeconomic conditions we'e living in, and we
expect this to remain the case in the coming months. This
is essentially creating a more attractive risk-reward profile
in private debt. In particular, the relative value potential in
private credit today, together with having access to high-
quality deal flow, can offer an opportunity to generate
attractive absolute returns—which, in some cases, are the
highest absolute returns we have seen in the asset class
for a very long time.

Insights | March 2023 2



BARINGS

Bifurcation in Performance

In the months and year ahead, as the macro environment becomes more testing and the impact
of higher rates starts to materialize, we are likely to see greater divergence in terms of manager
performance across private credit portfolios. This is largely because no portfolio is the same—each
manager sources different assets, which means no two risk profiles look alike. Managers that have
been prudent in the way they have pulled their capital structures together, and that have picked
high-quality companies with strong capital structures, and avoided some of the more cyclical
sectors, should be able to see themselves through the next six to 12 months. On the other hand,
managers that have created a portfolio of highly leveraged exposure look more likely to face
challenges as base rates increase.

Poised for Further Growth

If you look back at history, private credit has delivered fairly consistent returns through the last
two downturns, and the downside for the asset class during those periods has been less extreme
than the broadly syndicated market. It is unsurprising, then, that the relative resiliency of this
asset class continues to attract interest from pension funds and other institutional investors, with
expectations for allocations to potentially double in the next few years (Figure 1).

Figure 1: Private Debt AUM to Almost Double as Long-term Demand Remains
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As the market continues to grow, we also expect to see a consolidation of
managers—with performing, sustainable platforms likely to attract more
capital and continue to expand, while others may struggle to survive. We
are already starting to see this in Europe, with more capital being allocated
to fewer managers, especially those with experience through downturns
and with the resources and capital to take ownership of businesses that
underperform. At the same time, in Europe, the adoption of ESG factors in
private credit remains top of mind for investors. Managers with the ability to
structure deals that have customized loan agreements with specific ESG or
sustainability provisions—which are termed ESG-forward or sustainability-
linked loans—and that engage with companies to improve ESG behavior,
look well-positioned for the development in this space.

As the market continues to grow, we also

expect to see a consolidation of managers—
with performing, sustainable platforms likely
to attract more capital and continue to expand,
while others may struggle to survive. ~

Key Takeaway

While the long-term, structural picture for private credit looks positive,
with capital inflows expected to continue for the asset class, the uncertain
macro environment is likely to create near-term challenges for a number of
portfolios, as well as managers. This suggests a watershed moment ahead,
with a period of consolidation and growth in the asset class likely in the
coming months and years.

Private credit managers build portfolios over time, with the goal of delivering
a consistent return through economic cycles. Ultimately, the way to do that
is by avoiding losing capital. For this reason, we believe managers that take

a conservative and disciplined approach to deploying capital, and prioritize
seniority and security rather than chasing yield, are best positioned to
capitalize on this strong structural tailwind.

BARINGS

Insights | March 2023

4


https://www.barings.com/perspectives/viewpoints/private-credit-winners-losers
https://www.barings.com/perspectives/viewpoints/private-credit-winners-losers
http://www.barings.com/perspectives/viewpoints/how-innovations-in-private-credit-are-driving-esg-progress

Barings is a $347+ billion* global investment manager sourcing differentiated opportunities and building
long-term portfolios across public and private fixed income, real estate and specialist equity markets. With investment
professionals based in North America, Europe and Asia Pacific, the firm, a subsidiary of MassMutual, aims to serve

its clients, communities and employees, and is committed to sustainable practices and responsible investment.

IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are
subject to change without notice, dependent upon many factors. Any prediction, projection or forecast is not
necessarily indicative of the future or likely performance. Investment involves risk. The value of any investments
and any income generated may go down as well as up and is not guaranteed by Barings or any other person.
PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio
compositions and or examples set forth in this document are provided for illustrative purposes only and are not
indicative of any future investment results, future portfolio composition or investments. The composition, size of,
and risks associated with an investment may differ substantially from any examples set forth in this document. No
representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes
in the currency exchange rates may affect the value of investments. Prospective investors should read the offering
documents, if applicable, for the details and specific risk factors of any Fund/Strategy discussed in this document.

Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its
global affiliates. Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia

Pty Ltd, Barings Japan Limited, Baring Asset Management Limited, Baring International Investment Limited, Baring
Fund Managers Limited, Baring International Fund Managers (Ireland) Limited, Baring Asset Management (Asia)
Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland Sarl, Baring Asset Management Korea
Limited, and Barings Singapore Pte. Ltd. each are affiliated financial service companies owned by Barings LLC (each,
individually, an "Affiliate”). Some Affiliates may act as an introducer or distributor of the products and services of
some others and may be paid a fee for doing so.

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase

or sale of any financial instrument or service in any jurisdiction. The material herein was prepared without any
consideration of the investment objectives, financial situation or particular needs of anyone who may receive it.
This document is not, and must not be treated as, investment advice, an investment recommendation, investment
research, or a recommendation about the suitability or appropriateness of any security, commodity, investment, or
particular investment strategy, and must not be construed as a projection or prediction.

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made

in good faith in relation to the facts known at the time of preparation and are subject to change without notice.
Individual portfolio management teams may hold different views than the views expressed herein and may make
different investment decisions for different clients. Parts of this document may be based on information received
from sources we believe to be reliable. Although every effort is taken to ensure that the information contained in
this document is accurate, Barings makes no representation or warranty, express or implied, regarding the accuracy,
completeness or adequacy of the information.

Any service, security, investment or product outlined in this document may not be suitable for a prospective
investor or available in their jurisdiction.

Copyright and Trademark
Copyright © 2023 Barings. Information in this document may be used for your own personal use, but may not be
altered, reproduced or distributed without Barings’ consent.

The BARINGS name and logo design are trademarks of Barings and are registered in U.S. Patent and Trademark
Office and in other countries around the world. All rights are reserved.

LEARN MORE AT BARINGS.COM

*As of December 31, 2022
23-2793363



