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Sometime in the late aughts (after the GFC) I wrote a letter stating that private credit would one 
day be bigger than private equity. We are not there yet but getting closer. Private credit, like 
private equity, encompasses a vast array of different assets with equally vast risks spanning the 
spectrum from “I really want that in my portfolio” to “oh my God, what the hell are you thinking?”

This is Thanksgiving weekend and I am with family. As I do almost every year, I bring in a 
pinch-hitter to write this week’s letter. My friend David Bahnsen wrote a brilliant analysis in his 
weekly Dividend Café of the private credit market a few weeks ago and it really took off. I got 
his permission to share it with you today. This is a basic primer on the risks in the private market 
and something as an investor you should be familiar with. It is slightly longer than usual but a 
very easy and fun read. Plus, it’s important!
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As you know, I recommend David and his wealth management firm, the Bahnsen Group, as a 
firm that you should consider letting manage your own portfolio. In addition to being an expert 
on dividend stocks, David and his team have considerable expertise in the alternatives space 
(hedge funds, real estate, etc.) and especially private credit. 

I highly recommend you subscribe to David’s Dividend Café. Simply click on the link and add 
your email and name. You can thank me later. You can also reach out to his team to explore 
having TBG as your wealth manager.

Note that Dr. Mike Roizen and I will be doing a webinar on longevity on December 3. The link to 
sign up is at the end of the letter. With that, let’s jump into the world of private credit!

Private Credit Fault Lines
By David Bahnsen 

If someone ever tells you, “There is a debt fund that pays you 9% (or 8% or 10%) and it has no 
risk, so you should buy it because Treasuries or municipal bonds only pay 4%” you need to lose 
their phone number, pronto.  Now, it is entirely possible that the person is not a con artist – they 
may very well just be a simple idiot, and there are plenty of those in the world, too.  But only con 
artists or morons say that something has a return at least twice that of the risk-free rate, without 
a commensurate increase in risk.

But I don’t much care about the people who say such things.  Our practice exists to take the 
clients of people who say such things, or at least to protect our clients from those who may 
say it to them.  Those who vocalize such falsehoods are easy to contend with; my concern is 
with those who hear them.  You know – people like all of you.  Because on one hand, there is 
a certain gullibility in the public square that could cause someone to believe something like, 
“you won’t believe it, but I was getting 4% in a CD, but now I have a private debt fund paying 
me 9% and it is like, the same thing,” but much more than gullibility is the problem of people’s 
propensity to believe things they desperately want to be true.  Human beings can and do go to 
great lengths to make things seem true if they want them to be true (and, in some cases, almost 
need them to be true).

Now, a debt fund paying 9% may be a wonderful investment.  In fact, I happen to believe many 
of them are.  But they are not “the same thing as treasuries.”  They pay more because there 
are risks that require the investment to offer a higher expected rate of return as the trade-off to 
whatever that risk may be.  It may be illiquidity risk, it may be higher default risk, or it may be 
any number of risks, but the premium return is compensation for a risk premium.  And if anyone 
on God’s green earth doesn’t know this, they have absolutely no business advising anyone 
about money, ever.  And if anyone on the other side of the table doesn’t know it, they need (and 
would be wise to pay for) some truth-teller in their orbit who will steer them honestly and wisely.
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The truth is that public equities (think: stock market) also offer a return premium, only because 
they offer a risk premium.  That risk premium is most commonly driven by high volatility and 
severe drawdowns, and in less diversified cases, it may reflect the non-systematic risk of a 
given company failing.  The trade-off for those risks has been a return for patient and disciplined 
investors that vastly outperforms the risk-free rate.

So, if all one wants to say about private markets is, “hey, they have risks, too!” then let’s end the 
conversation right here.  That the superior return investors are pursuing within private credit and 
private equity comes with risk, which is necessary to make that superior return possible, is a 
tautology.  It is not news.  It is inherently true.  And it is not helpful.

The questions before us are whether there are systemic risks in private markets that we ought 
to consider, and whether there are particular risks in private markets relevant to us as investors.  
To these ends, we work today in the Dividend Cafe.

What is Private Credit?
Let’s start there.  What is it?  Essentially, and I will be very clear that I believe this is an 
overwhelmingly positive thing, many capital market functions moved outside the banking system 
after the 2008 financial crisis.  At a high level, “private credit” means that non-bank lenders 
are extending debt to borrowers.  The money being lent is generally coming from investors 
who have a longer timeline (duration) for the money to come back, whereas the duration of 
bank funding is whenever their depositors ask for it back.  Banks are not supposed to absorb 
losses in their loan portfolio, are supposed to be collateralized, and are supposed to meet 
regulatory standards that keep their ability to lend somewhat constrained (especially post-GFC).  
Private lending markets function by matching risk-takers (investors seeking higher yields) with 
borrowers who can pay that higher yield.

So, differentiation #1 is private credit being outside the banking system.  But we have always 
had a BOND MARKET as well, and that, too, competed with the banking system using investor 
capital.  Those bonds were registered securities, publicly available, subject to all sorts of 
disclosure requirements, and were liquid (public markets bought and sold them).  Private 
credit involves loans that are not registered securities, may offer a premium yield (meaning the 
borrower is paying a premium), and are often (not always) “floating rate” (versus bonds with a 
fixed rate).

So private credit is basically an asset class that has taken off since the financial crisis, where 
the benefit to investors has been a higher yield and protection against rising rates, and 
the benefit to borrowers has been access, ease, privacy, speed, and strategic value from 
their capital partners.  The benefit to society has been more money available to fund good 
businesses and good projects than a post-GFC banking system could provide, but also less 
systemic risk because the credit risk of this lending was held by wealthy investors (who I will 
repeat, are risk-takers) and not the unwitting depositors of our nation’s commercial banks.
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What is Private Equity?
This one is effectively easier to answer: It is an equity (ownership) investment in a company 
that is not publicly traded.  Traditionally private equity investments were made by talented 
asset managers who raised money from institutional investors, bought equity in companies 
that could be fixed, improved, or presented some other path to value creation, and who used 
the equity raised and the assets of the business to collateralize the borrowing of money for the 
remainder of the purchase (what were known as “leveraged buyouts”).  Companies that sell a 
partial or complete interest in their equity to “private equity” might be small, medium, or large, 
but the defining characteristic is that the equity is not registered, is not traded on a public stock 
exchange, and is theoretically illiquid.

Private companies often bought and sold for much lower valuations than public companies so 
often the path to value creation was not merely improving the new business (new management, 
new strategy, a new set of eyes and ears, and yes, new growth capital), but also the arbitrage 
that came from buying a company privately for 10x earnings and selling it in public markets for 
15x earnings.

The private equity industry has exploded over the years.  From $100 billion in total industry 
assets in the early 1990s to $500 billion in 2000 and $2.8 trillion in 2010, the private equity 
space now manages $7.6 trillion in total assets.  Is this a feature or a bug?  Yes.  It is a great 
feature if you own a business you want to sell – there are many more asset managers with a lot 
more capital that need a lot more details.  This competition drives up demand for your business.  
It is a bug for investors if they are with the wrong asset managers – more money and more 
managers chasing more deals means fewer good deals than when there were fewer deals.  This 
last point is probably overstated, but it is certainly true enough in the most elementary sense.
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This explosion of PE capital has coincided with a crazy drop in the number of public companies 
over the years.  There were 7,500 publicly traded companies in the United States in 1999, and 
there are basically 4,000 now.  Did all the available private equity money take some companies 
out of public markets? Sure, there have been some private take-outs (not a ton, but some).  But 
the biggest impact has been the lack of new issues.  Some companies get bought by others, 
and some go out of business, but that organic consolidation has generally been offset by 
gazillions of new companies wanting to go public.  Not anymore!  The strong desire to be public 
in the 1990s has been replaced in the post-2010s by the strong desire to “stay private as long 
as possible!”  Why?  Being public is a lot of work.  Your business secrets are made available to 
the world.  If your accountants make mistakes, a bunch of people go to jail (Sarbanes-Oxley).  
Investors can take over your company and throw you out.  Analysts and reporters can say 
bad things about you.  Regulators are all over you.  It is just a lot.  Well, why did anyone ever 
do it?  Simple – they needed the money, or at least they wanted the money.  It was a path to 
monetization and liquidity, plus growth capital that many (most) capital-intensive businesses 
needed.  Now, many (most) companies can avoid the burdens of public ownership either for 
a very long time, or possibly forever, without having to delay monetizing.  Private equity has 
abundant resources to create monetization and access to growth capital.  The consequence 
has been a very different opportunity set for public companies, as many big and successful 
companies have already been around for 5, 10, 15 years and have seen their most significant 
growth trajectory take place well before they ever go public.  It simply wasn’t that way before.

The benefit has been great returns for private equity investors and great optionality for private 
business owners and operators.  The downside has been fewer great companies coming 
into public markets for investors who only buy public companies.  And out of that downside 
has come a strong desire among investors to increase their private equity exposure.  Simple 
enough.
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My First Philosophical Caveat
Let me just say, as someone with very strong beliefs about investing, the whole issue of 
“private vs. public,” “listed vs. unlisted,” and so on is almost entirely immaterial for me.  There 
are profoundly important issues of liquidity to consider, of portfolio functionality, of cash flow 
distributions, of transparency and reporting, of a company’s maturity and stage in its life cycle, 
and all of those things matter a great deal when considering what is appropriate for investors.  
We have billions of dollars more invested in publicly traded dividend equities at our practice 
than we do in private equity assets because we have clients who have goals that often require 
a cash flow, a liquidity, a rebalancing flexibility, and a risk profile that are far more appropriate 
in that public marketplace than the private equity space.  But philosophically, if I believe in 
the human person producing goods and services that meet human needs and wants 
as the fundamental driver of value creation, I have no rational reason to believe that 
private markets do that worse than public markets.  In fact, I believe the opposite if the right 
caveats are in place (for example, there will be a much higher dispersion of returns in private 
markets, more failures, and less information available to drive decision-making).  But I am in a 
lifelong love affair with entrepreneurialism, and there is extraordinary business savvy and wealth 
creation in private enterprise, even the kind that doesn’t trade on the New York Stock Exchange.

But as fiduciary wealth advisors, one of our jobs is to evaluate the appropriateness of different 
investment categories for different investors.  Liquidity, cash flow, transparency, and divisibility 
are common needs for many, many investors, and public markets provide us with much 
more of these things than the private equity world does.  So, both spaces provide investment 
opportunities, but one democratizes better than the other.

Essentially, while there is much more granularity that could be unpacked here, the major 
concerns I see right now about private markets are:

1.	 The explosion of new assets raised in private credit raises concerns that there is too 
much money chasing too few good loans, and that means subpar returns, more defaults, 
and more problems (mo’ money, mo’ problems, as B.I.G. once taught us) …

2.	 The heavy volume of private equity transactions from 4-6 years ago has created a 
bottleneck of deals needing to exit, and the increase in interest rates between when the 
purchases were made and now has made it harder to profitably effect these exits.

3.	 While it is investor money (risk-takers) that has fed the increase of assets in private 
credit and private equity, the banking system has lent money to the non-bank lenders, 
and therefore, there may be more systemic risk here than people realize.

Let’s take a look at the legitimacy of each of these concerns, and where legitimate, the right 
approach, solution, and mitigation.
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Are There Time Bombs in the Loan Books of Private Credit 
Funds?
The recent collapse of a single (but large) issuer, First Brands, has amplified calls that there 
is more risk out there than people realize.  Of course, one could argue that this is the case 
that proves the point of many private credit managers …  Indeed, this situation looks like an 
unmitigated disaster, and most likely one of fraud, not mere “poor credit quality.”  But since so 
many asset managers avoided it, isn’t that evidence of “ummmm, underwriting matters”?  Since 
they did blow up and their loans are priced right now to almost no recovery value, but the rest of 
the space continues to perform and function, isn’t that evidence of a healthy space with some 
defaults always in play?  I suppose it depends on how you look at it.

I would say this: If you are getting 8%, 9%, or 10% by lending money to corporate borrowers, 
then some of those borrowers are going to default, period.  It is virtually impossible to command 
that kind of return premium and have no defaults or impairments.  Can diversification mitigate 
that risk?  Certainly.  Can tremendous resources for recovery out of default help?  Absolutely.  
Does being senior secured in the capital structure matter?  Very much so.  But some loss rate is 
inevitable.  What to do?

Limit exposure to this space to those who, wait for it, have a diversified loan book, maintain 
standards for underwriting, have a history of low loss and default ratios through really bad 
cycles, and have a track record of great recovery when there is impairment.  Oh, and yes, resist 
the temptation to squeeze extra basis points of yield by taking a more subordinated place in 
the capital structure.  Be senior, be secured, and be with the best managers in the space who 
are not desperate for loan volume and are not susceptible to compromising the integrity of 
underwriting.

Is this risk-free?  No.  That’s what the money is for.

Is the history of this, when practiced as described above, a very good return profile that 
diversifies some other elements of one’s portfolio, particularly for yield/income-focused 
investors?  Yes.
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Some other concerns:

What about Liquidity? 

This is the part that drives me most bonkers, and has for quite some time.  When people bring 
up the illiquidity of an illiquid investment as if is a problem with the investment and not the 
investor, they are really confusing things.  Are private investments intended to be illiquid, with 
a long duration assumed, allowing the investment to play out over multiple years as intended?  
Yes, they are.  Are some structures or vehicles intended to offer liquidity in one’s investment in 
an illiquid asset class, deceiving investors into thinking that they can have the illiquidity premium 
in their return without taking on the, well, illiquidity?  Yes.  But here is the solution: Don’t believe 
it.  Now, could someone theoretically be in a private credit investment that offers more liquidity 
than the underlying investments do and still get the return and an exit without incident?  Sure.  
But no investor should be assuming that to be the case.

A mismatch between asset and liability duration is not a problem with the underlying investment; 
it is a problem for the investor who believes they can eat ice cream and not gain weight.  It 
is akin to believing you can own public equities without taking on price volatility.  To be more 
precise, this is usually a problem of the investment advisor, not the investor.  But I will say it very 
clearly: The possibility of limited liquidity when investors thought they had liquidity they don’t 
really have is only a problem if an investor actually expects such liquidity.  Don’t expect it.  View 
the asset class as it was intended to exist —and has existed for institutions for many, many 
years —as a bespoke asset class that offers a return premium for a longer duration (illiquidity).

Are Companies Having a Hard Time Selling?

Yes, they are.  Period.  Fewer realizations are happening because many deals were done 4-6 
years ago, and there are not as many buyers right now as sellers.  Will this hurt returns on those 
transactions?  Well, if the sellers force transactions to happen sooner rather than later, I would 
say that it is pretty likely to make the problem worse, don’t you think?  Two things impact the 
internal rate of return as a percentage for the underlying investor:

1.	 The dollar gain, and

2.	 The time it takes to get there

These two things are at odds with one another: accelerating the timeline is supposed to 
enhance the % return, but if it comes with a lower dollar gain, it hurts the % return.  What 
seems evident to me for higher-quality sponsors is that they are essentially seeing exits and 
realizations happen at a slower pace, over a longer period of time, but at the dollar levels 
and valuations they have targeted.  That can change, but with interest rates coming down 
and some of the cyclical challenges of the last few years having peaked, it may not.  I have 
to believe that an exit that takes one, two, or three years longer than expected to materialize 
absorbs a lower percentage return, but one that maximizes value (even if patiently) is the 
superior option.  Yes, there is a tension here.
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What is the solution?  To allow the sponsors who have skin in the game (carry) to affect exits as 
the opportunities organically play out, and who require future fundraising for the sustainability of 
their own enterprise.  Some managers have earned this confidence.  Some have not.

Is There Systemic Risk?

U.S. banks now have $300 billion lent to non-depository financial institutions that are private 
credit providers.  These loans sit on top of everything else—the credit risk of a given loan, the 
various mezzanine and subordinated loans in any specific deal—and are basically the LAST 
loss to be incurred.  An entire loan in a private credit portfolio can go to zero cents on the dollar, 
but the banks only lose money if the entire private credit enterprise fails (and equity is zero).  
They provide warehouse-style loans and help private credit managers syndicate loans.  They 
are liquidity providers, not risk takers.  The risk here is not with defaults or credit impairments.

So why bring it up at all?

Because I do not believe we can be assured that the timing mechanisms, the transparency, 
and the real exposures are fully known and understood.  I guess you could call it PTSD, or just 
healthy skepticism from a lifetime of watching institutional FOMO from certain banks.  Now, 
$300 billion is about 1% of total U.S. bank assets, and I imagine the losses here are most 
likely to be 0%, but even if they went to 100%, it would not be earth-shattering.  However, that 
is a systemic answer (as it was a systemic question).  Does that mean there can’t be isolated 
incidents of squirrely results for individual banks and institutions?  No, it does not.

Conclusion
I see private market investing as a legitimate diversifier for some (not all) investors’ portfolios.  
A precondition for that suitability is comfort with illiquidity.  Where that criterion is met, there are 
elements of value creation, yield, and return that are entirely attractive.  When they offer risks 
and rewards somewhat different from those of conventional public markets, this can amplify 
returns for an investor when done well.

But the surge in popularity here means more dollars are competing for the same deals.  That 
is not entirely true; more dollars can also mean more deals, but that may mean lower-quality 
deals.  The increased popularity of this space means diligence and selectivity are more 
important than ever.  I should add, if anyone doesn’t believe that applies to public markets, 
too, I have a bridge to sell you (financed by a mezz loan from an Uber driver).  Diligence and 
selectivity push us up the quality curve when choosing the managers we work with.

The systemic concerns are largely not understood but do have adjacent legitimacy.  Financial 
innovations drive economic growth but also come with bumps and bruises along the way.

Investors are wise to ignore the media on this but not ignore common sense.  Risk and reward 
are never, ever getting divorced.
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Webinars, Puerto Rico, Dallas, Cleveland and LA
Dr. Mike Roizen and I will be doing a webinar on longevity on December 3. This will be 90% 
Mike doing a presentation and me asking questions. You will get a chance to ask questions as 
well. This is something that you really want to set aside and do. Register here. 

Source: Lifespan Edge

As you read this, I am back in Puerto Rico. We will be opening the Puerto Rico Lifespan Edge 
clinic on December 8 so I will be around Dorado until at least the middle of the month, before 
I fly back to Dallas to see my new grandson. I have to get to Cleveland at some point for an 
overdue checkup. And I see LA in my travels in March.

Let me finish by saying how grateful and thankful I am for you. You and your fellow readers 
allow me to spend my time doing what I love and making a living out of it. I live for your 
feedback and connection. Every week, I write the letter as if writing for my closest friends. And 
that’s the way I feel about you. Words cannot express my deep appreciation.

And with that, I will hit the send button. Have a great week!

Your needing to spend more time in the gym after Thanksgiving analyst,

John Mauldin

 
John Mauldin 
subscribers@mauldineconomics.com
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