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THOUGHT LEADERSHIP: STEPPING FORWARD IN
PRIVATE CREDIT WHEN OTHERS STEP BACK

INTRODUCTION

One of the reasons the COVID-19 pandemic hit
developed economies so hard was that it struck
the parts of economies that until that point had
remained resilient, notwithstanding the geopolitical
turmoil of Brexit and the US/China trade tensions
of 2018. The part we are referring to is of course,
the consumer.

In this article we review the potential for Australia’s
superannuation funds to provide credit to support
the nation’s SMEs, mid-market and large
corporates, real estate developments and other
borrowers, while earning attractive risk adjusted
returns for their members – many of whom are in
turn the employees or owners of these borrowers.

The consumer accounted for 54% of GDP in
Australia in 2019, and 68% in the US1, and can be
likened to the heart of many developed
economies. The consumer’s resilience changed
dramatically with the outbreak of COVID-19 with
the lockdowns and travel restrictions decimating
consumers' ability to spend. Spending by
consumers is also intertwined with the financial
health of their employers, be they small and
medium enterprises (SMEs) or mid and large
corporates.

Australia’s superannuation system is the fourth
largest pension asset pool globally, with US$1.9
trillion (A$2.7 trillion) in assets at the end of 2019,
representing just shy of 4% of OECD pension
assets2 - more than the Netherlands, Japan and
Switzerland.

The private sector employs the vast majority of
workers within many developed economies. If the
private sector is the heart of an economy, then
capital, working capital and capital to support
growth, is the blood that flows through the heart
of this part of the economy and keeps it alive. But
where do these businesses get their capital to keep
going? Historically, when Australia’s businesses
have borrowed money, it has mostly been
provided by the nation’s big banks – but there are
some signs this could be changing in future. While
this article puts the spotlight on industry dynamics
within Australia, there are parallels in other
developed economies such as the US and EU for
example.

1

Household spending as a % of GDP, OECD Data, 2019.

Australia’s superannuation funds have a wellknown home bias in equity exposure, with the
largest of Australia’s balanced funds holding
approximately half of their equity assets in
Australia, despite it representing just 2 to 3% of
the world’s equity market capitalisation. So, could
there be a potential rationale for a part of
Australia’s substantial pension assets to be made
available as debt capital for Australia’s corporate,
and even SME, borrowers? From an asset
allocation perspective, this would effectively involve
the nation’s asset owners allocating to the
Australian ‘private credit’ asset class.

2

“Pension Markets in Focus”, OECD, 2020.
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We start by defining what we mean by private
credit, and then consider the role of Australia’s
banks in servicing these borrowers, and how their
ability and willingness to serve these customers is
changing, creating demand for new lenders within
the Australian economy that could in part be
financed by superannuation funds. With a more
constrained supply of credit from Australia’s banks,
new lenders have formed to meet borrower
demand, and we chart the rise of neo-lenders in
the Australian credit ecosystem.

We then canvas a range of initiatives taken by the
Australian government to facilitate the flow of
credit to borrowers focussing on SMEs, through
support to lenders and securitisation. Completing
the picture, we contemplate why an institutional
asset owner, including Australia’s superannuation
funds, might want to allocate to private credit.

Private Credit – What is it?

p

In speaking of private credit, we are broadly referring to loans that are not
traded on public markets. Many of these borrowers either do not have the
scale to tap public credit (corporate bond) markets, or for other reasons,
desire features in their loans that make them less amenable to trading in the
world’s bond markets. Given they are not publicly traded, private credit investments are
generally illiquid, and more so in times of market dislocation.

2

BANK BUSINESS LENDING –
WHAT IS CHANGING TO
CREATE THE OPPORTUNITY
FOR INVESTORS?
Banks have long dominated lending in Australia. As
shown in Chart 1 below, the market share of
Australia’s banks has hovered around 70-80% for
much of the past twenty years.

Moreover, this market share is considerably higher
than is the case for other developed economies,
such as the United States and most countries in
the eurozone, where borrowers are more likely to
tap corporate bond markets or obtain credit from
non-bank lenders (Chart 2).

Chart 1: Bank Share of Corporate Loans in Australia
Share of Loans (Non-financial Corporations)
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Source: Whitehelm Advisers, APRA. Bank market share includes AMP Bank, ANZ, Bank of Western Australia, Bendigo and Adelaide Bank,
Bank of Queensland, Commonwealth Bank, National Australia Bank, Suncorp, St. George Bank, Westpac.

Chart 2: Australia’s Bank Dominance Compared With Other Countries
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Source: Whitehelm Advisers, Bank for International Settlements. Reported bank share of credit to the private non-financial sector.
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Something seems to have changed over the past
five years however, with Australia’s banks beginning
to step back, ceding market share. While we
expect Australia’s banks will continue to hold a
strong market position in corporate and SME
lending in future years, the gradual decline in
market share is a trend we expect could continue.
If this did indeed occur, it would be following a
similar playbook to the changes that have taken
place within other developed economies, notably
in the US.

To understand why this is happening we
need to venture briefly into the
regulatory constraints on banks and
consider the competitive forces at work
within the lending industry.

Perhaps not surprisingly, regulators globally took a dim view of the performance of the
world’s banks during the global financial crisis of 2008, following the high-profile failures of
banking institutions such as Washington Mutual, Lehman Brothers, and the bail-out by
governments of many other household names in banking across the US and Europe. Fortunately,
the direct impacts of the crisis on the banking system in Australia were far more sanguine.
In the wake of the crisis, regulators began progressively strengthening banking systems worldwide,
requiring banks to hold more capital to better prepare for future periods of economic stress involving
widespread borrower delinquency and default, such as occurred in 2008. In 2013, consistent with the
Basel III accord, the Australian Prudential Regulatory Authority (APRA) bolstered capital requirements
for Australia’s banks and for its designated Domestic ‘Systemically Important Banks’ (the big four
banks) in particular. Then in June 2017, APRA announced a requirement for ‘unquestionably strong’
capital benchmarks for Australia’s major banks.3 This involved adjustments to the key capital ratios
prescribed by APRA – the Capital Equity Tier 1 ratio (CET1 ratio) prescribes the amount of equity
capital a bank must maintain relative to the calculated risk weighted assets of the institution. To
illustrate just how much more onerous current requirements are compared to the pre-GFC era, the
Commonwealth Bank of Australia had a capital ratio of 5.0% of risk weighted assets in June 2008. The
same ratio in June 2020 was 11.6%, compared to its ‘unquestionably strong’ regulatory minimum of
10.5%.4

3
4

“APRA Announces ‘Unquestionably Strong’ Capital Benchmarks”, APRA, 19 July 2017.
Commonwealth Bank of Australia, 2020 results presentation, 12 August 2020.
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The upshot of tighter post-GFC regulation is that it
is now much more costly, and less profitable, for
banks to lend to certain riskier types of borrowers.
This is reflected in lending rates for smaller
business borrowers that are significantly higher
than the rates charged to medium and large
corporates, as we show in Chart 3 (we provide
more detail on the reasons for this in Box A on
the next page). By the same token, mid-market
corporates, real estate developers, and SMEs seem
to be receiving less attention from the banks.

In the mid-market segment for example,
borrowers may want flexibility from the lender to
incorporate different loan terms and conditions.
This in turn creates an opportunity for non-bank
lenders to provide that customisation and take
market share from banks, that are less amenable to
non-standard loan terms (as non-standard loan
terms make lending less scalable with a higher cost
to serve large customer bases).

Chart 3: Lending Rates for Large Companies Compared to Smaller Companies
Lending Rate (New Business)
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BOX A: RISK WEIGHTINGS FOR DIFFERENT BORROWER
TYPES
The higher capital charges for riskier types of loans reflect the regulated risk weightings for
each type of loan, as shown in Chart 4 below. In the example of a residential mortgage with
a loan to value ratio (LVR) of less than 90%, the bank must retain just 3.7% of the loan
amount in equity (the risk weighting of 35% multiplied by the capital ratio of 10.5%), while
funding 96.3% of the loan with borrowed money. However, for unsecured SME loans, unrated, or subinvestment grade corporate loans, the risk weighting of 100% effectively means the bank must retain the
10.5% capital ratio for the total loan amount. This significantly lowers the return on equity for the bank
when lending to these riskier borrower categories. Hence, banks have become more and more focused on
providing funds to people wanting to buy a house, and catering to the needs of large, well-established, and
well-rated, corporate borrowers.

Chart 4: APRA Risk Weightings for ADIs
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THE MARKET RESPONSE – RISE
OF THE NEO-LENDERS

With the supply of credit from banks retreating
gradually for mid-market and smaller borrowers,
the past five years have seen a rapid expansion in
the number of non-bank lenders in Australia.
Some of these lenders are employing novel loan
origination techniques and business models, others
simply new businesses with a stronger focus on
better servicing market segments that are being
underserved by the incumbent industry structure,
which is dominated by the four major Australian
banks.
In Figure 1 we present a diagram that describes the
credit ecosystem for asset owners and other
intermediaries, highlighting the ways in which
Australia’s superannuation industry could
potentially participate in the credit creation
process. In Figure 1 we identify four categories:
1.

Non-bank lenders. Non-bank lenders are
businesses established to provide credit, but
do not have banking licenses and are not
permitted to accept deposits; they are also
referred to as ‘non-ADI’ lenders5 and are
not prudentially regulated by APRA6. Nonbank lenders typically provide home loans
and other loan products to consumers and
small businesses. The larger non-bank
lenders in Australia include the likes of ASX
listed companies such as Resimac and
Prospa, and other private companies such as
Pepper Group, Liberty Financial and Latrobe
Financial. While comprehensive data for the
sector overall is difficult to obtain, the
Reserve Bank of Australia estimates nonbank lenders have achieved strong growth

over recent years, with a growth rate in
residential mortgage lending of
approximately 15% per annum, well above
the level of system growth.7 Given they are
prohibited from taking deposits,
securitisation plays a critical role in providing
finance to these non-bank lenders, a process
described in more detail within Box B later
in this article. Non-bank lenders are
estimated to have accounted for more than
half of all RMBS issuance in 2018.8
2.

Private Credit Managers. These are a subset
of non-bank lenders generally involving
specialist investment managers providing
credit to mid- and large-corporates, private
equity sponsors, and real estate assets,
including those under development. With
an ability to deploy meaningful amounts of
capital, these managers may present a logical
way in which the superannuation industry
can provide credit to the domestic economy
at a scale that is consistent with their asset
allocation needs. We note that some larger
funds with the appropriate internal
capabilities may not even require the
services of a specialist investment manager,
choosing to offer credit to borrowers
directly.

3.

Marketplace lending (peer to peer)
platforms. These fintech businesses bring
software platforms that match investors
directly with borrowers, typically for smaller
consumer loans. ASIC completed a survey
of marketplace lenders in April 2019, which

5

7

6

8

Non-Authorised Deposit Institutions.
Other than its reserve powers when lending activities materially
contribute to the risks of financial instability.

Financial Stability Review, Reserve Bank of Australia, April 2019.
International Round Table – Non-banks and Securitisation, May
2019.
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revealed the industry originated A$434
million in loans for the year to June 2018,
with an annual growth rate of 45%. While
retail investors dominate marketplace
lending investors by number (accounting for
91% of the investors by number), wholesale
investors provided more than half of the
funding, accounting for 56% of funds
invested.9 Despite the strong growth rate in
marketplace lending, the segment’s relatively
small scale and the small ticket size means
these platforms have not yet garnered much
of the attention of institutional asset owners
to date, at least from the perspective of
providing funding for the loans. However,
as the sector matures in future years,
perhaps it would not be inconceivable for a
small or mid-sized superannuation fund to
provide capital to this type of lender,
provided the investor had a high tolerance
for a slow deployment.

9

Report 617: Survey of Marketplace Lending Providers: 2017-18,
ASIC, April 2019.

4.

10

Buy now pay later. The buy now pay later
(BNPL) sector has rapidly developed over
the past five years to provide short term
credit for consumer purchases, led by the
likes of Afterpay, which is now among the
twenty largest companies on the ASX.
While this article focuses on credit,
Australia’s superannuation funds have
already directly funded the BNPL sector by
providing equity capital through their
Australian equity portfolios (the same could
also be said of some of the other listed
participants in the categories above). Some
may also have purchased ABS originated by
BNPL businesses and backed by the
associated receivables, with the ASX listed
Zip Co establishing its first ABS warehouse
program back in 2017 and completing its
first securitisation of A$500 million of BNPL
receivables in August 2019.10 The company
recently completed a second A$300 million
ABS issue in mid-October 2020.

Zip Co, ASX announcements, 24 May 2017 and 26 August 2019.
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Figure 1: Credit Ecosystem for Institutional Asset Owners
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BOX B: SECURITISATION – MAKING LOANS
MORE LIQUID
Securitisation is important because it can provide an important source of funding to nonbank lenders, and for the institutional investor, can facilitate the provision of credit to
borrowers that would otherwise be much more difficult to reach, or unpalatable from a
liquidity standpoint. Indeed, many superannuation or pension funds already invest in
mortgage or asset backed securities in some form.
While historians have found examples of securitisation dating back many centuries 11, the modern
securitisation industry has its origins in 1970 in the US, when the US Government National Mortgage
Association (‘Ginnie Mae’) issued its first security, packaging a portfolio of home loans with a value of US$70
million. 12 Over subsequent decades the securitisation industry would expand, with new issuance exploding
over the ten years to 2008, as shown in Chart 5 for the US, with a similar impact in Australia. Mortgagebacked securities of course featured heavily in the ‘sub-prime’ demise that followed, with the US industry, as
measured by new issuance, basically halving after the global financial crisis. The rate of new issuance in
Australia has since recovered, though in the US has still not yet exceeded its pre-GFC peak.
In a nutshell, Securitisation is a financial innovation that converts a portfolio of illiquid loan contracts into
more liquid, tradeable securities, which we illustrate in the diagram in Figure 2 below. The securitisation
process can involve credit enhancement through insurances, guarantees or credit wraps, which make the
securities more desirable to potential investors. Additionally, securities are often issued in tranches with
senior tranches having the first claim over cash flows paid by the pool of borrowers, and sitting above one or
more subordinated tranches, which offer a higher return to compensate for their lower rank in the capital
structure. The instruments are frequently rated by the credit ratings agencies prior to issue – again this
makes them more saleable to investors that take comfort from the third-party credit analysis performed by
ratings agencies.
The securitisation process creates an advantage to the loan originator, as it takes loans off balance sheet,
freeing up capital for the lender to make available to new borrowers (increasing credit creation and their
revenue opportunity at the same time), and it provides a potentially attractively priced funding source.
Investors can benefit from the process too. Rather than lend directly to many small borrowers, they can rely
on the greater scale, diversification, higher liquidity, and credit enhancement brought about by securitisation.
Investors also don’t need to worry about the operational headaches of carrying out loan servicing
themselves, which is arranged during the process.
It is important to note however, that the vast majority of securitised loans have been residential mortgages
(RMBS), with other loan types remaining a comparatively small proportion of total new issuance. The other
loan types that can be securitised include commercial mortgages, leases, auto loans, student loans, and credit
card receivables.

11

“Back to the future: 900 years of securitization”, Buchanan, B, Journal of Risk Finance, Vol. 15 No. 4, pp. 316-333, 2014.
“Securitization: Lessons Learned and the Road Ahead”, IMF Working Paper WP/13/255, Miguel Segoviano, Bradley Jones, Peter Lin dner, Johannes
Blankenheim, November 2013.
12
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Figure 2: Securitisation Process Overview
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GOVERNMENT SUPPORT –
TARGETTING THE SME
SEGMENT
A focus on availability of capital for SMEs was high
on the Australian government’s agenda, even prior
to the COVID-19 pandemic. In November 2018,
Treasurer Josh Frydenberg announced the creation
of an A$2 billion fund to increase the supply of
credit to SMEs. The Australian Business
Securitisation Fund (ABSF) was subsequently
established by the Australian Office of Financial
Management (AOFM) to invest in securitised loans
made to Australian SME businesses, and the fund
made its first investment in April 2020 through an
A$250 million investment in a warehouse vehicle
for loans originated by Judo Bank.13 Governments
in other developed countries have adopted
somewhat different mechanisms to assist SMEs,
with the establishment in 2014 of the UK
government’s British Business Bank one notable
example. The US has also had a long history of
loan support for SMEs, with its Small Business
Administration (SBA) operating since 1953 – its
flagship initiative guarantees the majority of eligible
loans made to SMEs by bank and non-bank lenders
under the program.

One of the main aims of the AOFM in its
administration of the ABSF has been to promote
the development of a market for securitised SME
loans, which had previously been slow to develop
in the absence of this kind of government
intervention – the heterogenous nature of SME
loans makes them challenging to securitise. More
securitisation may support further lending in this
market segment, allowing lenders to recycle capital
rather than retaining it on balance sheet.
However, securitisation depends upon a principle
of standardisation, which allows the credit analysis
activity to scale up and consider large numbers of
loans more systematically. The AOFM has been
working with private sector participants to develop
an SME loan data template for this very purpose.
It is interesting to note that after its initial
investment in April 2020, investment activity by the
ABSF was paused due to adverse market
conditions. The Government did however, initiate
a broader support mechanism for securitised
markets in March 2020, with the creation of the
A$15 billion Structured Finance Support Fund
which has a much wider scope than just SME loans,
and includes mortgage-backed securities and other
asset backed securities.

13

“ABSF update and results of first round of ABSF investments”,
AOFM, 2 April 2020.
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STEPPING FORWARD – A ROLE
FOR AUSTRALIA’S PENSION
FUNDS?
The returns available from traditional defensive
assets have been crushed over the ten years since
the global financial crisis, as central banks have
sought to suppress bond yields through
unconventional monetary policy measures which
have included near zero or negative cash rates and
purchases of bonds aimed at keeping yields low.
Chart 6 shows the nominal yield to maturity of 10year government bond yields over the past twenty
years for major developed economies. The lines
that fall into the red shaded area (Germany and
Japan) have negative nominal bond yields –
investors literally pay to invest in the bonds if they
are held to maturity. The point of the chart is to
highlight that all of the ten-year bonds shown are
now expected to have negative real returns, based
on a long-term expectation for Australian inflation
of between 2 and 3% per annum.

Could Australia’s superannuation funds
step forward to meet demand as banks
gradually step back from servicing some
of the borrowers in need we have
discussed in this article?
With A$2.7 trillion in assets, it is reasonable to
suppose that at least a portion of this substantial
pool of capital could be put to work in providing
private credit to Australian businesses – provided
investing in the asset class was consistent with the
funds’ statutory objectives to maximise risk
adjusted return. We estimate that a peer group of
large balanced superannuation funds held an
average of 2-3% in ‘alternative credit’14, with
Australian private credit being an emerging,
potential sub-asset class within this broader
category.

Chart 6: Bond Yield Compression
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Our estimate based on the public disclosure documents of the peer
group for balanced superannuation funds.
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Source: Whitehelm Advisers, Bloomberg.

The negative real returns from the traditional
defensive component of a balanced portfolio have
forced investors to seek new forms of return and
diversification. For the most part, and from the
asset allocation perspective, we classify Australian
private credit in the former camp – a source of
return rather than a source of diversification.
Potential returns are expected to vary depending
on the market segment, quality of the counterparty
and security, but indicative spreads have ranged
from 300 basis points for secured loans to larger,
high-quality corporates, through to 400-500 basis
points for loans to sub-investment grade or unrated, mid-market borrowers, and upwards of this
for riskier unsecured private credit investments and
loans to SME borrowers.
Sub-investment grade (high yield) bonds have
historically exhibited a high correlation with the
equity market at approximately 0.7.15 To
understand why, consider how closely the spreads
on the US high yield index have followed the VIX
index in Chart 7, which measures the expected US
equity market volatility implied in option prices.

The correlation between the two is obvious in the
chart. For loans to sub-investment grade
borrowers, unrated borrowers and SME loans, we
would expect a similarly high correlation, and this
should not be surprising given many of these
businesses will have a strong sensitivity to both
GDP and to the supply of credit, and for
unsecured SME borrowers, significantly lower
recovery rates.16 To illustrate further, the US
leveraged loan index experienced a drawdown of
29% in 2008, within striking distance of the US
equity market drawdown of 41%.17 However, the
drawdown over the two months to end March
2020 was much smaller at 14% (compared to 21%
for the MSCI World index), which we attribute to
central bank intervention and the substantial fiscal
stimulus that was deployed more rapidly than in
the global financial crisis. This largely avoided a
significant global credit event, creating a ‘backstop’
for both credit and equity markets.

Chart 7: Correlation of the US HY Spread with Equity Market Volatility
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Correlation of the Bloomberg Barclays US Corporate High Yield
Total Return index with the MSCI World index, in US dollars.
16
Loan performance data from the US Small Business Administration
indicate recovery rates for guaranteed loan programs of 20-30%, net

of recovery related expenses. “Small Business Administration Loan
Program Performance”, US Small Business Administration, 31 March
2020.
17
Drawdown in US dollars, measured monthly.
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Another potential benefit of private credit for
Australian funds may be the opportunity to invest
in order to create a positive impact within the
communities of the fund members themselves,
subject to the requirement to maximise risk
adjusted returns. However, there is a flipside to
this argument – when a borrower defaults, a
pension fund that is a lender, directly or indirectly,
needs to be able to foreclose on that borrower if
necessary, with the social consequences and
reputational risks that could entail.

We summarise some of the arguments both for
and against an allocation to Australian private
credit in Table 1 below.

Table 1: Potential Advantages and Disadvantages of Australian Private Credit

ADVANTAGES

DISADVANTAGES

Potential source of returns. A study by Industry
Super estimated a premium for direct loans over
bank loans of 200-400 basis points or more,
acknowledging higher risks18.

The risk of a private credit loan investment is that
the borrower does not repay on time or does not
pay at all. In the event of default, the quality of the
loan collateral (if any) becomes paramount.

Over time Australian institutional investors may
develop a stronger understanding of the market
dynamics for domestic private credit than might be
the case in global markets.

Illiquidity, especially in times of market stress.

Financing Australian businesses offers the potential
to create positive social impacts in member
communities through targeted investments, though
for superannuation funds, there will be the
statutory requirement to maximise risk adjusted
return.

Potential reputational issues in the event of
delinquency and in the extreme, foreclosure. If
borrowers cannot repay, a superannuation fund
would have to be willing to foreclose, if it became
necessary.
Direct lending would likely involve additional
compliance obligations given AML/CTF regulations.
This issue would be compounded for programs
that involved numerous small transactions to
smaller borrowers where more information
asymmetry exists.

18

“Should Superannuation Funds Do More Direct Lending?”, Industry Super Australia, October 2018.
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CONCLUSION

In this article we have shown how tightening
regulation has prompted banks to step back from
lending to certain market segments and created an
opportunity for non-bank lenders to step forward
to meet borrower demand. The case study we
presented has focused on the Australian
marketplace, though analogous industry dynamics
have been observed in other developed economies
too. The capital to support non-bank lending
could be provided from a few different sources,
though we have highlighted a potential role for
pension funds within the credit ecosystem,
providing capital to non-bank lenders, most likely
through one or more specialist private credit
managers. For the institutional investor, we see
the main appeal of private credit to be the
potentially attractive risk adjusted return on offer
in the context of a low return investment
environment.

However, the asset class is not without its risks,
and we note that banks have been stepping back
from specific market segments due to a view from
regulators that they are higher risk relative to other
forms of lending – and this with the banks’
substantial financial and human capital resources
available for ‘work out’ and restructuring situations
when loans go awry. The question for asset
allocators is can large investors, their private credit
advisors and investment managers price and
control for these risks more efficiently than the
banks did? In our view, this creates a need to
carefully select investment managers with the
appropriate experience and capability, given the
track record for some newer private credit
managers is shorter than a normal business cycle,
and we have yet to see the full fallout from bad
and doubtful debts that may yet arise once fiscal
support is dialed back in the post pandemic era.
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contingencies. To the extent permitted by law, Whitehelm and its officers, employees, agents, associates, and advisers make no representations or
warranties in relation to the accuracy, reliability, currency, completeness or relevance of the information contained in, and accept no liability
whatsoever to any third party in relation to any matter arising from this document or for any reliance that any recipient may seek to place upon
such information.
This document contains commercial-in-confidence information and should not be disclosed to any party. This information may not be excerpted
from, summarised, distributed, reproduced or used without the prior written consent of Whitehelm.
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