
PRIVATE DEBT  
MAKES ITS WAY  
INTO INSTITUTIONAL 
PORTFOLIOS

Over the years, the team at Mercer has been discussing the suitability of 
private debt with a range of institutional investors of all types and sizes 
across the globe. The discussion has featured a number of threads. First is 
that even those investors with misgivings cannot dismiss the attraction of 
this asset class, despite the number of different investment opportunities 
available. And second, the illiquidity of the asset class is arguably the 
most common barrier to investing. However, investors nevertheless 
recognise that risk-adjusted returns remain attractive relative to other 
credit strategies.

As the discussion progresses, the illiquidity concerns are rationally 
addressed, and one of the common questions from investors is, “How does 
an allocation to private debt fit into my current strategy?” It is around this 
question that we have seen some of the most disparate views, and changes 
in approach, from investors. 

Around five years ago, many of the early private debt investors were 
allocating from an opportunistic or private equity bucket and targeting 
mid- to high-teen returns from their credit investments (largely focussing 
on mezzanine investments). Rolling forward to the current day, investors 
are now considering whether the investment might have a longer-term 
strategic, rather than a purely opportunistic role. While it will still take 
another generation of fund-raisings to determine whether such a change is 
actually afoot, current indications point in that direction. Discussions we 
have held with a number of participants across the market also suggest that 
the European private debt market is set for longer-term structural change. 
The shift of investor private debt allocations from opportunistic to strategic 
has created a long-term source of non-bank debt financing that represents 
a structural shift in the European debt market.

EUROPEAN PRIVATE DEBT MARKET STRATEGIES

The other significant evolution is the emergence of a wider range of 
investment strategies in the European private debt market, as shown  
in Figure 1.

www.mercer.com



Figure 1. Risk and Expected Gross Returns in the Private Debt Market

1 LIBOR is the London Interbank Offered Rate, the main benchmark interest rates for banks lending 
to each other.

Although the opportunistic mid- to high-teen return-seeking funds still exist, 
a number of funds have been launched at the lower-risk and lower-return end 
of the spectrum. Here investors are looking for increased security and, 
potentially, investment-grade assets as alternatives to publicly traded credit 
investments. Investments like senior real estate debt and senior infrastructure 
debt are two such examples where pricing is in the range of LIBOR1 + 2.0% to 
4.5% p.a. Pricing in the core of the illiquid senior corporate debt market is 
higher (reflecting the higher risk) at LIBOR + 6.0% to 8.0% p.a. with total 
expected annual returns of 8% to 10% (gross of fees). The credit quality is 
typically below investment grade, the equivalent of BB and B-rated debt. 
Certain strategies in the corporate senior debt market can be expected to 
generate even higher returns (say, 10% to15% gross of fees), but it is 
important to note that the underlying risk levels are proportionately higher. 
Some fixed-income-biased investors appear to be less comfortable with this 
higher-risk end of the market but, in contrast, investors with a return-seeking 
orientation often find this area more appealing.

GROWTH FIXED INCOME PORTFOLIOS 

The wide range of strategies, risks, and expected returns available today are 
helping investors to construct robust private debt portfolios that can help them 
to meet a diverse range of investment objectives. A prime example is building 
growth fixed income portfolios, for which we believe an allocation to private 
debt of around 20% to 40% of the portfolio can be supported, as shown in 
Figure 2. In this portfolio we would expect private debt to sit alongside other 
credit assets such as multi-asset credit/credit opportunity, emerging market 
debt, and absolute return bonds. The premise is that we believe such portfolios 
should focus on generating returns from multiple sources, with the actual sizing 
for the private debt allocation varying by the extent to which private asset 
returns are being captured by those other credit assets.
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Figure 2. Growth Fixed Income Portfolio

In summary, we believe that institutional investors are changing their 
attitude towards the European private debt market — moving away from 
an opportunistic approach to longer-term, more strategic allocations. 
The range of strategies coming to market is also supporting this 
development, spanning lower and higher risk/return levels and thus 
enabling stronger portfolio construction as we hold the premise that 
investors, like those looking at growth fixed income, should focus on 
generating returns from multiple sources. Overall, with the European 
private debt market maturing and broadening into an asset class worthy 
of long-term strategic allocations, we believe the future of private debt 
continues to look bright.

CONTACT US

If you would like more information on our views 
regarding private debt or our broader capabilities in 
this space, please feel free to contact the author at 
sanjay.mistry@mercer.com or on +44 20 7178 3356, or 
your local Mercer consultant.

ABOUT MERCER

For more information, visit www.mercer.com. Follow Mercer on Twitter @MercerInsights.
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IMPORTANT NOTICES
References to Mercer shall be construed to 
include Mercer LLC and/or its associated 
companies.

OPINIONS — NOT GUARANTEES 
The findings, ratings, and/or opinions 
expressed herein are the intellectual property of 
Mercer and are subject to change without 
notice. They are not intended to convey any 
guarantees as to the future performance of 
the investment products, asset classes, or 
capital markets discussed. Past performance 
does not guarantee future results. Mercer’s 
ratings do not constitute individualised 
investment advice.

NOT INVESTMENT ADVICE 
This does not contain investment advice 
relating to your particular circumstances. No 
investment decision should be made based on 
this information without first obtaining 
appropriate professional advice and 
considering your circumstances. 

INFORMATION OBTAINED FROM THIRD PARTIES 
Information contained herein has been obtained 
from a range of  third-party sources. While the 
information is believed to be reliable, Mercer has 
not sought to verify it independently. As such, 
Mercer makes no representations or warranties 
as to the accuracy of the information presented 
and takes no responsibility or liability (including 
for indirect, consequential, or incidental 
damages) for any error, omission, or inaccuracy 
in the data supplied by any third party.
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