IA\\//A\ ¥ oW &
AVISTA GROUP

Valuationin
Private Credit
Instruments

Marking a $2 Trillion Asset Class in the Dark: Why Fair Value, Not Spread, Is Now Private Credit's Most Important
Metric

1. The Asset Class at an Inflection Point

A Decade of Compounding Growth

Over the past decade, private credit has evolved from a niche alternative into a cornerstone asset class within global
finance. According to Preqgin and the Financial Times, the global private credit market surpassed $2 trillion in assets
under management (AUM) in 2025, up from approximately $380 billion in 2010, and is projected to expand at a
compound annual growth rate (CAGR) of 13%, reaching $4.5 trillion by 2030.

Exhibit 1: Global private credit assets under management, 2010-2030E
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Source: Preqin (2025) and Financial Times

The rise of private lending can be traced back to the aftermath of the Global Financial Crisis. Stricter regulatory
frameworks imposed on traditional banking institutions severely constrained their ability to provide capital to
middle-market enterprises. This retrenchment created a substantial liquidity gap, which increased demand from
businesses for alternative financing sources outside traditional borrowing and lending channels, a gap agile non-bank
direct lenders quickly moved to fill.
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Private credit offers distinct advantages to both borrowers and investors:

¢ For Borrowers: Direct lenders provide tailored terms, structural flexibility, rapid execution, and certainty of
closing.

e ForInvestors: Asset managers benefit from portfolio diversification, appealing risk-adjusted returns, and
reliable yield premiums relative to public fixed income.

The spectrum of strategies is vast—ranging from senior direct lending and mezzanine debt to distressed debt,
special situations, and infrastructure credit—allowing institutional portfolios to customize risk/reward profiles.

Where the Cycle Has Turned

However, following years of rapid expansion, the market is facing heightened scrutiny regarding borrower credit
quality. According to Fitch Ratings, the U.S. private credit default rate reached a record 6.0% for the twelve months
ended May 2026.

Crucially, 52% of these defaults involved interest payment deferrals or conversions to payment-in-kind (PIK)
arrangements, where unpaid interest is added to the principal balance rather than settled in cash. While PIK
provisions offer borrowers temporary liquidity relief, they can obscure underlying financial distress and dramatically
increase leverage over time. Analysts at Morgan Stanley warn that overall defaults could climb toward 8% in 2026.

Exhibit 2: Breakdown of Private Credit Default Event (TTM to May 2026)

Default Event Type Share of Defaults

Interest payment deferral or PIK conversion 52%
Distressed maturity extension 36%
Uncured payment default 6%
Bankruptcy, liquidation, debt-for-equity swap, or out-of-court restructurings 6%

Source: Fitch Ratings

PIK usage is the clearest channel through which borrower stress permeates carrying values. Lincoln International,
which values approximately one-third of U.S. private credit portfolios, reports that PIK-structured loans more than
doubled from 5% of the market in early 2022 to 11% by year-end 2025. More critically, “bad PIK"—cash-pay loans
converted to PIK terms under distress—rose from 2% to 6.4% over the same period. Public Business Development
Companies (BDCs) now recognize roughly 8% of investment income in non-cash form.

For valuation professionals, every PIK conversion poses a core question: Has the instrument's cash flow merely
been rescheduled, or has its fundamental risk profile changed such that the discount rate must widen even as
interest accrues on paper?
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