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Public Pensions: Double-Check Those ‘Shadow Banker’
Investments
Private credit has gained a growing share of pension portfolios over the past decade. It’s
time to take a second look under the hood.

For almost a decade leading up to 2021, bond yields were suppressed by low inflation and central
bank stimulus. To make up for scanty interest rates on their bond investments, many public pension
funds followed the lead of their consultants and shifted some of their portfolios into private credit
funds. These “shadow bankers” have taken market share from traditional lenders, seeking higher
interest rates by lending to non-prime borrowers.

Even during the pandemic, this strategy worked pretty well, but now skeptics are warning that a
tipping point may be coming if double-digit borrowing costs trigger defaults. It’s time for pension
trustees and staff to double-check what’s under the hood.

For the most part, the worst that many will find is some headline risk with private lending funds that
underwrite the riskiest loans in this industry. Even for the weakest of those, however, the problem
will not likely be as severe as the underwater mortgages that got sliced, diced and rolled up into
worthless paper going into the global financial crisis of 2008. And until and unless the economy
actually enters a full-blown recession, many of the underwater players will still have time to work
out their positions.

Continue reading.
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