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SUMMARY

Global private markets have grown rapidly, from less than $4 trillion in
global assets under management in 2008 to around $16 trillion today,' and
approximately $185 billion in the UK.? Whilst private markets have delivered
strong returns for investors and provided tailored finance to UK companies
and infrastructure projects, concerns have been raised about the implications
of their rapid growth and interconnectedness with banks and insurers for the
UK’s financial stability. Our inquiry sought to shine a light on the drivers and
consequences of the growth of private markets. Our key findings are as follows.

Global private markets, particularly private credit, are growing rapidly; the
UK’s position as a global financial centre means it will be the first to experience
the opportunities and risks arising from this growth, particularly in US private
markets.

Post-Global Financial Crisis regulatory reforms—particularly to bank capital
requirements—have contributed to the growth of private credit, as banks have
reduced direct lending to UK companies relative to non-banks and other types
of lending.? In addition, banks are increasingly relying on an ‘originate to
distribute’ model of lending, in which private credit plays a significant role.

SME demand for borrowing has been subdued for some time. At the same
time, the availability of SME finance has been squeezed by a combination of
changes to bank capital and the fact that private credit has not entered the SME
finance market. Addressing constraints on smaller and specialist banks’ ability
to lend could increase the finance available to SMEs, should demand increase.

There are insufficient data to conclude whether private markets are systemic,
meaning there are considerable ‘unknown unknowns’. The Bank of England is
right to shine alight on the growth of private markets and their interconnectedness
with the banking system through the voluntary System Wide Exploratory
Scenario; the Committee supports the Bank in this endeavour, but it must move
more swiftly and ensure its response to the outcome is proportionate to the risks
identified. As collective memories may have faded, we must remain vigilant.

HM Treasury’s evidence demonstrated a limited grasp of the concerns raised
during this inquiry, which suggested passivity in the face of potential risks to
the UK’s financial stability arising from the growth of private markets. HM
Treasury is responsible for ensuring overall financial stability so that the
taxpayer does not serve as a backstop to the financial system.

Bank of England Financial Policy Committee, Financial Stability Report Fuly 2025, July 2025, p 85
Written evidence from MSCI 1td. (PMG0010)

3  Written evidence from the Bank of England (PMGO0021); Written evidence from Positive Money
(PMGO0015)
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https://committees.parliament.uk/writtenevidence/149173/html/
https://committees.parliament.uk/writtenevidence/148705/html/




Private markets: Unknown
unknowns

CHAPTER 1: INTRODUCTION

Private markets

Private markets form an important part of the global financial system. The
term ‘private markets’ generally refers to private equity funds and private
credit funds, although the sector encompasses other forms of non-public
investment such as venture capital, private real estate, and infrastructure
finance.

Private markets are an important part of non-bank financial intermediation.
The financial system is split broadly between bank intermediation and non-
bank financial intermediation or ‘market-based finance’. Non-bank financial
intermediation is a broad term that includes a range of financial activities,
entities, and infrastructure outside the regulated banking system. Non-bank
financial intermediaries comprise insurers, investment companies, hedge
funds, and the asset managers which operate private equity and private
credit funds. In outline:

(@ Private equity funds pool capital from institutional investors and high-
net-worth individuals and invest this capital in target companies,
typically with the objective of improving operational performance,
restructuring, or facilitating growth. These funds realise returns
through eventual sale or public listing.

(b) Private credit refers to debt financing provided to companies by non-
bank lenders, typically private credit funds operated by asset managers.
Unlike traditional corporate debt provided by banks or raised by bond
issuance in public markets, private credit involves bilateral or club
lending arrangements negotiated directly between borrowers and
private lenders.

Globally, private markets have grown rapidly over the past 15 years and are
playing an increasingly significant role in the financial system. The sector
has grown from less than $4 trillion in global assets under management in
2008 to around $16 trillion today.*

Private markets are not subject to the same regulation as banks. Many funds
and fund managers are based outside the UK, with the Financial Conduct
Authority (FCA) serving as the primary regulator for those within the UK’s
regulatory perimeter. The FCA supervises firms under the requirements
set out by the Alternative Investment Fund Managers Regulations,” which
place requirements on governance, valuation, risk management and investor
disclosures on the fund manager, rather than on the fund itself.° Unlike
banks, private market funds do not take deposits and are therefore not

Bank of England Financial Policy Committee, Financial Stability Report Fuly 2025, July 2025, p 85
The Alternative Investment Fund Managers Regulations 2013. These Regulations continue to apply in the
UK as assimilated law pursuant to the European Union (Withdrawal) Act 2018 as amended by the
Retained EU Law (Revocation and Reform) Act 2023.

Written evidence from the Financial Conduct Authority (PMG0040)



https://www.bankofengland.co.uk/financial-stability-report/2025/july-2025
https://www.legislation.gov.uk/uksi/2013/1773/contents
https://www.legislation.gov.uk/ukpga/2018/16/contents
https://www.legislation.gov.uk/ukpga/2023/28/contents
https://committees.parliament.uk/writtenevidence/152771/html/
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subject to the Prudential Regulation Authority’s (PRA) regime for regulating
banks, which includes capital, liquidity, and resolution requirements, aimed
at promoting the safety and soundness of firms.

Over recent years, private credit has become an increasingly important source
of funding in the UK and worldwide. The European Leveraged Finance
Association highlighted that:

“Prior to the Global Financial Crisis, larger businesses typically accessed
public markets for funding, while mid-market and smaller companies
relied primarily on bank lending. Today, banks continue to play a vital
role in providing liquidity, operational facilities, and ancillary services.
However, the majority of long-term lending to mid-market companies
is now provided by private debt funds. The growth of private credit
has enabled these funds to offer increasingly large-scale financings,
including multi-billion-pound debt packages that were previously the
domain of bond markets or broadly syndicated loans.””’

Concerns about private markets

Private markets have increasingly attracted attention from regulators, who
have raised concerns about potential risks arising from the rapid growth of
private markets and the banking sector’s growing exposure to them. The
Bank of England stated that the growth of private markets “has been an
area of increasing focus for the Bank of England, other UK regulators,
international organisations and global bodies focused on financial stability.”®

The International Monetary Fund (IMF) has expressed repeated concerns
about private markets, particularly private credit. Its April 2024 Global
Financial Stability Report warned: “Credit migrating from regulated banks
and relatively transparent markets—such as syndicated loans or corporate
bond markets—to the opaque world of private credit creates potential risks.
While immediate risks may seem contained, the sector has meaningful
vulnerabilities.”® Similarly, the Financial Policy Committee’s July 2025
Financial Stability Report identified three fundamental features of private
markets that could cause systemic risks: “the widespread use of leverage,
the opacity of valuations and extent of reliance on rating agencies, and the
correlation with other risky funding markets.”!® Recently, the Financial
Stability Board has also stated that assessing the impact of private assets will
be “an important part of the FSB’s [Financial Stability Board’s] surveillance
work in the year ahead.”!!

The collapse of two US companies—First Brands, a car parts supplier, and
Tricolor, a sub-prime auto lender—has raised fears about weakening lending
standards in the private credit market.!? Regarding these companies, Andrew
Bailey, the Governor of the Bank of England, said the question being asked

o]

10

11
12

Written evidence from the European Leveraged Finance Association (PMGO0011)

Written evidence from the Bank of England (PMGO0021)

International Monetary Fund, Global Financial Stability Report, Chapter 2 Summary, April 2024, p 1.
See also: International Monetary Fund, Global Financial Stability Report, October 2025, October 2025
Written evidence from the Bank of England (PMG0021). See also: Bank of England Financial Policy
Committee, Financial Stability Report July 2025, July 2025, pp 85-90

Financial Stability Board, Lezter to G20 Leaders, 18 November 2025, p 2

Financial Times, ‘Top US financiers sound alarm on lending standards’, 15 October 2025. Lending
standards are the criteria and guidelines that a lender uses to evaluate a loan application.



https://committees.parliament.uk/writtenevidence/148690/html/
https://committees.parliament.uk/writtenevidence/149173/html/
https://www.imf.org/-/media/files/publications/gfsr/2024/april/english/ch2execsum.pdf
https://www.imf.org/en/publications/gfsr/issues/2025/10/14/global-financial-stability-report-october-2025
https://committees.parliament.uk/writtenevidence/149173/html/
https://www.bankofengland.co.uk/financial-stability-report/2025/july-2025
https://www.fsb.org/2025/11/fsb-chairs-letter-to-g20-leaders-november-2025/
https://www.ft.com/content/f1b61807-c199-4fee-9bd4-dea738e1a0ac
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was “are these cases idiosyncratic or are they what I call the canary in the
coal mine?” 13

Our inquiry

The growth of private markets in the UK has been accompanied by a shift
in the patterns of lending to the real economy, with non-bank financial
intermediaries accounting for a growing share of lending relative to banks.
Although banks remain the dominant provider of lending in the UK
economy, the proportion of total lending to the real economy they provide
has declined from 85% in 2008 to 80% in 2024.'

The Committee’s previous report on the FCA and PRA’s secondary growth
and competitiveness objective, Growing Pains: Clarity and Culture change
required, published in July 2025, highlighted concerns about the impact of
the reforms to the UK’s regulation of bank capital and liquidity requirements
introduced following the Global Financial Crisis in 2008. These reforms
to bank regulation sought to ensure that banks maintain levels of capital
and liquidity that better reflect the risks of their assets, to ensure they can
absorb losses and remain stable, providing more sustainable support to the
real economy. Although these reforms provided improved levels of financial
resilience, we concluded that one unintended consequence of the PRA’s
approach to setting capital requirements has been that it has limited the
commercial incentives and capital available to provide finance for growth.
Hence, we recommended that the PRA should consider a more proportionate
approach.?

This inquiry builds on these findings in view of the increasing interest in, and
growing concerns about, the growth of private markets, particularly private
credit. We sought to examine the extent to which bank regulatory capital
and liquidity requirements since 2008 have contributed to this growth, the
changes in the UK’s lending landscape, and the availability of credit for
small and medium-sized enterprises (SMEs). Our inquiry also examined
the concerns that regulators have expressed around the implications of the
growth of private markets for financial stability.

Our inquiry was launched on 2 July 2025. Over the course of the inquiry,
we received 48 pieces of written evidence and heard oral evidence from 29
witnesses.

We are grateful to all those who submitted evidence to the inquiry. All of
those who provided evidence are listed in Appendix 2. A list of Members’
interests is contained in Appendix 1. We also want to thank our Specialist
Advisers, Professor Rosa Lastra and Michael Raffan, for the support and
guidance given throughout the inquiry.

13
14
15

Q 107 (Andrew Bailey)
Written evidence from the Bank of England (PMG0021)

Financial Services Regulation Committee, Growing pains: clarity and culture change required An
examination of the secondary international competitiveness and growth objective (2nd report, Session 2024—
25, HL Paper 133)



https://committees.parliament.uk/oralevidence/16572/html/
https://committees.parliament.uk/writtenevidence/149173/html/
https://publications.parliament.uk/pa/ld5901/ldselect/ldfsrc/133/133.pdf
https://publications.parliament.uk/pa/ld5901/ldselect/ldfsrc/133/133.pdf
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CHAPTER 2: GROWTH OF PRIVATE MARKETS

Examining why private markets, particularly private credit, have grown since
the Global Financial Crisis underpinned our inquiry. Notably, we sought to
understand the extent to which the increase in regulatory bank capital and
liquidity regulatory requirements have contributed to their rapid growth.
The key trends we identified include the growing importance of private
credit, the relative retreat of banks from certain types of lending, and what
this means for the broader lending ecosystem.

The growth of private markets since 2008

As noted in paragraph 3, private markets globally have grown substantially
since 2008.!° This growth has been most significant in the US, which
accounts for approximately three-quarters of private markets’ global value,!”
followed by the UK as the second largest private market.'® UK private
markets have experienced significant growth, with total capitalisation
reaching approximately $185 billion in the first quarter of 2025, an increase
of 56% from 2015." Witnesses emphasised that private markets, particularly
private credit, are increasingly important to UK businesses and will continue
to grow rapidly.?°

Figure 1: Global private market assets under management [$USD billion]
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Source: Written evidence from the Bank of England (PMG0043) and PitchBook

16.

The Bank of England shared data on the growth of global private markets by
assets under management. Figure 1, above, shows assets under management
by private market finance, which includes: private credit, private equity,

16
17
18
19
20

Written evidence from the Association for Financial Markets in Europe (PMGO0017)

Written evidence from Professor Marco Lamandini and Professor David Ramos Mufoz (PMG0007)
Written evidence from the British Venture Capital & Private Equity Association (PMGO0016)

Written evidence from MSCI Itd. (PMG0010)

Written evidence from the Association for Financial Markets in Europe (PMGO0017); Written evidence
from TheCityUK (PMGO0009)


https://committees.parliament.uk/writtenevidence/157357/html/
https://committees.parliament.uk/writtenevidence/148712/html/
https://committees.parliament.uk/writtenevidence/148541/html/
https://committees.parliament.uk/writtenevidence/148707/html/
https://committees.parliament.uk/writtenevidence/148683/html/
https://committees.parliament.uk/writtenevidence/148712/html/
https://committees.parliament.uk/writtenevidence/148678/html/
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venture capital, debt vehicles such as real estate funds, funds-of-funds
and other niche assets. The data in Figure 1 include dry powder (capital
committed to a fund by an investor that has not yet been deployed), and net
asset value (total assets minus total liabilities).

Trends in private equity

The Bank of England noted that private equity is “the most prominent form
of private markets activity”?!, and has grown from $2 trillion to $8 trillion
in global assets under management over the last decade.?? In line with global
trends, private equity represents a considerable proportion of the UK’s
private markets. The British Venture Capital & Private Equity Association
told us that private equity and venture capital back approximately 13,000
UK companies, which employ 2.5 million people, and generate £199 billion
in GDP; this represents 8% of total employment, 7% of UK GDP, and 9%
of gross earnings.??

Trends in private credit

The Bank of England estimates that global private credit assets under
management have increased from approximately $0.2 billion in the early
2000s to over $2.5 trillion in 2025.2* This is expected to rise to $3 trillion
by 2028.?° This growth has been led by the US, followed by the UK and the
EU. Private credit loan issuance is indicative of this, growing 500% in the
US, 285% in the UK, and 130% in the EU between August 2022 and April
2024.?° UK private markets, although growing more slowly than those in
the US, have nevertheless experienced significant growth. Analysis by UK
Finance indicates that there was no outstanding private credit debt in the
UK in 2013, increasing to £59.5 billion in 2024, a compound annual growth
rate of 43%.%"

We received evidence that trends in UK private markets, as the second largest
globally,?® closely mirror developments in the US. Dr Narine Lalafaryan,
Assistant Professor of Corporate Law, University of Cambridge, told us that
“US investment funds are introducing their trends all over the world, and
the UK is a market these investors find it very easy to navigate due to our
legal system because it is very flexible.”?° Consequently, “London is the first
global hub where these trends are being tested, redefined and amended—
and, sometimes, rejected.”?®

The rapid growth of global private credit and equity markets,
particularly in the US, presents opportunities and risks for the UK.
The Committee welcomes the Bank of England’s work to shine a
light on these developments; the Government, the Bank of England,
the Prudential Regulation Authority, and the Financial Conduct

21
22
23
24
25
26
27
28

29
30

Written evidence from the Bank of England (PMGO0021)

Ibid.

Written evidence from the British Venture Capital & Private Equity Association (PMG0016)
Written evidence from the Bank of England (PMGO0021)

Written evidence from The Association for Financial Markets in Europe (PMG0017)
Written evidence from the Managed Funds Association (PMG0012)

UK Finance, UK Public and Private Capital Markets, March 2025, pp 10, 14-15

Written evidence from the British Venture Capital & Private Equity Association (PMG0016); Q 16
(Dr Narine Lalafaryan)

Q 16 (Dr Narine Lalafaryan)

Q 27 (Dr Narine Lalafaryan)



https://committees.parliament.uk/writtenevidence/149173/html/
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https://committees.parliament.uk/writtenevidence/148712/html/
https://committees.parliament.uk/writtenevidence/148691/html/
https://www.ukfinance.org.uk/policy-and-guidance/reports-and-publications/uk-public-and-private-markets-report
https://committees.parliament.uk/writtenevidence/148707/html/
https://committees.parliament.uk/oralevidence/16296/html/
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https://committees.parliament.uk/oralevidence/16296/html/
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Authority must continue proactively to monitor developments in
private markets.

Drivers of private market growth

The evidence we received associated the rapid growth of private markets with
two primary factors. First, banks have changed the focus of their lending
activity away from certain sectors, in part caused by regulation introduced
following the Global Financial Crisis, into which private markets have
expanded. Second, private markets, particularly private credit, have grown in
response to increased demand from institutional investors for higher returns,
and borrowers for flexible, diversified sources of finance. Additionally,
private credit may be better suited to longer term lending, for example to
infrastructure projects given the longer-term nature of investment in private
credit funds, which has led to a greater involvement of pension funds and
insurance companies in the provision of private credit.

Changes in bank lending

The evidence we received indicated that the amount and type of lending
that banks provide has changed since the Global Financial Crisis and has
created the conditions that have allowed private markets to grow; much of the
evidence attributed this development to regulation introduced following the
Global Financial Crisis.>® Whilst bank lending accounted for approximately
80% of the total stock of direct lending to the real economy (households
and private non-financial corporations) in 2024, this represents a decrease
from 85% in 2008.>2 The Bank of England noted that this shift is “most
pronounced in corporate lending.”** Specifically, Professor Simon Gleeson,
Visiting Professor, Faculty of Law at the University of Oxford, noted:
“Over the last two decades, non-banks have accounted for the entirety of
the cumulative increase in new corporate lending in the UK, and non-bank
financial institutions now account for 50% of the stock of corporate lending.”?*

The impact of post-2008 capital and liquidity requirements

Post-2008 reforms to bank regulation significantly increased the amount of
capital the banks must hold against their assets, particularly those deemed to
be higher risk. As the Bank of England highlighted, before 2008 “banks had
taken unsustainable risks and had insufficient capital and liquidity resources
to absorb adverse shocks given the risks they had taken.”®® Much of the
evidence indicated that the post-2008 reforms have significantly improved
financial stability and have been successful in de-risking traditional lenders.>®
Lord King of Lothbury, former Governor of the Bank of England, emphasised
that these reforms were, in part, designed to create such a shift: “One of the
responses to the financial crisis was to suggest that the banking system ought
to do fewer of the activities in which it had been engaged, in order to make
it safe for depositors, and that the risky activities should go to something
outside the banking sector.”?’

31

32
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34
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37

Q 67 (Lord King of Lothbury); Written evidence from Professor Raghavendra Rau (PMG0036); Q 82
(Nigel Terrington); Written evidence from Sheila Bair (PMG0026)

Written evidence from the Bank of England (PMGO0021)

Ibid.

Q_1 (Professor Simon Gleeson)

Written evidence from the Bank of England (PMG0021)

Ibid.; Written evidence from Professor Raghavendra Rau (PMGO0036); Written evidence from
Professor Eilis Ferran FBA (PMG0024)

Q 67 (Lord King of Lothbury)
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https://committees.parliament.uk/writtenevidence/152717/html/
https://committees.parliament.uk/oralevidence/16481/html/
https://committees.parliament.uk/writtenevidence/150702/html/
https://committees.parliament.uk/writtenevidence/149173/html/
https://committees.parliament.uk/oralevidence/16249/html/
https://committees.parliament.uk/writtenevidence/149173/html/
https://committees.parliament.uk/writtenevidence/152717/html/
https://committees.parliament.uk/writtenevidence/149186/html/
https://committees.parliament.uk/oralevidence/16454/html/
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The evidence was consistent in suggesting that the post-2008 reforms
have caused banks to retreat from some sectors and resulted in some
lending migrating from the banking sector into private markets. Professor
Raghavendra Rau, Sir Evelyn de Rothschild Professor of Finance at the
University of Cambridge, stated that the reforms have had “a direct impact
on banks’ ability and willingness to engage in certain types of lending.”*® He
went on to elaborate: “With balance sheet lending becoming significantly
more costly, banks were incentivised to retrench from segments of the
market that offered lower returns relative to the new capital requirements.”>°
Similarly, the European Leveraged Finance Association told us: “These
reforms have reshaped the risk-return dynamics for banks, leading to a
retreat from certain lending segments.”*°

Nigel Terrington, Chief Executive Officer of Paragon Bank, told us that:
“There is probably 300% to 400% increase in capital today, relative to
where it was pre-financial crisis”.#! Charlie Nunn, Chief Executive Officer
of Lloyds Banking Group, also drew attention to the cost of capital, telling
us that systemically important UK banks are subject to regulatory capital
requirements of approximately 12%.% Nigel Terrington noted that this
increase in bank capital requirements has caused “some level of lending
or activity to be almost disregarded—kind of rejected—from the banking
sector. That has allowed the growth and proliferation of the private credit
markets.”*

We received evidence that banks have reduced the volumes they lend directly
to higher-risk market segments relative to lower-risk lending. Positive Money
indicated that “the ratio of lending to the real economy relative to mortgage
lending fell drastically from 0.28 to 0.17.”** Specifically, the proportion of
bank lending allocated to mortgages increased from 39.7% in December
2008 to 54% in June 2025, with lending to non-financial companies falling
from 11.6% in July 2009 to 9.6% in June 2025.% Positive Money explained
that: “Under [the Basel framework’s] capital adequacy ratios, lending against
property typically offers the best return on equity for banks”.*¢ Equally, they
noted: “Liquidity requirements, such as the liquidity coverage ratio, reduce
banks’ ability or willingness to use deposit funding to provide finance to the
real economy”.*’

Furthermore, we received evidence that lower risk weights*® on lending
to private market firms make it more capital efficient for banks to lend
into private markets rather than directly to companies. Michael Roberts,
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PRA has the power to set risk weightings under the Capital Requirement Regime, which it generally
sets in line with international standards, set out in the Basel Framework promulgated by the Basel
Committee on Banking Supervision.
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Chief Executive Officer of HSBC Bank plc and Chief Executive Officer
of Corporate and Institutional Banking at HSBC, noted that lending to
private credit firms on a securitised basis “gets certain preferable treatment
under the Basel regimes, so that becomes a less capital consumptive form
of lending.”*’ Specifically, “if we lend to exactly the same borrowers but
we do not do so on a securitised basis—so we lend directly to them—the
capital requirement is 100% against the loan itself [ ... ] and 20% against
the securitisation.””® Professor Kern Alexander Chair for International
Financial Law and Regulation, University of Zurich, and Director of Studies
in Law and Finance, Queens’ College at the University of Cambridge,
provided the example of Apollo Global Management’s $6 billion loan to
InBev, telling us that “JP Morgan made the $6 billion loan [ ... ] to Apollo
Global Management for that deal. The risk weighting on that loan by JP
Morgan is lower than if JP Morgan had made that loan directly”>!.

On 2 December 2025, the Financial Policy Committee published the
outcome of its review ‘Financial Stability in Focus: The Financial Policy
Committee’s assessment of bank capital requirements’, in which it has
reduced the benchmark for Tier 1 capital®> which banks across the sector
are required to hold from 14% to 13% of risk weighted assets.”® Further work
will be carried out on other aspects of the regulatory capital framework.

Capital buffers

The PRA and the Bank of England have the discretion to set the rate of the
capital buffers applied to the banking system.’* Capital buffers are additional
capital requirements which regulators require banks to hold in excess of
their minimum requirements, with the intention for these to be drawn down
during times of stress to ensure that banks can continue to lend into the
economy.

However, Michael Roberts indicated that these buffers are treated as
permanent additions to banks’ balance sheets: “Buffers—both liquidity and
capital buffers—are there to not to be used. [ ... ] There certainly is a very
detrimental perception that, if you use your buffers, you are being far too
aggressive in how you are running the bank.”*® Professor Kern Alexander
explained that, were a bank to use its buffers, they would “need to be rebuilt
later under supervisory control and timetable. And the market knows this.
As a result, whether these buffers can really be used [ ... ] without the risk
of creating a loss of confidence by the market is debatable.””® The Financial
Policy Committee has announced that it will be reviewing the usability of
capital buffers.>”
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David Postings, Chief Executive Officer of UK Finance, highlighted the
countercyclical capital buffer, which the UK sets at 2%, whereas the EU
and US set this at 1% and 0% respectively.”® The evidence relating to capital
buffers mirrors the findings and conclusions from our previous report, that
a culture of risk aversion has developed within the regulators, driven by the
repercussions of the Global Financial Crisis and the conflicting pressures
under which the regulators operate.>

Impact of broader regulatory requirements

Alongside the impact of capital and liquidity requirements, several witnesses
suggested that reforms to conduct regulation have also increased banks’
risk aversion and made it harder to engage with businesses. The Investment
Association told us that some regulations, including conduct rules, “sometimes
make [banks] less nimble or willing. Private markets are less constrained by
conduct rules [ ... ] allowing them to negotiate more freely with sophisticated
counterparties.”®® Similarly, the European Leveraged Finance Association
told us that: “Regulatory requirements have also increased the complexity of
operational and compliance processes, such as ring-fencing, which can make
engagement with banks more challenging for some businesses.”®!

David Postings told us that “the conduct environment [ ... ] has created
a certain degree of risk aversion inside the organisations”,®> and suggested
that the Senior Manager and Certification Regime (SM&CR) is indicative
of this: “When you are individually subject to something such as that, it
makes you cautious. [ ... ] It makes you think very carefully about whether
the outcome is going to be a good one, and so people become less willing to
take risk in all forms.”??

Reforms introduced after the Global Financial Crisis—particularly
bank capital and liquidity regulatory requirements—have, as
intended, encouraged the banking system to retreat from riskier
lending, leaving certain segments of the economy, including SMEs,
less well served by banks.

Market conditions and demand from investors and borrowers

Whilst the evidence indicated that reforms to banking regulation have
contributed to the growth of private markets, it was also clear that market
conditions following the Global Financial Crisis have supported the
expansion of private markets. First, the period of prolonged low interest rates
and large-scale quantitative easing® following 2008 increased the amount
of capital flowing into the sector. Additionally, private credit firms have
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Economic Affairs Committee, Quantitative easing: a dangerous addiction? (1st Report, Session 2021-
22, HL Paper 42) p 8: “Quantitative easing is a monetary policy tool that central banks can use to
inject money into the economy through the purchase of ‘financial assets’, usually government bonds.
Quantitative easing is also known as ‘asset purchasing.”
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benefitted from higher demand from corporate borrowers for the flexible
financing they provide.®’

Low-interest rate environment and quantitative easing

Quantitative easing and the low-interest environment following the Global
Financial Crisis were repeatedly identified as key drivers behind the growth of
private markets.°® The period of low interest rates reduced the attractiveness
of traditional asset classes, as the Bank of England stated, the “prolonged
period of low yields prompted investors to seek higher returns.”®” Ignazio
Angeloni, Fellow at the Institute for European Policymaking, Bocconi
University, and Senior Policy Fellow at SAFE, Goethe University, explained
that low-interest rates “rendered bank intermediation less profitable and led
investors to search for more attractive returns outside the banking sector.”®®

Similarly, TheCityUK suggested that quantitative easing has “increased
the supply of money in the financial system and encouraged the search for
yield outside traditional banking channels.”® Professor LLudovic Phalippou,
Professor of Financial Economics at the Said Business School, University
of Oxford, told us that quantitative easing had a notable impact on the
attractiveness of traditional long-dated assets, as investments would provide
“zero or even negative interest rates if you left it in bonds”.”

Dr Daniele D’Alvia, Lecturer in Banking and Finance Law and Associate
Researcher at the European Banking Institute at Queen Mary University
of London, told us that this dynamic “drove investors to seek higher yields
in private markets”.”! Professor Raghavendra Rau suggested that: “With
returns on traditional fixed-income assets suppressed, these investors were
compelled to look further afield to meet their long-term liabilities. Private
credit, offering higher contractual returns and an illiquidity premium,
emerged as a highly attractive asset class.””? Specifically, the Bank of England
noted that private markets “offered investors higher prospective returns,
lower measured volatility, and therefore higher apparent risk-adjusted returns
than in public markets.””?

Market-driven growth of private credit

The evidence indicated that the particularly rapid growth of private credit is
attributable to market demand for the finance that these funds can provide.
Witnesses suggested that the business model and funding structure of private
credit makes it well placed to meet the needs of UK corporate borrowers.

First, private credit is an attractive provider of patient capital. Daniel Leiter,
Senior Managing Director and Head of International & Global Head of
Liquid Credit Strategies at Blackstone, explained that private credit funds
“are long-term investors that originate to hold to maturity.””* This provides
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certainty for borrowers, as Professor LLudovic Phalippou noted: “You will
not have to deal with anyone else [ ... ] That is massively attractive for a
borrower.”” Private credit matches this longer-tenure debt with funding
from “committed, long-term capital, such as from pension funds, insurers,
other institutional investors [ ... ] in other words our funding matches the
life of our loans.””®

Second, as private credit typically holds loans to maturity, they are well
placed to develop relationships with borrowers, as Blair Jacobson, Partner
and Co-President at Ares Management Corporation, noted: “We have
multi-year relationships, can invest more capital, and get a good return, and
they can use that capital to grow”.”” These relationships allow private credit
to provide “more than just finance, with board-level and strategic support,
sector experience, networks, and potential for follow-on capital.””® Daniel
Leiter noted that Blackstone has “programmes to help these companies grow
[ ... ] we help them find operational synergies and with procurement and
even cybersecurity, et cetera.””®

Third, witnesses indicated that such bi-lateral relationships benefit from
private credit’s use of unitranche loans, “where one private lender provides a
big chunk that would have been a mix of senior and junior bank debt.”®° The
Investment Association characterised this as a “one-stop-shop capacity”8!
which can be attractive to borrowers as these involve only one set of
documents and one counterparty.®? Professor Ludovic Phalippou outlined
how, unlike a syndicated bank loan, private credit is able to provide “£60
million today, no questions asked”.®’

Fourth, the evidence we received underscored the speed and flexibility of
private credit loans. Dr Narine Lalafaryan, told us that private financing “is
much faster to obtain it—it is speedier. It is more costly than bank financing,
but there is more flexibility for companies.”® Moreover, the Investment
Association noted that funds can “structure a loan in creative ways (e.g.,
second-lien, PIK [payment in kind] interest, bullet repayment, equity
kickers) to suit a company’s needs”.® Such flexibility is particularly attractive
to corporations which “accumulated significant debt during the low-rate
environment of the past decade, and in the current higher-rate context face
rising costs and re-financing challenges.”?¢

The rapid growth of private credit and private equity is a response
to market demand for assets that provide higher returns from
institutional investors during a period of relative lower yields, and
greater flexibility for borrowers. Quantitative easing and low interest
rates have helped to create these market conditions.
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Private credit currently remains a small provider of corporate debt
in the UK, relative to banks. However, the rapid growth of private
credit is likely to continue, and we expect it to become an increasingly
significant provider of corporate direct lending.

Implications for the UK lending landscape

Witnesses suggested that due to regulatory change and market developments
following 2008, the business lending landscape has significantly diversified.
Dr Daniele D’Alvia highlighted that the corporate debt landscape has
increasingly shifted to a “‘dual-track’ or even ‘triple-track’ process where
companies can choose between bank loans, private credit, and capital
markets, or combine them.”?”

The data on the total volume of lending provided by private credit, in
particular corporate debt, in the UK are limited.®® Noting the gaps in
available data, the Bank of England’s analysis suggested that private credit
deals involving UK headquartered companies total close to £400 billion since
2005.% Currently, non-financial companies have private debt arrangements
worth £100 billion, £80 billion of which has been drawn; this represents 5%
of total UK corporate debt, and 2% of overall lending to the UK economy.*®

Additionally, it is important to note that we received evidence from private
credit firms which lend directly, primarily to investment grade companies,
presenting only a partial picture of the market. For instance, we did not
receive evidence from private credit firms lending to sub-investment grade
borrowers or other types of private credit funds, such as liquid credit funds.*

‘Originate to distribute’—the growth of securitisation

As set out above, the cost of bank lending has increased, resulting in banks
retreating from certain types of riskier lending. In response to this, banks
are further increasing their reliance on securitisation as a tool for capital
management. Dr Narine Lalafaryan told us that banks “are now in the
business of originating debt and then selling it to the secondary market”,*?
and added that, for corporate loans, a bank’s “primary concern is what is
going to happen to me if I do not manage to offload this debt, [ ... ] when
there will be lots of costs imposed on a bank as a result.”*?

Whilst securitisation is not new, this market is commercially beneficial
for both banks and non-banks, including private credit. Michael Roberts
told us that securitisation is “a good way for the banking system to actively
manage its loan portfolio so that we keep excessive risk out of the banking
system”,”* and that HSBC uses “those [private credit] funds to take a lot of
our exposures that are not suited for the banking system.”®> The FCA told us
that the non-banks, including private credit funds, “tend to rely more heavily
on securitisation for funding in the absence of other funding sources such as
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retail deposits.”®® The evidence pointed to collateralised loan obligations and
significant risk transfers as important and growing forms of securitisation.

51. Witnesses from Barclays and HSBC noted that both banks use collateralised
loan obligations,’” which are made up of multiple loans held by a company
specifically created for this purpose (a special purpose vehicle). Investors
can buy securities issued by this company, which entitles them to a share of
the repayments on the loans it holds. David Postings estimated that there is
approximately £450 billion in outstanding collateralised loan obligations.®®
Noting that two-thirds of European collateralised loan obligation managers
are based in the UK, FCA data indicate that this market has grown
significantly over the past decade.®’

Figure 2: Issuance of collateralised loan obligations in the European
market (inc. the UK) [EUR billion]
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Source: Written evidence from the FCA (PMG0040), Bank of America Global Research

52. Although typically associated with bank lending, we received some evidence
to indicate that a market for securitising private credit is emerging. The Loan
Market Association highlighted that the US private credit securitisation
market is the most developed globally, with $41.77 billion of securities
issued in 2024, or 19.6% of total collateralised loan obligation issuance.!%°
Contrastingly, the L.oan Market Association was aware of only two issuances
of private credit collateralised loan obligations in Europe at the time of
submission, and expected the growth in Europe and the UK to be more
subdued than the US.!"

53. We were told by the FCA that banks use significant risk transfers to manage
risk on their balance sheet by “selling a sufficient portion of riskier first or
second loss tranche(s) of the securitisation to external investors, e.g. through
Credit-Linked Notes, while retaining the less risky senior tranches.”!®? A
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significant risk transfer transfers a substantial part of the credit risk associated
with an asset [loan], whilst retaining the asset on the issuer’s balance sheet.
Consequently, the issuing bank can reduce correspondingly the amount of
risk weighted capital it is required to hold. The Loan Market Association
highlighted that significant risk transfers have developed in the UK and
Europe in anticipation of an increase in capital requirements under the Basel
3.1 bank capital requirements.!®®> Moreover, the LLoan Market Association
noted that private credit has emerged as a significant investor into significant
risk transfers.!%*

The FCA noted that the UK’s securitisation market, whilst considerably
smaller than in 2006—2008, has grown consistently since 2015 to £180
billion in outstanding public securitisations in September 2025, excluding
collateralised loan obligations.!

When discussing the collapse of First Brands and Tricolor, Andrew Bailey
noted that: “We are certainly beginning to see, for instance, what used to be
called slicing, dicing and tranching of loan structures going on. If you were
involved before the financial crisis and during it, alarm bells start going off
at that point.”!%¢

The growth in collateralised loan obligations and significant risk
transfers in the UK may pose a potential risk to the UK’s financial
stability. The Bank of England and the Prudential Regulation
Authority should pay close attention to the development of these
markets.

Duwversification in the UK’s debt market

Several witnesses highlighted the benefits of diversifying the sources of debt
that the UK economy can secure. Nathanaél Benjamin, Executive Director
for Financial Stability Strategy and Risk at the Bank of England, told us that:
“It is a good thing for the economy to have different parts of the financial
system providing different parts of lending, and for the lending to come from
the bits of the financial sector that are best placed to provide it.”!%7

Co-lending between banks and private credit appears to be increasing, which
leverages each sector’s respective advantages. The LLoan Market Association
shared market analysis which suggested that “the number of deals involving
bank-led senior debt and fund-led junior instruments is increasing”.'°® Daniel
Leiter suggested that banks are lending more to private credit funds rather
than directly to borrowers because “it is more attractive for them to do that
from a returns and risk perspective than to make the loans directly”.'%

Apostolos Gkoutzinis, Partner in Corporate Finance, Securities and
Leveraged Finance at Milbank LLP, illustrated how this cooperation works
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in practice: banks may provide loans “on a secure, first-priority basis”!'?, the
borrower may also require “additional financing on a subordinated basis,
which is a little riskier, but more lucrative on a risk-reward basis. The direct
lenders will come and take that position.”!!!

60. Complementary lending provides a more diverse range of debt financing to
support long-term funding for the real economy, such as for infrastructure
projects. Michael Roberts told us that: “A long tenured loan of that nature
is, frankly, too expensive for us to hold in our own balance sheet”.!!? Echoing
this, Tristram Leach, Partner and Co-Head of European Credit at Apollo
Global Management, noted that the “long-dated nature of the capital
[provided by private credit] acts as a good counterpart for banks, which tend
to be best at providing shorter-dated financing.”!!?

61. Conversely, banks can supplement private markets by providing debt
finance or services that private markets either cannot, or typically do not,
offer. Charlie Nunn highlighted that there are certain types of lending that
“non-banks do not do, whether it is SMEs, working capital, revolving credit
facilities or development finance.”!"* He added: “We facilitate payments and
cash management. We do all the risk management around inflation rates and
FX [Foreign Exchange]”.'"

62. The Loan Market Association suggested that this demonstrates the
complementary position of banks and private credit lenders: “Private credit
(for the most part) is unable to provide working capital and ancillary facilities,
meaning that in all direct lending transactions, the capital structure will
feature a bank-provided revolving credit facility”. !

A more competitive debt market

63. The evidence indicated that the growth of private credit has increased
competition in the UK’s corporate debt market. According to the European
Leveraged Finance Association, private credit’s “expansion has contributed
to a more diverse and competitive lending environment, which benefits
borrowers through improved pricing, greater flexibility, and tailored capital
solutions.”!'” Similarly, the Bank of England acknowledged that the growth
in private markets “has broadened the types of capital available to the real
economy, bringing benefits from greater competition and diversification.”!!®

64. Moreover, the Association for Financial Markets in Europe told us that as
“private credit funds have expanded their operations, through larger deals
and by moving into the investment grade space, competition between banks
and private credit funds has increased.”!''® Apostolos Gkoutzinis highlighted
that this extends to competition for talent; he noted this is driven by pay and
“perhaps the level of rigidity, bureaucracy or the hierarchical structures that

stifle individual performance within the commercial banking sector”.!2°
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We also received evidence that highly liquid and competitive secondary
loan markets, covered in paragraphs 49 and 54, have implications for bank
lending. Dr Narine Lalafaryan told us that highly liquid secondary markets
place pressure on banks to think “carefully about the types of packages of
debt that they are originating, because if it is not a good package, the bank
might not be in a position to successfully offload the debt”,'?! consequently
incentivising “banks to be more involved, whether through covenant packages
or through the governance side” in companies to which they lend.'*?

Apostolos Gkoutzinis highlighted that competition provides a strong drive
to innovate in a market that “is limited only by the imagination of these
people and, of course, the regulatory standards.”!?> Dr Daniele D’Alvia
noted that private credit has “pioneered hybrid instruments and capital
structures, demonstrating remarkable agility in structuring deals that banks,
constrained by standardised products and strict prudential rules, are less
able to offer.”!**

The UK’s corporate debtlending market is increasingly competitive as
private credit steps in to fulfil demand that is underserved by banks.
Concurrently, banks increasingly lend to, and are in partnership
with, private credit funds. As banks have increasingly turned to an
‘originate to distribute’ model of lending, reflecting the growth of the
securitisation market, these interconnections have grown.

Throughout the inquiry, we asked for data from the regulators,
academics, and industry trade bodies and firms. However, we were
not able to obtain extensive or detailed data on the growth of private
markets in the UK, the growth of lending provided by private credit,
or the scale of interconnections between banks and private markets.
We are concerned that this might represent a gap in policy and rule
makers’ evidence base.

The Bank of England and the Government must ensure they have
a comprehensive understanding of lenders to the UK economy,
specifically by identifying the proportion of (1) total corporate debt;
(2) corporate debt classified by sector, provided by different funding
sources, including private credit; and (3) developments in the UK’s
lending ecosystem as private credit grows.

Regulatory arbitrage?

Throughout the inquiry witnesses provided varying views as to whether the
growth of private markets, particularly private credit, constitutes regulatory
arbitrage. We understand regulatory arbitrage to be the deliberate process of
“migrating [activities] to wherever oversight is less onerous.”’?> As such, the
extent to which exploitation of regulatory differences accounts for the growth
of private markets indicates whether this constitutes regulatory arbitrage as
opposed to an organic market development.

Witnesses suggesting that the growth of private markets constitutes
regulatory arbitrage pointed to the migration of lending from the closely
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regulated banking sector to more lightly regulated non-banks, including
private markets. Dr Daniele D’Alvia told us that the 5% decline in bank
lending to the real economy relative to non-banks identified by the Bank of
England!?® “has in part been ‘regulatory-induced’, as tighter bank rules made
credit intermediation more costly.”’!?” Professor Raghavendra Rau echoed
this, noting that post-2008 regulations have “created a classic opportunity
for regulatory arbitrage.”!?8

72. We received evidence that the regulatory regime directly incentivises banks
to lend to private markets rather than directly to companies. As noted in
paragraph 27, Michael Roberts told us that a typical bank loan to a private
credit fund would be weighted at 20% compared to 100% for a corporate
loan because “the way that you lend into private credit is based on a secured
basis that gets certain preferable treatment under the Basel regimes, so that
becomes a less capital consumptive form of lending.”!?°

73. Conversely, several witnesses emphasised that the relative stringency of
banking regulation reflects their unique position in the financial system.
Charlie Nunn pointed out that: “Banks are uniquely able to create trust in
deposits while channelling deposits into the real economy as lending so that
people can buy homes and businesses can grow.”!?° Professor Simon Gleeson
told us that regulation is not intended to confer an advantage on private
markets:

“We regulate banks not because they lend but because they take
deposits; they are the gateways to the payment system and all the rest
of it. It might be more accurate to say that the regulatory system places
regulated banks under some slight disabilities by reason of the fact that
they are licensed to raise deposits, that being their unique privilege and
something that no one else has.”!3!

74. Andrew Bailey said:

“I would argue very strongly that that is not the purpose of the regulated
system. The purpose of the regulatory system is on the liabilities side. [
... ] The core point about the liability of the banking system is that the
nominal value of the money in the bank—of the deposits—is assured.
[ ... ] That lies at the heart of why we regulate the banking system
differently, in my view.”132

75. This suggests that the regulatory regime confers significant advantages
on banks, notably by allowing them to fund their operations at “very low
cost”!®®> using deposits, and imposes commensurate safeguards through
deposit protection and access to central bank liquidity.!** Private credit,
lacking both the benefits and regulation of banks, does not have an absolute
competitive advantage, rather its funding structure makes it better placed to
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originate certain types of corporate loans for which demand has increased.'?’
Indeed, we received evidence that it is private credit’s inherent advantages
which make it attractive to businesses, rather than lower cost facilitated by
regulatory arbitrage. Professor LLudovic Phalippou told us that in an exercise
in which a bank and private credit fund both negotiated a simulated debt
package, those acting in the place of the company “went for the private credit
fund. They were more expensive, but they went for the private credit fund
anyway.”!?¢

The differences in the regulation—particularly capital and liquidity
regulatory requirements—between the banking system (which
creates money) and private credit (which does not) have led to the
migration of certain types of lending from banks to private credit
funds, as was intended.
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CHAPTER 3: SME LENDING

SMEs are crucial to the UK economy, employing 16.9 million people, 60%
of the private sector workforce, and generating an annual turnover of £2.8
trillion.!?” SMEs are an important contributor to the UK economy and its
future growth, as we set out in our previous report;'?® therefore it is vital
that regulation facilitates the provision of finance to meet the funding needs
of SMEs. Whilst we recognise the importance of equity finance to growing
companies, as noted in our previous report,*® our focus in this inquiry has
been on the development of the SME lending landscape, reflecting the
predominance of debt finance.

SMEs are businesses with at least two of a turnover of less than £54 million,
a balance sheet of less than £27 million, and fewer than 250 employees.'*° As
such, the SME population is diverse, encompassing businesses ranging from
sole operators to rapidly scaling mid-market firms.!*! In 2025, 99.18% of
the total business population, 5.64 million companies, were small businesses
with fewer than 50 employees; 38,435 UK businesses were medium-sized
with between 50-249 employees, 0.67% of the total business population.!*?

The SME finance landscape

Martin McTague OBE, Chair of the Federation of Small Businesses, told
us that “The UK SME market is dominated by debt. At the last count,
98% of external finance was debt and only 2% was equity.”*®> Whilst the
UK’s 34,000 rapidly growing scale-up SMEs, those with annual headcount
or turnover growth of greater than 20%,'** use a more diverse blend of “debt
and working capital, as well as equity”,'* the evidence indicated a strong
preference for debt finance across SMEs of all types.

Witnesses told us that this preference for debt finance reflects SME owners’
reluctance to seek equity finance, in which an investor provides capital in
exchange for shares of ownership in a company. Professor Simon Gleeson
suggested that this is due to owners’ desire “to maintain ownership of the
whole damn thing. It is yours. You built it; why would you give it away?”’!4
Additionally, Nigel Terrington suggested that “debt finance is cheaper than
equity” and questioned the availability of private equity “to the micro-end
of the market” suggesting that maybe there may be “a gap in the system that
would need to be facilitated”.!*” Martin McTague noted that equity investors
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typically “will want 20% return a year. They want their money back in five
years.” 148

SME lending since 2008

The evidence indicated that bank lending, including lending to SMEs,
declined following the Global Financial Crisis. Andrew Bailey told us that
“we saw a shift away from bank financing of SMEs in the aftermath of the
financial crisis.”'*® Charlie Nunn explained that following 2008, borrowers,
lenders, and SMEs “were deleveraging, they had overextended themselves
and the economy was very difficult.”® The Bank of England’s data
corroborated this: “The absolute amount of UK corporate debt troughed in
2014, around 10% below its 2008 peak [ ... ] While the amount of market-
based debt continued to increase steadily during this time, bank provided
loans contracted by over one-third.”!>!

Whilst the Bank of England noted that UK corporate debt increased 35%
from 2014 to £1.3 trillion by 2019, witnesses suggested that the recovery
of debt finance was uneven. Martin McTague highlighted analysis by Allica
Bank'>? which found that SME lending is “£65 billion short of where we
were prior to the financial crisis.”!>*

The importance of smaller and specialist banks in SME lending

SME lending has changed significantly since the Global Financial Crisis,
with smaller and specialist banks providing a majority of SME lending. Louis
Taylor CBE, Chief Executive Officer of the British Business Bank, told us
that “60% of lending to small businesses comes from outside of the big five
banks.”’*> Analysis from the British Business Bank indicated that in 2025
the UK’s five largest banks provided 40% of total SME lending, down from
60% in 2012."°% Although gross SME lending from the UK’s five largest
banks remains lower in real terms in 2025 than it was in 2012, Charlie
Nunn told us that: “We are keen to lend to the SME sector. We have over
£30 billion lent and broader undrawn lines this year alone. We onboarded
100,000 SMEs.”1>8

Despite these developments, banks remain the main providers of credit to
small businesses, as private credit is not active in this part of the market.
Nigel Terrington noted that: “I do not think the private credit area is remotely
interested in small lending.”**® Louis Taylor explained that this was because
“a [debt] fund’s structure has quite a cost to it that does not suit itself to
small business lending.”!%°
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The demand gap in SME lending

There was consensus amongst witnesses that a considerable proportion of
SMEs are either underusing or not using external finance to support their
growth. However, there was disagreement regarding whether this reflects
limited demand for finance or an increase in the cost of credit.

Demand for SME lending

Much of the evidence indicated that there is limited demand for finance
amongst SMEs. Citing research conducted by the Federation of Small
Businesses, Martin McTague told us that “70% of survey respondents | ...
] would rather grow more slowly than take the risk of borrowing.”!®! Sarah
Breeden, Deputy Governor for Financial Stability at the Bank of England,
told us: “We did a survey of SMEs jointly with the Department for Business
and Trade. It came back with some really sobering statistics: 77% of SMEs
would rather have less growth in their business than have finance, while
three-quarters of them wanted to pay down debt and get to a debt-free
position.”!%? She added: “So it is important, as we think about these issues,
to consider the demand side, financial literacy and all of those aspects, as
well as the supply side [ ... ] Perhaps it is about equity rather than debt.”!%3

Significantly, we received evidence that a proportion of SMEs are
permanently not seeking external finance. David Postings told us that:
“Demand from those smaller players is weak. Forty-one per cent describe
themselves as permanent non-borrowers. The SME part of the market has
been a net depositor since 2012.”1%* Irene Graham OBE, Chief Executive
Officer of the ScaleUp Institute, highlighted research conducted by BVA
BRDC (now Ipsos) which shows “permanent non-borrowing”,'®> with 35%
of SMEs neither using finance nor showing any appetite to seek external
funding.!®¢

Witnesses emphasised that limited demand for finance primarily reflects
low business confidence caused by wider economic conditions. Charlie
Nunn told us that SMEs’ “costs of doing business, their costs of borrowing
and their uncertainty around the economy and geopolitics are very high.”!¢’
This was echoed by Robert Begbie, Chief Executive Officer of NatWest
Commercial and Institutional, who said “business appetite for leverage and
risk fundamentally shifted after 2008, and subsequent shocks—DBrexit, the
pandemic, inflation—reinforced that cautious approach.”'®® Citing data
from the Department for Business and Trade,'*® David Postings told us that
of SME employers surveyed “60% cited tax, 50% energy, 44% regulation,
and only 16% availability of finance”, as the main obstacle to the growth of
their business.!”
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Constraints on SME demand

Although wider economic conditions are principally responsible for
SMESs’ limited demand for finance, the evidence indicated that a range
of factors increase the difficulty of borrowing. Witnesses pointed to the
decline in relationship banking, in which bank managers develop a strong
understanding of local businesses and are given discretion to lend to them, as
an important barrier to SMEs accessing debt finance. Handelsbanken noted:
“Fundamentally, we see a number of SMEs lacking the support and advice
they require, and relationship management addresses this genuine gap.”'”* A
literature review by the Bank of England corroborated this, finding that a
decline in relationship banking due to branch closures reduced corporate
lending, particularly for smaller firms.!”> Equally, citing Bank of Finland
analysis of Polish bank branch structure and SME lending from 2008-
2012, Professor Vincenzo Bavoso from the University of Manchester Law
School, told us that “the real economy, and in particular SMEs, prosper in
economies characterised by networks of local banks devoted to the business
of lending.”'™

Significantly, relationship lenders are an important source of advice, as Nigel
Terrington noted: “those small SMEs, they kind of want someone to hold
their hand [ ... ] and some help in terms of enabling them to understand
what they are entering into, or what the best route through this is.”!”
Similarly, Martin McTague highlighted that only 30% of small business
loans are arranged through intermediaries, compared to 90% of mortgages,
therefore “there is enormous scope for improving the availability of good
advice from people who understand the market and can navigate it for small
businesses.”!’® Handelsbanken illustrated how tailored, relationship-based
lending can support the needs of different businesses: “Those businesses with
a focus on growth need a clear understanding of available funding options
and structures, with access to liquidity. Those SMEs needing funding to
mitigate cashflow pressure and deteriorating performance, need guidance
and support to understand potential costs and risks.”!”’

The closure of bank branches has affected the availability of relationship
banking, with the number of bank and building society branches falling by
40% between 2012-2022.'® Andrew Bailey told us that the reduction in
the number of bank branches “does leave a number of challenges in slightly
different parts of our world. SME contact is one of them [ ... ] if we cut
SMEs off from what they perceive as access to banks, then that will have an
effect.”!” However, as Nigel Terrington noted:
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“The withdrawal of banks from the branch system in the UK has been
a journey that has been taking place over several decades, and it is
not going to reverse from now. It is driven by the economics of people
turning to digital banking and not using the branches. A branch is a
very expensive asset, and it is no longer economic to support it.”!8

We received evidence to suggest that SME owners do not have access to
the support they need when making financial decisions. Martin McTague
suggested that business owners “are often driven by a passion about their
particular product or service, and not by a knowledge of financial markets.”!®!
For instance, SMEs’ reliance on the UK’s five largest banks “could be
because they do not have the financial literacy to make sensible choices in the
market.”!82 Mark Steele, Chief Risk Officer of OakNorth Bank, echoed this,
suggesting that businesses’ ability to access finance “links to the education
point so that SMEs can ask the right questions of their banks around the
facilities that they really need to help their business”!83,

The evidence indicated that a requirement to provide personal guarantees
is a further barrier to SME borrowing, which 80% of Federation of Small
Business members reported were required by lenders.'® Martin McTague
explained that “80% of SMEs are asset-light, so they do not have the security
to borrow. [ ... ] It then comes down to what available assets they have. For
most small businesses, they are personal assets.”'® Nigel Terrington told us
that “personal guarantees are taken because that ensures you have the full
faith and credit of the individual behind the small business engaged without
them losing control of the ownership of their business.”!®® Martin McTague
explained that business owners “are being asked to put their principal private
residence on the line so that they can get through the next few years, that is an
unacceptable risk for most small business owners to take.”!8” The alternative
for many SME:s is not to seek external funding, and instead the “profits that
you generate each year are used to fund the following year’s growth.”!88

However, some evidence presented a more optimistic view of the SME
lending market. Irene Graham told us that there “has been a lot more focus
on the innovation of our banking arena, and so there is much more choice
now.”!8% Notably, the development of new lending products may support
SMEs with novel business models to access finance. Irene Graham told
us that: “As we see our economy shift into tech, creative, life sciences and
climate, we are seeing new products come in, whether that is IP [intellectual
property] lending or recurring revenue lending.”!°

Notably, we were told that Open Banking may facilitate innovation by
increasing data sharing. Mark Steele, Chief Risk Officer at OakNorth
Bank, told us that “Open Banking definitely gives banks access to further
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information and data to be able to make an appropriate credit decision.”!!
This may give lenders greater visibility over the creditworthiness of an
SME and make it easier for businesses to secure lending. Irene Graham
noted that Open Banking may build on the Small Business, Enterprise and
Employment Act 2015,'% which required banks and credit ratings agencies
to share SMEs’ credit information.!*®> She told us: “That means you can get
proactively told—I get these all the time, now—‘Here are the options for
you. Here are the options of the debt and their costs. Here are the options of
the lending’.”1%4

The increased cost of SME lending

Whilst the evidence indicated that SMEs’ underuse of finance is primarily
caused by low demand, some witnesses questioned whether adequate credit
is available. Louis Taylor noted that, although “demand and supply of
credit are largely in balance [ ... ] there is quite suppressed ambition for
investment among businesses. Were they to become more ambitious, I do
not know whether the credit providers would really be there to satisfy the
demand.”!> Specifically, witnesses emphasised that credit is becoming
increasingly costly, as Martin McTague told us that subprime lenders, the
most active participants in the SME lending market, “will typically charge
up to 40% on loans, and they do only a cursory look at any kind of business
plan.”’?® Witnesses attributed increases in the cost of lending to bank
capital requirements. As Professor Simon Gleeson noted, SME lending is
“economically unattractive to banks unless they can charge the sort of rates
they generally cannot get away with charging”.!”” Witnesses identified three
aspects of the regulatory regime as increasing the cost of SME lending.

First, as set out in paragraphs 23-31, higher capital requirements have
increased the cost of capital for banks. As Charlie Nunn explained, “banks
have a regulatory requirement to make sure that the cost of capital and
funding is included in our pricing”,'® as such, “that cost has to be ultimately
passed on to our customers.”!?°

Second, as set out in more detail in paragraph 111, SME lending is subject
to higher risk weights, which increase the relative cost of SME lending. To
mitigate this, current regulation includes an SME support factor “designed
to reduce capital requirements for bank lending to [SMEs] thereby
encouraging more lending to this vital sector.”?°® Nigel Terrington explained
how the SME support factor reduces the risk weight applied to SME lending:
“The typical risk weight applied to SMEs is 75%, the discount factor (set
at 0.7619) reduces the risk weight to ¢.57%.”2°! However, as Charlie Nunn
noted, the SME support factor will be removed under the forthcoming Basel
3.1 regulations, which “will make it more expensive for SMEs to borrow.”22
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In response to these concerns, the PRA has proposed to offset the removal
of the SME support factor by changes to banks’ other capital requirements.2%
However, Nigel Terrington told us that this may only partially mitigate the
removal of the SME support factor, as the new adjustment is both more
complex, and may still require lenders to hold more capital in the form of the
bank’s own shares and retained earnings (Common Equity Tier 1 capital),
which may increase the cost of lending.?%*

Third, as noted in paragraphs 32—-33, the complexity of conduct regulation
increases the cost and complexity of lending to SMEs. Charlie Nunn told
us that “conduct regulation under the consumer duty applies to SMEs. [
... ] Our ability to invest and innovate in how we support SMEs will be
compromised if we do not have that conduct certainty around SMEs.”?%

The limited use of debt finance by SMEs to fund growth primarily
reflects low appetite to borrow, principally caused by low business
confidence in the economy. However, the use of personal guarantees
and limited access to support through advice or education have
further suppressed demand.

Relationship-based lending appears to have declined in the UK, which
a growing body of research suggests harms SMESs’ ability to access
finance when they do wish to borrow. We encourage the Government
to consider how to restore access to relationship-based lending as
part of its financial services strategy going forward.

The regulatory environment has made it more expensive for banks to
lend to SMEs, reflecting the higher risks and costs involved in such
lending. We are concerned that the commercial attractiveness of
lending to SMEs may continue to decline, and that banks may reduce
SME lending whilst private credit may not step in.

The role of smaller and specialist banks in supporting SME lending

We received evidence that in jurisdictions with strong SME lending markets,
such as the US or Germany, community banks are pivotal to ensuring that
small and growing businesses can access the funding they need. Evidence
we received indicated that the UK SME lending market lacks the same scale
of relationship banking.?°®¢ Whilst we recognise that the US and German
banking models cannot be directly compared with the UK’s, they provide
important case studies of how smaller and specialist lenders, already
accounting for 60% of the SME lending market,?°” might be enabled to
better support SMEs.

203 Written evidence from Nigel Terrington (PMGO0041): The PRA’s proposal would offset the increase

to banks’ core capital requirements (Pillar 1) caused by the removal of the SME support factor by a
reduction in their additional capital requirements (Pillar 2A)

204 Written evidence from Nigel Terrington (PMG0041): “... its inclusion as a [Pillar 2A] offset, and not

[Pillar 1], results in a higher Combined Buffer, despite total capital requirements remaining the same.
Consequently, SME lending banks will need to hold more [Common Equity Tier 1] capital for the
same implied level of risk, increasing the cost of capital for banks and ultimately feeding through to
higher interest rates for SME borrowers and/or reduced lending capacity by banks.”
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Community banks in the US and Germany

Professor Arthur E. Wilmarth Jr., Professor Emeritus of Law at George
Washington University Law School, told us that the business model of
the approximately 4,000 US community banks is to build “long-term
relationships with their customers and [develop] a detailed understanding
of their customers’ businesses”.?°® Community banks are central to the US
SME lending market, as they “originate 70% of all agricultural loans, 36%
of all small business loans, and 30% of all commercial real estate loans”,
despite holding “less than 12% of U.S. banking assets.”?** Consequently,
community banks “are widely recognized as the most engaged and reliable
lenders to farmers and SMEs through the business cycle.”?!°

Likewise, the relationship banking model of Germany’s publicly owned
regional banks (Sparkassen) provides similar benefits to SMEs. Martin
McTague told us that “Certainly, as far as Germany is concerned, there
is significantly better availability of finance to SMEs than there is in the
UK.”?!! Martin McTague attributed this to Germany’s “completely different
structure, which is based on regional mutuals. They are much better at
assessing local regional conditions and, therefore, prepared to lend.”?!2

In contrast to the relationship banking approach used by US community
banks and Sparkassen, it appears that UK banks “have to move to some
level of automation which creates these rules that if you are a yes, you go
through to the next stage, and if you are a no, you do not.”?!*> Echoing this,
Handelsbanken observed that the UK banks utilise “more ‘mechanical’
approaches to data-led decision making, often our experience across the UK
is that there is less expertise available”.?* Nigel Terrington attributed this to
the UK banking sector’s “centralised model, meaning head office determines
that the type of customer that looks like this should get that rate.”?!®

Constraints on UK smaller and specialist banks

Whilst the constraints on bank lending addressed in the previous chapter
apply to smaller and specialist lenders, consistent with the findings of our
previous report,?’® evidence indicated that they are disproportionately
affected by the burden of compliance.

First, witnesses emphasised that the inability to use the internal ratings
based approach to calculating risk weights disadvantages smaller and
specialist banks. The internal ratings based approach allows banks to use
internal credit models approved by the PRA in the process of calculating
their risk weights.?!” Nigel Terrington told us that the “capital benefits of [the
internal ratings based approach], while reducing due to Basel 3.1, remain
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significant. At present this is a benefit available for only the large UK banks
and building societies.”?!® Handelsbanken also emphasised the importance
of the Internal Ratings Based approach, as: “Increased risk sensitivity in
capital requirements could improve Handelsbanken’s ability to compete and
lend more to SMEs. To achieve this, the Bank needs to adopt an [internal
ratings based] approach”.?!

110. However, Nigel Terrington told us that the process to receive approval to utilise
the internal ratings based approach is “quite tortuous: it is very elongated
and expensive to do”.?2° Handelsbanken offered the same criticism, noting
that the PRA’s limited capacity to process applications to use the internal
ratings based approach make it “challenging for firms to establish the PRA’s
modelling expectations”, adding that “medium-sized firms [ ... ] often lack
volume of historical data—especially default and loss data—which makes
it harder to meet PRA modelling expectations.”??! Whilst both welcomed
recent proposals by the PRA to simplify and accelerate the process of gaining
permission to utilise the internal ratings based approach,?*?> Nigel Terrington
noted that “it is unclear how long the PRA will take to move from discussion
points to implemented policy”.???

111. Second, Nigel Terrington told us that the risk weights on SME lending “will
probably be twice the level of mortgages; corporates will be three times the
level; and housebuilders, which is around five times the level”.??* David
Postings told us that, under the standardised approach used by challenger
banks, the typical risk weights for a £100,000 business loan to an SME
are 55%, while they are 31% for a high street bank operating under the
internal ratings-based model.?*® Conversely, he stated that the risk weights
on a £100,000 75% loan-to-value mortgage are notably lower, at 35% for a
challenger bank and 17% for a high street bank.??¢

112. Moreover, witnesses emphasised that the risk weights do not capture the
risks of a specific loan, as Lord King of Lothbury noted: “Branding them
all with a high-risk label and a high risk weight is not going to help create
an environment in which people can say, ‘There is a profitable opportunity
here’.”??" Similarly, Mark Steele highlighted that the risk weights do not
reflect the due diligence that a smaller or specialist lender performs when
lending: “we are looking at the interest cover, the [LLoan to Value] ratio, the
sponsor, the levels of equity, their past performance and our projections for
the future, none of which is reflected in static risk weights.”?28

113. Although smaller and specialist lenders have become increasingly
important to the UK SME lending market, regulation continues
to constrain their capacity to lend to SMEs. We encourage the
Government and the Bank of England to explore what lessons might
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be learnt from the regulation of community banking sectors in the
US and Germany.

Whilst the Committee welcomes the Financial Policy Committee’s
reduction in the appropriate benchmark for the system-wide level
for capital requirement, this does not substantively address long-
standing concerns with the disproportionate application of the UK’s
capital and liquidity regulatory regime. Modifying the regulatory
constraints on smaller and specialist lenders could help these lenders
to grow and they in turn would be better positioned to increase their
SME lending.

We welcome the Financial Policy Committee’s announcement that it
will review several aspects of the capital regime and hope that this
can be completed rapidly. The PRA should implement any changes
in a way which maximises the amount of bank capital which can
be made available to support lending, including to SMEs. The
Prudential Regulation Authority should move quickly to implement
its proposed changes to the IRB approval process and risk weightings
of assets.
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CHAPTER 4: FINANCIAL STABILITY

116. As noted in paragraphs 7-8, the Bank of England has begun to look more
closely at the implications that the growth of private markets might have on
the UK’s financial stability. The Financial Policy Committee’s July 2025
Financial Stability Report stated that it is increasing its focus on the potential
system-wide vulnerabilities and contagion risks from private markets; in
particular, this report raised concerns about vulnerabilities relating to
private markets from high levels of leverage, opacity around valuations, and
interconnectedness with other parts of the financial system.?*°

117. As noted in paragraphs 15-20, private credit and private equity are playing
an increasingly significant role in the UK economy. Therefore, a key
question we sought to examine was whether the growth of private credit
and private equity markets poses risks to financial stability; and whether the
interconnections between banks and private markets could be a source of
systemic risk. On these issues, the evidence was mixed.

Definitions of financial stability and systemic risk

118. The Bank of England Act 1998 placed a “Financial Stability Objective”?3°
on the Bank of England, to protect and enhance the stability of the UK’s
financial system. Financial stability is defined as ensuring that the financial
system “has sufficient resilience to be able to facilitate and supply vital
services by financial institutions, markets and market infrastructure to
households and businesses, in a manner that absorbs rather than amplifies
shocks.”?*! The vital financial services without which the UK’s economy
would not function are:?*?

(@ Payment and settlement services, meaning that bank transfers, card
payments, and online payments function.

(b) Intermediating between savers and borrowers, meaning that customers
can continue to access their deposits, including current and savings
accounts, and that banks continue to provide credit to the economy.

() Insuring against and dispersing risk, meaning that the financial impact
of negative events can be shared so it does not fall on one individual or
company.

119. The Bank of England Act 1998 defines systemic risk as “a risk to the stability
of the UK financial system as a whole or of a significant part of that system”,?*?
which can arise in the UK or overseas.?** A firm or sector can be considered
systemic once it is significant enough to pose a risk to the provision of vital
financial services, that is financial stability, in the event of disruption, such
as the collapse of a firm or contraction in economic activity. The legislation
identifies three key causes of systemic risk: the structure of financial markets,
particularly connections between financial institutions; the distribution of

229 Bank of England Financial Policy Committee, Financial Stability Report, Fuly 2025
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231 Bank of England, The Bank’s Financial Stabiliry Strategy, last updated 17 November 2023
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234 Bank of England, The contribution of the Financial Policy Committee to UK financial stability, September
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risk within the financial sector; and unsustainable levels of leverage, debt, or
credit growth.?®

120. Following the Global Financial Crisis, national and international regulators

121.

adopted the concept of a ‘Global Systemically Important Financial
Institution’ (G-SIFI)?¢ to identify firms whose failure would pose a
systemic risk. Factors indicating that a firm may be significant enough to
pose a systemic risk include: size, scale, complexity, concentration, leverage,
opacity, the extent of interconnections with systemic parts of the financial
system (such as banks), cross border activity, and importance to a particular
sector, region, or the system at large. 2> Many of these factors were referred
to within our evidence.

Does the UK’s private credit market pose a systemic risk?

We received some evidence indicating that the structure of private credit
and private equity funds mitigates systemic risk. TheCityUK told us that
these funds are “closed-ended and funded by long-term investors with no
redemption rights; therefore, capital is locked in, preventing market-wide
implications.”??® The Loan Market Association echoed this, suggesting that
the ability of private credit to impact financial stability might be limited by
the FCA’s proposed reforms to the Alternative Investment Fund Managers
regulatory regime.?** They told us that this will require Loan Originating
Alternative Investment Fund managers to be closed-ended funds, “unless
the manager can demonstrate that the AIF’s [Alternative Investment Fund]
liquidity risk management system is compatible with its investment strategy
and redemption policy.”?*°

122. We also received evidence to suggest that private credit has pushed activity

away from the banking system by, as suggested by Professor Simon Gleeson,
“squeezing the riskier part of the business out of the banking system and
into the non-banking system”.?*! Similarly, the Investment Association told
us that private credit can mitigate risks to financial stability by “[dispersing]
any risk of loss from private credit loans away from the banking system,
reducing risk exposures of taxpayers and retail depositors with private credit
funds’ downside risks borne solely by their global base of highly sophisticated
private investors.”?42
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The majority of investors into private credit and private equity funds appear
to be sophisticated, institutional, and internationally based. The Managed
Funds Association explained:

“Theinvestorsin these funds are usually sophisticated, often institutional,
investors such as pension funds, insurance companies, sovereign wealth
funds, endowments, and high-net-worth individuals. The funds have
a long-term funding structure and originate loans with an intention to
hold them to maturity.”?*

This, they explained, differs from bank depositors, who can withdraw
money from their accounts at any time. The commitment from sophisticated
investors to multi-year holding periods “prevents runs on a private credit
fund and provides long-term stability to borrowers and other investors.”?**

Several witnesses challenged the suggestion that the growth of private credit
and private equity posed risks for financial stability. The Managed Funds
Association highlighted that: “Private credit funds [ ... ] are not backed,
insured, or guaranteed by the government. Taxpayer money is therefore not
at risk in times of fund stress.”?* The British Venture Capital & Private
Equity Association echoed this: “from a financial stability perspective,
private capital funds do not exhibit the transmission channels commonly
associated with systemic instability.?4°

What features of private credit markets are causing concern?

As set out previously private markets are an increasingly important provider
of long-term finance to the real economy. The Bank of England stated that
private markets have “expanded not only in size but also in complexity and
interconnectedness.”?’ Many of our witnesses suggested that with this
growth, any inherent vulnerabilities may increase as well.

The potential risks in private markets have been examined by national and
international regulators.?*® As noted in paragraph 8, the failure of First Brands
and Tricolor has increased regulatory scrutiny of these risks. The evidence
we received broadly was in line with the findings of the Financial Policy
Committee®*®, and highlighted the potential risks caused by valuations, the
use of leverage, and a possible decline in underwriting standards due to the
increasing competitiveness of the market.

Valuations

Valuations in private markets differ substantially from valuations in public
markets, reflecting “the very different structural nature of private markets as
compared to public markets.”?*° Unlike public markets in which “valuations
are driven by observable market price”,?! in private markets valuations

“are typically done quarterly or at transaction events, based on models or
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comparable company multiples.”?*> The FCA, which regulates many private
market firms, found that 98.47% of private equity firms produce quarterly
valuations of portfolio companies.?? The Investment Association suggested
that quarterly valuations “means reported values move slowly and may not
immediately reflect market conditions.”?*

Risks relating to private credit and private equity market valuations

Isolated instances of inaccurate valuations have implications for investor
protection®’ and, if widespread, this could “become a particular issue in
any period of stress if confidence in valuations is lost.”?*¢ Professor Marco
Lamandini, Professor of Commercial Law at the University of Bologna, and
Professor David Ramos Mufoz, Associate Professor of Commercial Law at
Universidad Carlos IIT de Madrid, explained that inaccurate valuations may
lead to “rapid price corrections”.?®” Witnesses highlighted three potential
risks in private market valuations.

First, witnesses raised concerns regarding the accuracy of private market
valuations. Professor LLudovic Phalippou told us that valuations “are off in
private credit because of a massive increase in interest rates, and then we do
not see much default, despite the fact that the cost of debt has doubled on
average.”?*® Echoing concerns raised by the IMF,?* he suggested that higher
interest rates have not led to increased defaults, as private credit lenders have
been able to renegotiate the terms of the loan to prevent default.?¢°

Second, potential conflicts of interest can affect the accuracy of private
market valuations. In March, the FCA published its findings of its multi-firm
review of valuation practices for private market assets. The review “assessed
the robustness of firms’ valuation processes and governance arrangements,
including the checks and balances that help address the risk of poor conduct
and harm to investors.”?°! The findings identified firms’ management fees as
such a potential conflict of interest.?? The British Venture Capital & Private
Equity Association claimed that management fees depend on the amount
of capital committed, not the value of the fund, “so private capital firms
do not generally get higher fees if they report a higher interim valuation.”?%
However, the FCA found that a decrease in a fund’s valuation “represented
a decrease in the value of invested capital and reduced management fees.”?%*
This “could dissuade [fund managers] from taking appropriate write-downs
to avoid lost management fees.”2%
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131. Equally, conflicts of interest may occur when private market participants seek
bank financing. Sheila Bair, Former Chair of the Federal Deposit Insurance
Corporation, explained that for US banks to benefit from the lower risk
weights on lending to private market funds (as referred to in paragraph 27),
they “require that the loans be significantly overcollateralized” and that “the
fund itself assigns collateral values”.?°¢ Similarly, the FCA found that in loans
secured against a fund’s portfolio of assets “common covenants include a
minimum level of diversification within the portfolio and a maximum loan-
to-value ratio”, which introduces a potential conflict of interest as “valuations
could be inflated to attract a greater amount of initial borrowing or avoid
breaching an [loan-to-value] LTV covenant.”?%’

132. Third, witnesses expressed concerns regarding the use of third-party rating
agencies in private markets. Nathanaél Benjamin noted that credit ratings
are typically used “directly for private equity, for example, for acquisition
financing”?%® and in private credit “when collateralised loan obligations are
backed by private loans and when there is a demand for ratings of those
[collateralised loan obligations].”?%° Nathanaél Benjamin raised concerns
about the accuracy of certain credit ratings: “There have been questions
asked about those private ratings and the extent to which they can be
optimistic in comparison with the ratings of the bigger agencies.”?”* The
accuracy of credit ratings has been brought into focus by failures in the US.
Andrew Bailey told us that, when speaking with people from private credit
and private equity: “Of course, they told me that everything was fine in their
world, apart from the role of the rating agencies. I said, “We are not playing
that movie again, are we?’”2"!

Leverage

133. We received some evidence regarding the presence of leverage throughout
private credit and private equity markets. The Financial Stability Board
explained that “the build-up of leverage creates a vulnerability that, when
subject to a shock, can propagate strains through the financial system, amplify
stress, and lead to systemic disruption”.?’”? Lord King put this directly:
“Excessive leverage has always been the common theme in past financial
crises.”?” Evidence from the Bank of England indicated that leverage is
present throughout private markets, with private equity and private credit
funds exposed to leverage as well as the companies they invest in and lend
t0.274

Rusks relating to leverage

134. Professor LLudovic Phalippou described how “private credit funds often
borrow themselves in order to lend, so have layer after layer of leverage.”?”
Such leverage is often provided by banks through loans secured against a
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fund’s net asset value.?”® As the Bank of England noted: “These facilities
enable funds to increase their leverage and introduce what is often referred
to as ‘leverage on leverage’, amplifying both potential returns and associated
risks.”?”” However, witnesses emphasised that leverage at the fund level is
limited, particularly in private credit. Daniel Leiter told us that: “Where
leverage in our funds is used, it is typically up to £1 of borrowing for £1
of investor capital, compared with banks, which often borrow more than
£10 for £1 of their own capital.”?”® Nathanaél Benjamin echoed this, noting
that “the extent of leverage of individual [private finance] funds tends to be
moderate, say 50% loan-to-value.”?"

However, Ignazio Angeloni highlighted that whilst “leverage may be limited
for the immediate provider of private credit [ ... ] it is normally greater if
the entire funding chain is considered.”?®° Nathanaél Benjamin made a
similar point, noting that the central question is: “What is the full extent
of leverage across all the different actors?”?®! We heard that the complex
funding structures used in private credit and private equity markets make
assessing the scale of leverage present in private markets challenging. Ignazio
Angeloni noted that: “Lack of detailed information prevents accurate
assessment of the effective leverage involved in the process leading to private
credit disbursement.”?®? Apostolos Gkoutzinis echoed this, noting that,
compared to 2008: “Some of the structures today are even more opaque,
complex and sophisticated [ ... ] There is the risk of misunderstanding
risk because of complexity, lack of transparency and the absence of public
financial information.”?%

Despite the difficulties of identifying leverage in private markets, the Bank
of England noted that many private equity-backed companies “have high
levels of debt and are financed from riskier credit markets like leveraged

loans, high yield bonds and/or [private credit] funds”.?8

Competition and underwriting standards

As noted in paragraphs 63-66, the UK private credit market is highly
competitive and innovative. Apostolos Gkoutzinis told us:

“Every time I say to my team, ‘This doesn’t work. We are never going
to see this. It’s impossible. This is never going to work,” two weeks later
I read in internal memos that some direct lender has come up with a
structure that, two weeks earlier, I was advising people was never going
to work.”?%>

Rusks relating to underwriting standards

Whilst a competitive market benefits borrowers,?*¢ witnesses were concerned
that the competitiveness of the private credit market may lead to less rigorous
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underwriting standards, increasing the risk of these loans. Sarah Breeden
noted that: “In the context of a competitive market, there is obviously an
incentive to compete on risk management standards.”?®” Apostolos Gkoutzinis
explained: “As the funds are motivated to win business, allocate more capital
and win the competition, you can imagine that they are also occasionally
motivated to be more flexible in their underwriting and risk standards.”?88
The Bank of England cited instances of weakening underwriting standards,
including “the increasing share of leveraged loan deals with weaker
covenants, a rise in the use of earnings add-backs to reduce headline leverage
multiples, and looser documentation standards.”?®® These concerns extend
to a potential weakening of loan covenants, which require borrowers to meet
conditions specified by the lender for the duration of the loan.?°° The British
Emerging Manager Institute told us that competition in the private credit
market could “bring rise to the erosion of lending covenants as lenders seek
to secure access to the highest credit quality borrowers.”?%!

139. Witnesses from the private credit sector emphasised the rigour of their
underwriting standards and risk management processes. Tristram Leach
told us that “rigorous credit underwriting [ ... ] is really the bedrock of
everything we do as we search for safe yield”.>*? Joseph Pinto, Chief
Executive Officer of Asset Management at M&G plc, told us that M&G is
highly selective of the debt held by its funds: “Last year [2024], for example,
we looked at 120 transactions and selected less than 10% of them. We have
been extremely selective, probably because we have our own sound risk
management process”.?”> We recognise that we received evidence from the
largest participants in the private credit market, and as such their evidence of
strong underwriting standards may not be representative of practices across
the sector. Apostolos Gkoutzinis noted that whilst most direct lenders “are
targeting senior secured, safe, first-ranking type structures” the “minority
will look into alternative structures, all the way to the distressed funds, which
is a niche market in and of itself.”?°* It is not clear whether underwriting
standards in this section of the market are comparably rigorous to those of
the firms from which we received evidence.

Interconnections

140. The interconnectedness between the banking sector and private market firms
was cited throughout our evidence as an aspect of the financial system that
requires close attention. Interconnections in the context of financial stability
refers to the network of exposures and dependencies between financial
institutions, markets, and infrastructures.

Why do interconnections matter?

141. The Bank of England explained that: “Interconnections across financial
markets may heighten systemic vulnerabilities, particularly under stress
conditions, by reinforcing correlations and amplifying shocks.”?*> Dr Daniele
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D’Alvia provided the following examples to illustrate how distress within
non-bank intermediaries can reverberate into the wider financial system:

“the March 2020 Covid-19 market crash (when highly-leveraged non-
bank investors had to unwind positions), the collapse of Archegos Capital
Management in 2021 (a family office hedge fund whose derivatives-
fuelled bets caused over $10 [billion] of losses to global banks), and the
UK ‘LDI crisis’ of September 2022 (when pension funds’ leveraged gilt
investments amplified a bond sell-off)”.2°¢

Interconnections between private markets and the banking sector

142. The Bank of England told us that interconnections with private markets are
“pronounced”?®” and relate to “their significant funding of the real economy;
their reliance on financing from the banking sector; and their growing
links with the insurance sector.”?°® The Association for Financial Markets
in Europe told us that since the Global Financial Crisis, what “began as a
necessary reset of banks’ risk appetite and balance sheets has become a series
of connections [with private markets] that now underpin credit formation,
liquidity, and risk transfer across the system.”?%°
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Figure 3: Visualisation of interconnections between banks and private

equity funds
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Source: Written evidence from Toby Nangle (PMG0039), graphic produced by the Financial Times.
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Figure 4: Visualisation of interconnections between private credit and the
banking system via a collateralised loan obligation
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Source: Financial Times, How banks fuel the private credit boom, 1 December 2025.

143. The Financial Policy Committee’s July 2025 report explained that banks
directly and indirectly finance private market funds and private equity-
backed companies through several channels. Banks “arrange and syndicate
loans, offer various forms of [net asset value] based financing, [ ... ] and
also typically provide revolving credit facilities to these [private equity]-
backed corporates.”*°® The Bank of England told us that these loans can
become further interconnected with the financial system when securitised
via collateralised loan obligations. The Bank warned that: “[collateralised
loan obligations] and other parts of the financial system place a degree of
reliance on credit ratings. That creates an important role for credit rating
agencies in this system of finance. A shock to highly indebted companies
could be amplified by these interconnections, with losses and the impact on
risk appetite potentially spilling across several markets and sectors.”?°!

144. Nathanaél Benjamin set out a broad overview of these interconnections,
which he described as “important, very meaningful, and quite deep.”**? He
said:
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“Banks get involved through different levels of the financing chain
for private equity and private credit. They do upstream lending to the
investors, to the limited partners, directly. They do midstream lending
to the general partners that manage the funds, the private equity or
private credit funds, against the total value of a given fund invested in
private assets. They do downstream lending directly to the companies,
the portfolio companies that receive that funding. In addition, they
provide leverage to private credit funds that either compete or partner
with them. They also provide financing to limited partners, secured by
their own interests in the funds.”?%?

145. The Loan Market Association set out what it deems as the three most

significant interconnections between UK banks and private credit, in terms
of prevalence:

“Co-investment in leveraged loans—Private credit funds cannot
generally provide working capital, cash management and other banking
services, so banks maintain a vital role in direct lending transactions.
Banks and private credit also co-invest in secured leveraged term debt.
These relationships have led a number of banks to enter into partnerships
with private credit funds, or to establish private credit platforms to
compete with them directly.

Fund finance—The growth of private markets has brought with it
increased demand from PE and credit funds for liquidity support from
the banking sector, in the form of secured subscription lines and NAV
facilities.

Synthetic risk transfer (SRT)—Private credit funds have emerged as a
key investor in SRT; a structured form of loan securitisation undertaken
by banks that provides private credit investors with exposure to a range
of assets that may be difficult for funds to access directly.” %4

146. We heard that these interconnections are becoming increasingly complex and

147.

difficult to monitor. Dr Alireza Abbasi Gorji, Assistant Professor of Business
Management, Faculty of Literature and Humanities, University of Birjand,
acknowledged the benefits of the “growing interdependence” between
banks and private markets for financial innovation, risk diversification
and access to diverse pools of capital but warned that it “creates complex
channels of contagion” and that such linkages mean that shocks originating
in private markets “such as valuation corrections, liquidity crunches, or
fund redemption spirals—can quickly spill over into the regulated banking
sector.”?% Dr Daniele D’Alvia told us: “Generally, banks’ indirect exposures
to non-bank intermediaries have grown in complexity, potentially creating a
‘financial web’ of risk-sharing that is not fully visible to regulators.”3%¢

The Bank of England also raised concerns over the visibility of these
interconnections. They told us: “the lack of aggregated data on banks’ total
concentration exposures to private markets and the various ways in which
they are involved makes it difficult to monitor these vulnerabilities.”%
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Interconnections between private credit, private equity, and the life insurance sector

During this inquiry, the interconnections between the life insurance sector,
private credit and private equity were brought to our attention. Whilst we
received limited evidence, it appears that some of the risks arising from
interconnections between banks and private markets apply equally to the life
insurance sector.

The interconnections between private markets and the life insurance sector
have grown considerably, with analysis by the IMF (Figure 5) showing that
approximately 35% of assets held by US life insurers and approximately 23%
of those held by UK life insurers were allocated to private credit.’°® Toby
Nangle, reporter at the Financial Times Alphaville, commented: “The
strongest candidate for a risk to financial stability looks to be from the
insurance sector.”?%

Figure 5: Moody’s survey of insurers’ investment into private credit

instruments as a percent of total investment
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Source: The International Monetary Fund, Global Financial Stability Report, October 2025.
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As noted in paragraph 19, trends in the US may indicate how the interactions
between UK private markets and insurers could develop. Professor Arthur E.
Wilmarth Jr. told us that $1tn of assets, representing 10% of the sector’s total
assets under management, are held by insurers which are owned by private
capital fund managers.>'® As noted in paragraph 40, this has been partly
driven by the alignment of the investment and lending tenures between the
two sectors, making life insurance a natural investor into private markets.

Asthese interconnections appear likely to continue to grow, the implications of
these interconnections for the UK’s financial stability merit closer attention.
The IMF reported that: “A growing share of insurers’ private credit exposure
is sourced through either affiliated private credit managers or partnerships

308 International Monetary Fund, Global Financial Stability Report, October 2025, October 2025, pp 43—

44; Financial Times Alphaville, If private credit breaks, insurers will fall under the microscope, November
2025: “Private credit now accounts for more than 35 per cent of total US insurer investments and close
to a quarter of UK insurer assets.”
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with private credit managers, which requires special attention because of
potential conflicts of interest and the lack of transparency”.3!!

We asked some of the leading global private credit fund managers whether
their firms own captive insurers. We were told that only Apollo directly owns
an insurance subsidiary. Tristram Leach told us that of the $690 billion of
credit assets under management, 60% originates from Apollo’s retirement
services insurance business®'?, which he emphasised has “never been owned
by private equity funds. Athene, our retirement services business, is wholly
owned by Apollo. It is essentially our own capital. It is not owned within a
private equity fund with differing incentives.”>!?

We were told that Ares and Blackstone do not own captive insurers, though
life insurance firms remain large investors in their private credit funds. Daniel
Leiter told us that Blackstone does “not own a captive insurance company”,
instead it focusses on managing investments on behalf of insurers: “Insurance
is a $250 billion business for us in terms of capital”.?'* Blair Jacobson told us
that Ares utilises the same business model as Blackstone and that Ares does
not “have a captive on-balance sheet insurance business”.!?

All three witnesses emphasised the high quality of the assets in which life
insurance partners seek to invest. Daniel Leiter told us that Blackstone’s
investments on behalf of life insurance partners are into investment grade
lending, predominantly infrastructure and asset-based credit.’'® Tristram
Leach explained that, because life insurance firms “collect premium on
which they need to pay out generally quite long-dated liabilities, and then
they seek to earn safe yield to make a spread between the two”,>'7 as a result
“what they need is a very safe yield.”*'®

However, echoing concerns raised in paragraph 132, Toby Nangle told us that
“there are questions hanging over the ratings”?' of private credit assets held
by insurers. He pointed to recent reporting by the Financial Times*?° on the
IMPF’s Global Financial Stability Report October 2025, which showed that
a growing proportion of investment classification in the US is conducted by
specialist credit rating agencies. >*! The accuracy of these ratings has raised
concerns regarding misallocation of sub-investment grade products into the
‘investment grade’ bucket.???

The IMF has highlighted that the classification of products as ‘investment
grade’ brings favourable regulatory capital treatment, thereby reducing the
amount of capital a life insurer needs to hold against the asset.??> Nathanaél
Benjamin explained that in “the UK there is also the use of ratings [ ... ] by
the insurance industry as part of the matching adjustment”.?** Misallocation
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of credit ratings can leave life insurers holding less capital than they should
during an economic shock, a key contributing factor to the Global Financial
Crisis. The IMF noted that “it is imperative to keep the risk of inflated
ratings minimal by ensuring the soundness of private rating assessments and
[requiring] adequate transparency of methodologies and reports.”???

157. Moreover, we received some concerns regarding the use of differences
in regulation between jurisdictions to limit the amount of capital a life
insurer must hold. Professor LLudovic Phalippou raised concerns regarding
leverage throughout the investment chain, comparable to concerns set out
in paragraphs 133-136, as insurers are “allowed to leverage 10 times $1
invested in a private credit fund”.’?® Toby Nangle echoed these concerns,
noting that insurers have proved effective at identifying opportunities for
capital efficiency, “either through regulation-shopping the jurisdiction
of their funded-reinsurance operations, lending to affiliates, engaging in
wholly-owned portfolio securitisation, and seeking private credit ratings.”>*’

Figure 6: Privately rated securities held by US insurers (total number)
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Specialized rating agencies — 8000
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Source: The International Monetary Fund, Global Financial Stability Report, October 2025.

158. Nathanaél Benjamin reassured the Committee that the Bank of England
and the PRA are aware of, and actively monitoring, the risks that arise from
the interconnections discussed in this section.??® He shed light on what this
investment chain looks like:

19

. under this funded reinsurance arrangement, life insurers transfer
those annuities to reinsurers overseas—which could be in jurisdictions
such as Bermuda or the US, for example—and in turn the assets are
being invested or can be invested in private, asset-backed securities”.??°

159. On 17 November, the PRA published the results of its stress tests on the
Life Insurance sector, which indicated that the UK’s major life insurance

325 International Monetary Fund, Global Financial Stability Report, October 2025, October 2025, p 44
326 Q 16 (Professor Ludovic Phalippou)
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companies are resilient to severe but plausible financial market stress
scenarios.>*°

We did not receive conclusive evidence to determine that private
markets either do or do not represent a systemic risk. However, the
growth of private credit meets several of the tests of significance for
the assessment of systemic risk and therefore is systemically relevant,
chiefly through the extent of the sector’s interconnections with
systemic parts of the financial system—banking and life insurance.
Further work is required to assess and address (if necessary) the
broader structural and system-wide vulnerabilities presented by
private markets. We welcome the Bank of England’s System Wide
Exploratory Scenario to develop this understanding (as detailed
below).

The Bank of England must ensure that it has the appropriate
information it needs to fully understand the scale of, and the
implications that arise from, the interconnections between the
banking system and private credit. The Bank of England must ensure
its requests for information are proportionate and avoid duplication,
and that it seeks data from the banking system and private credit
market as necessary. The Government must ensure that the Bank
of England has the appropriate power to collect this information if
needed.

Any response by the Government and the Bank of England to these
concerns, including the outcome of the System Wide Exploratory
Scenario, must ensure that such action does not inhibit the banking
sector’s or private credit’s ability to lend to the real economy.

Action by the regulators

The regulators have already taken action on some of the concerns raised in
this Chapter. In 2024, the PRA conducted a thematic review of banks’ private
equity related financing activities, focusing on the adequacy of banks’ risk
management frameworks. It found that: “many banks are unable to uniquely
identify and systematically aggregate or measure their combined credit and
counterparty risk exposures to private equity, meaning they cannot monitor
comprehensively risks emanating from private markets.”>*!

As noted in paragraph 130, the FCA published the results of a multi-firm
review of valuation practices in March 2025. The Financial Policy Committee
has welcomed this work.?>> The FCA also highlighted that in June 2025,
“we initiated a multi-firm review focusing on conflicts of interest at firms
managing private assets. This review will aim to identify and assess areas of
potential investor harm and will look to communicate practice to the market
to support firms’ management of conflicts.”*?
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165. In its session with the Committee in November, the Bank of England
announced that it would be conducting a System Wide Exploratory Scenario
that will involve the banks, the insurers, private equity companies and
pension fund investors. Sarah Breeden told us that it will: “look to apply
an economic stress to this complex set of interconnections in order to try to
drive through and understand where the losses might arise as part of that.”>>*
Participants will engage with the System Wide Exploratory Scenario on a
voluntary basis.**’

166. On 4 December 2025, the Bank of England announced its intention to
conduct the System Wide Exploratory Scenario, which will conclude in
2026 and will publish its final results in early 2027. The Bank of England
announced that this exploratory scenario will include key participants in the
private market ecosystem, including traditional and alternative large asset
managers, large banks providing credit to both private market funds and
private equity-sponsored companies, and institutional investors that are the
primary providers of capital to private credit and related public markets.?*®

167. We welcome the Bank of England’s System Wide Exploratory
Scenario. We encourage the Bank to complete this exercise as a
matter of urgency and to determine whether private credit and
private equity in the UK are systemic. We also encourage the Bank
to publish timely updates as appropriate; and to share such updates
with the Committee.

168. The Committee recognises that the Bank of England is conducting
its System Wide Exploratory Scenario on a voluntary basis. The
Government should keep the powers available to the Bank of
England under review, contingent on the outcome of the System
Wide Exploratory Scenario.

169. As the Bank of England takes forward its work on the System
Wide Exploratory Scenario it should consider the following issues
highlighted in this report:

(@ The different types of private credit funds and the lending
practices of private credit funds focussing on sub-investment
grade lending;

(b) The interconnections between private credit, private equity,
and the banking sector (including fund finance, private credit
collateralised loan obligations, significant risk transfers, and
the secondary trading of private debt);

(¢) The interconnections between private credit and private equity
and the insurance sector—particularly the life insurance sector;

(d) The interconnections between banks and private credit and
equity through the securitised lending market, including
collateralised loan obligations, significant risk transfers, and
lLiquid credit;

334 Q 110 (Sarah Breeden)
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336 Bank of England, Bank of England launches system-wide exploratory scenario exercise focused on private
markets, December 2025
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(€0 The accuracy and reliability of private market valuations; and

(f) The reliance by private market firms on third party credit
ratings agenctes, and the accuracy of the ratings provided by
said firms.

Though the FCA’s multi-firm review of private market valuation
practices represents a welcome first step, the FCA should monitor
the issues it identified and complete its review on conflicts of interest
at firms managing private assets as soon as possible. The FCA must
share its findings with the Committee.

The role of the Government
The Government’s responsibility to maintain financial stabiliry

The UK’s legislative framework for financial services regulation gives
statutory objectives to operationally independent regulators and grants them
powers to make rules that advance these objectives. The Bank of England
Act 1998 conferred primary responsibility for maintaining the UK’s financial
stability to the Bank of England.?®” HM Treasury retains responsibility for
maintaining the UK’s financial stability and setting the policy direction in
which the regulators operate. HM Treasury can advance financial stability
through making recommendations to the Financial Policy Committee on
achieving its Financial Stability Objective®?®, or legislating to grant new
powers to the regulators or to expand their regulatory remit. Additionally,
HM Treasury holds the power to make regulations which require the
regulators to exercise powers under the Financial Services and Markets Act
2000.%°

Additionally, HM Treasury is the backstop to the UK’s financial system
during an acute crisis. In response to the Global Financial Crisis, the
Government introduced several measures including injecting £137 billion
in public money to stabilise the financial system?*°, and nationalised or took
ownership stakes in several banks, including NatWest Group, Northern
Rock, and Lloyds Banking Group.**' Concerningly, Lord King of Lothbury
told us that, due to the high level of national debt, we “are not in a comfortable
position. I think we would cope with another crisis, but it would not be easy,
and we were in a much stronger position back in 2007—08.”342

Since 2008, HM Treasury has legislated for several reforms to the regulatory
framework for financial services which aim to mitigate the impact of financial
instability on the wider economy and reduce taxpayers’ exposure. These
include capital and liquidity requirements, a bank resolution regime, and the
ring-fencing of bank assets. However, these systems remain largely untested.?*?

As such, it is vitally important that HM Treasury remains engaged and
vigilant in monitoring financial stability risks and is prepared to take the
steps necessary to mitigate them. Considering this, the Committee was
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keen to understand the Government’s assessment of the implications of the
growth of private markets for financial stability.

The Government’s response to our inquiry

HM Treasury recognised that the growth of private markets may pose new
risks, to which the Economic Secretary to the Treasury, Lucy Rigby KC
MP, repeatedly assured us that the Government was “alive”?**, Specifically,
the Minister noted that “the growth in private markets comes with new
risks, given the sector’s growing complexity and, in some cases, a lack of
transparency and the links with the banking system as a whole.”?* When
pushed on which risks the Government was most concerned about the
Minister clarified that it was private markets’ interconnections with the
regulated sector and their lack of transparency;**® Lowri Khan CB CBE,
Director for Financial Stability, told us that the department was concerned
about the lack of data but did not expand on which data.?*’

We pressed for clarity regarding how HM Treasury is responding to the
divergence in international regulatory standards or a potential shock arising
from US private credit markets. The Minister told us she is “confident in the
regulators’ ability to manage these things because of the mature regulatory
framework that we have.”?*® HM Treasury did not offer specific details on
what measures it would take to mitigate this risk.

Given HM Treasury’s recognition of these potential risks, we sought to
understand the extent of its independent monitoring of market developments.
Lowri Khan told us that the department: has a non-voting member who
attends all the Financial Policy Committee meetings; that it supports the
Bank of England in international fora such as the Financial Stability Board;
and maintains a regular dialogue with the regulators, including the Bank of
England.?*°

Evidence from the Government indicated that responsibility for managing
these risks sits with the regulators, as the Minister noted: “We [ ... ] very
much support the work that is being done by regulators to understand and
mitigate those risks.”**° Daniel Rusbridge, Deputy Director for Personal
Finances and Funds, suggested that the Treasury’s primary responsibility
1s “to ensure that our regulators have the necessary tools in order to act,
be that retrospectively or, indeed, proactively.”*! The Minister also noted
that an upcoming remit letter to the Financial Policy Committee would
“specifically refer to private markets.”**> The remit letter, published on 26
November 2025, asks the Financial Policy Committee to “prioritise building
resilience in NBFIs [Non-bank financial intermediaries] and associated
markets, including by working through the Financial Stability Board to
improve regulatory frameworks and monitoring across jurisdictions, and
using insights gained (e.g. from the System Wide Exploratory Scenario). As
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part of this work, the Committee should continue to consider the risks in
private markets.”>*?

179. We questioned the Minister as to the actions the Government would take
if the Bank of England’s System Wide Exploratory Scenario exercise did
conclude that there is systemic risk arising from private markets. The Minister
responded that that “would depend on the outcome of such a scenario” and
that HM Treasury “would want to respond in a granular and detailed way,
based on what comes out of that.”>*

180. When pressed on what the Government can do, or is currently doing, to
mitigate any risks emerging from the private market sector, we found the
department’s responses to be limited to highlighting the action taken by the
regulators, with no clear evidence presented in the session of a proactive
response to the concerns raised about private markets. Overall, we were
concerned that HM Treasury’s response to our concerns lacked detail and
demonstrated limited engagement with the issues raised throughout our
inquiry.

181. Our previous report recommended that HM Treasury take greater
responsibility for setting the strategic direction to the regulators.
During the oral evidence session with the Committee, HM Treasury
did not reassure us that it has a firm grasp on the emerging issues
related to private markets and their potential impact on financial
stability.

182. Whilst we recognise that the legislative framework has conferred a
financial stability objective on the Bank of England, HM Treasury
has a responsibility to maintain the UK’s financial stability, so that
the risk that the taxpayer serves as a backstop to the financial system
is mitigated. In light of this, we are concerned by what seemed like
passivity on the part of HM Treasury.

183. The Government is responsible for setting the strategic agenda
of financial regulation. Delegation to independent regulators can
never equate to an abdication of responsibility. The Government
retains this responsibility notwithstanding the delegation of tasks to
independent regulators.

184. Recognising the importance of this responsibility, we ask that HM
Treasury’s response to this report includes: HM Treasury’s plan
to support the Bank of England in conducting its System Wide
Exploratory Scenario; and details on what the Department is doing
proactively to meet its responsibility to maintain financial stability,
with respect to assessing and responding to potential risks emerging
Jfrom the private market sector.

353 HM Treasury, Remit and recommendations for the Financial Policy Commaittee, Letter to Andrew Bailey,
Gowvernor of the Bank of England, November 2025
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SUMMARY OF CONCLUSIONS AND RECOMMENDATIONS

Growth of private markets

The rapid growth of global private credit and equity markets, particularly
in the US, presents opportunities and risks for the UK. The Committee
welcomes the Bank of England’s work to shine a light on these developments;
the Government, the Bank of England, the Prudential Regulation Authority,
and the Financial Conduct Authority must continue proactively to monitor
developments in private markets. (Paragraph 20)

Reforms introduced after the Global Financial Crisis—particularly bank
capital and liquidity regulatory requirements—have, as intended, encouraged
the banking system to retreat from riskier lending, leaving certain segments
of the economy, including SME:s, less well served by banks. (Paragraph 34)

The rapid growth of private credit and private equity is a response to market
demand for assets that provide higher returns from institutional investors
during a period of relative lower yields, and greater flexibility for borrowers.
Quantitative easing and low interest rates have helped to create these market
conditions. (Paragraph 44)

Private credit currently remains a small provider of corporate debt in the
UK, relative to banks. However, the rapid growth of private credit is likely to
continue, and we expect it to become an increasingly significant provider of
corporate direct lending. (Paragraph 45)

The growth in collateralised loan obligations and significant risk transfers in
the UK may pose a potential risk to the UK’s financial stability. The Bank of
England and the Prudential Regulation Authority should pay close attention
to the development of these markets. (Paragraph 56)

The UK’s corporate debt lending market is increasingly competitive as
private credit steps in to fulfil demand that is underserved by banks.
Concurrently, banks increasingly lend to, and are in partnership with, private
credit funds. As banks have increasingly turned to an ‘originate to distribute’
model of lending, reflecting the growth of the securitisation market, these
interconnections have grown. (Paragraph 67)

Throughout the inquiry, we asked for data from the regulators, academics,
and industry trade bodies and firms. However, we were not able to obtain
extensive or detailed data on the growth of private markets in the UK, the
growth of lending provided by private credit, or the scale of interconnections
between banks and private markets. We are concerned that this might
represent a gap in policy and rule makers’ evidence base. (Paragraph 68)

The Bank of England and the Government must ensure they have a comprehensive
understanding of lenders to the UK economy, specifically by identifying the
proportion of (1) total corporate debt; (2) corporate debt classified by sector, provided
by different funding sources, including private credit; and (3) developments in the
UKs lending ecosystem as private credit grows. (Paragraph 69)

The differences in the regulation—particularly capital and liquidity regulatory
requirements—Dbetween the banking system (which creates money) and
private credit (which does not) have led to the migration of certain types of
lending from banks to private credit funds, as was intended. (Paragraph 76)
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SME lending

The limited use of debt finance by SMEs to fund growth primarily reflects
low appetite to borrow, principally caused by low business confidence in
the economy. However, the use of personal guarantees and limited access
to support through advice or education have further suppressed demand.
(Paragraph 101)

Relationship-based lending appears to have declined in the UK, which a
growing body of research suggests harms SMEs’ ability to access finance
when they do wish to borrow. We encourage the Government to consider
how to restore access to relationship-based lending as part of its financial
services strategy going forward. (Paragraph 102)

The regulatory environment has made it more expensive for banks to lend
to SMEs, reflecting the higher risks and costs involved in such lending. We
are concerned that the commercial attractiveness of lending to SMEs may
continue to decline, and that banks may reduce SME lending whilst private
credit may not step in. (Paragraph 103)

Although smaller and specialist lenders have become increasingly important
to the UK SME lending market, regulation continues to constrain their
capacity to lend to SMEs. We encourage the Government and the Bank
of England to explore what lessons might be learnt from the regulation of
community banking sectors in the US and Germany. (Paragraph 113)

Whilst the Committee welcomes the Financial Policy Committee’s
reduction in the appropriate benchmark for the system-wide level for capital
requirement, this does not substantively address long-standing concerns with
the disproportionate application of the UK’s capital and liquidity regulatory
regime. Modifying the regulatory constraints on smaller and specialist
lenders could help these lenders to grow and they in turn would be better
positioned to increase their SME lending. (Paragraph 114)

We welcome the Financial Policy Commuittee’s announcement that it will review
several aspects of the capital regime and hope that this can be completed rapidly.
The PRA should implement any changes in a way which maximises the amount of
bank capital which can be made available to support lending, including to SMEs.
The Prudential Regulation Authority should move quickly to implement its proposed
changes to the IRB approval process and risk weightings of assets. (Paragraph 115)

Financial stability

We did not receive conclusive evidence to determine that private markets
either do or do not represent a systemic risk. However, the growth of
private credit meets several of the tests of significance for the assessment
of systemic risk and therefore is systemically relevant, chiefly through the
extent of the sector’s interconnections with systemic parts of the financial
system—banking and life insurance. Further work is required to assess and
address (if necessary) the broader structural and system-wide vulnerabilities
presented by private markets. We welcome the Bank of England’s System
Wide Exploratory Scenario to develop this understanding (as detailed below).
(Paragraph 160)

The Bank of England must ensure that it has the appropriate information it
needs to fully understand the scale of, and the implications that arise from,
the interconnections between the banking system and private credit. The
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Bank of England must ensure its requests for information are proportionate
and avoid duplication, and that it seeks data from the banking system and
private credit market as necessary. The Government must ensure that the
Bank of England has the appropriate power to collect this information if
needed. (Paragraph 161)

Any response by the Government and the Bank of England to these
concerns, including the outcome of the System Wide Exploratory Scenario,
must ensure that such action does not inhibit the banking sector’s or private
credit’s ability to lend to the real economy. (Paragraph 162)

We welcome the Bank of England’s System Wide Exploratory Scenario. We
encourage the Bank to complete this exercise as a matter of urgency and to
determine whether private credit and private equity in the UK are systemic.
We also encourage the Bank to publish timely updates as appropriate; and to
share such updates with the Committee. (Paragraph 167)

The Committee recognises that the Bank of England is conducting its System Wide
Exploratory Scenario on a voluntary basis. The Government should keep the powers
available to the Bank of England under review, contingent on the outcome of the
System Wide Exploratory Scenario. (Paragraph 168)

As the Bank of England takes forward its work on the System Wide Exploratory
Scenario it should consider the following issues highlighted in this report:

@)  The different types of private credit funds and the lending practices of private
credit funds focussing on sub-investment grade lending;

(b)  The interconnections between private credit, private equity, and the banking
sector (including fund finance, private credit collateralised loan obligations,
significant risk transfers, and the secondary trading of private debt);

(©)  The mnterconnections between private credit and private equity and the
insurance sector—particularly the life insurance sectory

(d)  The interconnections between banks and private credit and equity through the
securitised lending market, including collateralised loan obligations, significant
risk transfers, and liquid credit;

(©)  The accuracy and reliability of private market valuations, and

()  The reliance by private market firms on third party credit ratings agencies,
and the accuracy of the ratings provided by said firms. (Paragraph 169)

Though the FCA’s multi-firm review of private market valuation practices
represents a welcome first step, the FCA should monitor the issues it
identified and complete its review on conflicts of interest at firms managing
private assets as soon as possible. The FCA must share its findings with the
Committee. (Paragraph 170)

Our previous report recommended that HM Treasury take greater
responsibility for setting the strategic direction to the regulators. During the
oral evidence session with the Committee, HM Treasury did not reassure us
that it has a firm grasp on the emerging issues related to private markets and
their potential impact on financial stability. (Paragraph 181)
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Whilst we recognise that the legislative framework has conferred a financial
stability objective on the Bank of England, HM Treasury has a responsibility
to maintain the UK’s financial stability, so that the risk that the taxpayer
serves as a backstop to the financial system is mitigated. In light of this, we
are concerned by what seemed like passivity on the part of HM Treasury.
(Paragraph 182)

The Government is responsible for setting the strategic agenda of financial
regulation. Delegation to independent regulators can never equate to an abdication
of responsibility. The Government retains this responsibility notwithstanding the
delegation of tasks to independent regulators. (Paragraph 183)

Recognising the importance of this responsibility, we ask that HM Treasury’s
response to this report includes: HM Treasury’s plan to support the Bank of
England in conducting its System Wide Exploratory Scenario; and details on what
the Department is doing proactively to meet its responsibility to maintain financial
stability, with respect to assessing and responding to potential risks emerging from
the private market sector. (Paragraph 184)
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APPENDIX 3: CALL FOR EVIDENCE

Inquiry into the growth of private markets in the UK following reforms
introduced after 2008

The Financial Services Regulation Committee, chaired by Lord Forsyth of
Drumlean, has launched an inquiry into the growth of private markets®> in the
UK following reforms introduced after 2008, in particular:

e Whether the regulatory capital and liquidity reforms introduced after 2008
have reduced banks’ ability or willingness to lend, pushing risk away from
the banking sector and towards private markets.

e How much visibility the Bank of England has on the size of these private
markets, their interconnections with the banking sector, and any potential
spillover risks.

When responding, the Committee requests that, where possible, respondents
provide verifiable data to inform their answers. The Committee is seeking evidence
on the following questions:

(D

2

3)

)

©)

(6)

(7)

Has banklending to the real economy in the UK reduced as a proportion
of the total volume of finance provided annually since 2008? If so, to
what extent can this change be attributed to the reforms to the UK’s
regulation of bank capital and liquidity requirements? To what extent
has any reduction led to an increase in finance by private markets?

What interconnections exist between the UK’s banking sector and
private markets? How have these interconnections changed since 2008,
and how do you expect them to continue to develop?

What are the implications of the growth in private markets, and
interconnections with the wider financial services sector, for lending to
the real economy and the UK’s financial stability?

How transparent are the valuations, price discovery mechanisms, and
structure of ownership of assets adopted by private markets? Does the
Bank of England have sufficient visibility in non-bank finance, and
what changes, if any, should be made to address this?

Are there systemic risks that the Bank of England should be aware of
regarding non-bank financial intermediation? If so, how can these risks
be mitigated?

How has demand for finance from businesses changed since 2008, and
how do you expect this will develop?

How has the regulation of bank capital and liquidity requirements
affected the ability and willingness of banks to provide lending to
the real economy? Are there disincentives in regulation that inhibit
businesses’ ability and willingness to access finance through banks?

355 Private markets are part of the non-bank sector. The term non-bank financial intermediation (NBFT)
is used by the UK’s regulators (the FCA, Bank of England/PRA) and internationally, such as by
the Financial Stability Board (FSB) to describe a diverse set of financial activities, entities, and
infrastructure, provided by non-bank institutions. See: Financial Stability Board, Non-Bank Financial
Intermediation, last updated December 2025
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(8) To what extent do private markets have a competitive advantage over
the banking sector to provide finance to businesses; if so, why? To what
extent are any competitive advantages regulatory in nature?

(9) What, if any, reforms to bank capital regulation could be implemented
to increase the risk appetite of the banking sector to provide lending to
the real economy?

(10) What can the UK learn from other jurisdictions, in particular the US
and the EU?

Closing date: 11.59pm on Thursday 18 September 2025
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