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ACADIAN ASSET MANAGEMENT

 •  Private credit strategies have seen a surge in popularity since the Global Financial Crisis (GFC).

 • The growth in assets has been warranted, but the current environment poses multiple headwinds – some of which are less 
present in the public credit space.

 • While we advocate for a private credit allocation, we stress the need for independent due diligence and call attention to a few 
common misunderstandings of the asset class.

Over the past decade, private credit offerings delivered on 
higher return expectations as investors reached for yield in a 
low-interest-rate environment. However, the appeal of this asset 
class, both in absolute terms and relative to public corporate 
credit, has diminished in today’s environment. The obligations 
that underly most private credit investments tend to be floating 
rate debt, issued by companies that are often riskier (smaller 
and more highly levered) than firms that issue bonds in public 
markets. Today’s higher yields and an uncertain economic 
environment are calling into question whether these borrowers 
can service the higher debt costs with potentially slowing profits. 

In this note we appraise the current outlook for private credit, 
focusing on aspects of the asset class that are misunderstood or 
underappreciated by many market participants. After correcting 
for distortions in reported returns and risk, we provide evidence 
that private credit investments do not earn superior risk-adjusted 
performance compared to other asset classes. Moreover, we call 
into question the conventional wisdom that private credit’s 

outperformance is due solely to an illiquidity premium. 
As a result, although private credit, with assets over a trillion 

dollars, warrants an allocation from many asset owners due to its 
economic significance, we would caution investors not to charge 
blindly forward. Independent and critical due diligence on private 
investments is essential.

Private Credit Performance – Only as 
Meaningful as the Inputs
At first glance, returns to private credit, as proxied for by direct 
lending, would seem a panacea for allocators. When compared 
to traditional asset classes, such as stocks and bonds, direct 
lending has realized both the highest return and the lowest 
volatility, which together translate into apparently far superior 
risk-adjusted returns. (Figure 1) In fact, based on reported 
performance, a simple mean variance optimization would 
allocate close to 100% to private credit. 
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That is a suspicious result, however. Instead of 
demonstrating the superiority of private credit investments, it 
suggests that the reported returns and volatility of private 
credit should be modified in two ways to allow for meaningful 
comparisons with other asset classes.

First, common direct lending indexes should be adjusted 
for management fees. While evaluating all asset classes gross 
of fees might appear like an apples-to-apples comparison, the 
fees in private credit are much higher, often in the 3-4% range 
versus 0.5% for public market assets. Hence, a gross-of-fee 
comparison does not represent what investors take home on 
an equal footing.1  

Second, while volatility can be a valuable metric of risk, 
when private market reported returns are used in its 
calculation, it is almost meaningless. That’s because private 

credit assets are illiquid, almost never trading. They are marked 
to market at most quarterly, and the quality of those marks is 
questionable in the absence of traded prices of similar assets. 
This infrequent mark-to-model (discretionary) pricing 
significantly dampens volatility relative to the economic reality, 
which inflates Sharpe Ratios.

Figure 1 provides a performance comparison that adjusts 
for these biases. We conservatively reduce direct lending index 
returns by average management fees (in excess of assumed 
fees for other asset classes, 0.5%) and increase volatility so 
that it is in-line with bank loans, which are also floating rate 
loans that bear similar credit risk but are actively traded and 
thus marked to market.2 After making these adjustments, we 
see the risk-adjusted return for direct lending move from the 
“unicorn zone” to be in line with other asset classes. 

Figure 1: Risk-Adjusted Performance: A Cross-Asset Comparison 

Source: Bloomberg, MSCI, ICE. Data is from September 2004 to June 2023. MSCI Copyright MSCI 2023. All Rights Reserved. Unpublished. PROPRIETARY TO MSCI. This is meant to be 
an educational illustrative exhibit and is not intended to represent investment returns generated by actual portfolios. Hypothetical results do not represent actual trading or an actual 
account or reflect transaction costs or advisory fees. Hypothetical results are not indicative of actual future results. Every investment program has an opportunity for loss as well as 
profit. 

1   Management fees and administrative expenses for direct lending private funds average 3.94% of net assets. Source: Cliffwater LLC. “Ciiffwater 2023 Study on 
Private Fund Fees & Expenses for Direct Lending,” Cliffwater.com, April 19, 2023. 

2  Estimating volatility using prices of public business development companies, which hold loan portfolios, yields similar results. 
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The Illusory Liquidity Premium 
Many investors who allocate to private credit do so in 
the hope of realizing a liquidity premium. Yet while it is 
true that private credit markets have offered additional 
yield above their public counterparts, several pieces 
of evidence point to higher credit risk, not a liquidity 
premium, as the major driver of these higher yields. S&P 
Global Ratings provides credit estimates on $400 billion 
of unrated private debt held in middle-market CLOs. Per 
their analysis, 78% of these issuers would be rated B- and 
13% CCC – this is meaningfully lower credit quality than 
the public high yield space which has roughly 50% BB 
rated bonds plus an additional 30% B+ and B rated on a 
market value basis.3 Furthermore, as interest in private 
credit has increased the spread between private and 
public markets has collapsed in recent years, as shown 
in the stacked bar chart in Figure 2. The yield differential 
between direct lending and bank loans (shown in light 
blue) is 2.5% today after averaging 5.2% since 2004. 
This suggests that any preexisting liquidity premium has 
shrunk markedly.  Even more directly, however, we are 
unaware of any reliable analysis that links higher yields 
or returns on private credit solely to liquidity. Moreover, 
in an analysis of the public high yield market, where data 
is readily available, we find no evidence of a premium 
on less liquid bonds after controlling for credit risk.4 In 
summary, we would caution investors against blindly 
accepting assertions of a private credit liquidity premium. 

A Hedge against Rising Interest Rates 
– Until it Isn’t 

Interest payments on floating rate debt typically increase 
with a specified reference rate, most commonly the Secured 
Overnight Funding Rate (SOFR). Lenders receive higher coupon 
payments as interest rates increase, leading many investors to 
assume that floating rate offerings, such as direct lending, 
provide a hedge against rising rates. This assumption is only 
true, however, if borrowers can continue servicing their higher 
debt costs. 

It is difficult to determine how a young asset class such as 
direct lending will weather a higher-for-longer interest rate 
environment. The Cliffwater Direct Lending Index incepted only 
eight years ago, and even with backfilled data since 2004, it 
does not cover regimes of meaningful monetary tightening. As a 
result, we view performance from this period as offering little 
value in predicting how direct lending will fare in the current 
environment where the dramatic rise in rates has meaningfully 
increased interest expenses on direct lending and bank loans. 
Since the Fed began its hiking cycle in March 2022, the average 
coupon payment for private debt issuers increased from roughly 
7% to over 12%. In contrast, issuers with bond-only capital 
structures saw their coupon payment rise by roughly 50bps.5  

Instead, we believe that private credit investors should be 
wary of companies’ debt servicing ability in direct lending 
markets given the lower quality and highly levered nature of 
many borrowers. Moreover, the inflationary pressures that have 
been a major driver of rising rates warrant further caution, since 
they tend to compress operating margins.

Figure 2: Direct Lending Excess Yield Versus Bank Loans

Period ending June 30, 2023. Source: Cliffwater. Yield to maturity is used for Bank Loans, Morningstar Leveraged Loan 100 Index. 3-Year Takeout is used for Direct Lending, CDLI.  
For illustrative purposes only. 

3  Sources: ICE, S&P Global. "Scenario Analysis: Testing Private Debt’s Resilience through the Credit Estimate Lens,” spglobal.com, November 2023.
4 See Scott Richardson and Diogo Palhares, “(Il)liquidity Premium in Credit Markets: A Myth?”, The Journal of Fixed Income 28, no. 3 (2019): 5-23. 
5 Global Credit Monitor, Goldman Sachs, September 22, 2023. 
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Conclusion
Credit has an evergreen appeal and deserves inclusion 
in investor portfolios.6 Private credit markets warrant a 
portion of this allocation, given that they are of similar 
size to the high yield corporate bond market. (Figure 3) 
We are concerned, however, that some asset owners are 
overweighting private credit investments on the basis of 
reported performance that masks fees and volatility, a 

widespread misconception that private credit delivers a 
meaningful illiquidity premium, and neglect of pressures on 
companies’ ability to service rising interest burdens. As such, 
we would encourage asset owners to review the balance 
of their private and public credit allocations, and to conduct 
independent and critical due diligence on direct lending 
investments.

6  See Current Opportunities in Public Credit Markets, Acadian, October 2023. 

Overview of the U.S. Corporate Debt Market 
Companies have two main avenues for debt financing: they can issue a bond or take out a loan. Bonds typically have a fixed-rate 
coupon, while loans tend to be floating rate. Borrowing can be done privately, through one or more lenders (direct or broadly 
syndicated), or in public markets, which offer secondary trading. 

Figure 3 provides a high-level overview of the $13.5 trillion U.S. Corporate debt market. Public bonds make up the majority, 55% 
from investment grade companies and another 9% from high yield. The loan market, in total, accounts for $4.9 trillion and is broken 
up into broadly syndicated loans, bank commercial and industrial loans, and private debt. Within the private debt market, direct 
lending represents a sizeable portion alongside distressed lending and venture funding, among other sources. Depending on 
their financing needs, health, and underlying corporate structure, companies may tap into multiple segments of the corporate debt 
market or be limited to a particular slice.

Figure 3: The U.S. Corporate Debt Market

As of December 31, 2022. Source: ICE, Morningstar, Goldman Sachs, S&P Global Market Intelligence. 

Private debt markets have grown substantially since 2010, from $200 billion to $1.1 trillion. Due to regulatory changes after the GFC, 
many banks reduced the amount of loans made to smaller and lower quality corporations. While private lending firms had been 
active prior to the GFC, they identified this financing gap as an opportunity for investor capital.  

Unlike bonds and broadly syndicated bank loans which have an active secondary market, direct loans are privately originated 
and are not publicly traded. Prices are set quarterly using managers’ valuation models and audited by external parties yearly. 
Companies borrowing in this sector typically are not rated by major agencies. To gain access, investors deploy capital via private 
funds or closed-end business development companies, which may be publicly traded. In the former, investor capital will be locked 
up for an extended period (e.g., 5-10 years). Leverage is typically employed to enhance fund returns.  
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GENERAL LEGAL DISCLAIMER
These materials provided herein may contain material, non-public 
information within the meaning of the United States Federal Securities 
Laws with respect to Acadian Asset Management LLC, BrightSphere 
Investment Group Inc. and/or their respective subsidiaries and affiliated 
entities.  The recipient of these materials agrees that it will not use 
any confidential information that may be contained herein to execute or 
recommend transactions in securities.  The recipient further acknowledges 
that it is aware that United States Federal and State securities laws 
prohibit any person or entity who has material, non-public information 
about a publicly-traded company from purchasing or selling securities of 
such company, or from communicating such information to any other person 
or entity under circumstances in which it is reasonably foreseeable that 
such person or entity is likely to sell or purchase such securities.

Acadian provides this material as a general overview of the firm, our 
processes and our investment capabilities. It has been provided for 
informational purposes only. It does not constitute or form part of any offer 
to issue or sell, or any solicitation of any offer to subscribe or to purchase, 
shares, units or other interests in investments that may be referred to 
herein and must not be construed as investment or financial product advice. 
Acadian has not considered any reader’s financial situation, objective or 
needs in providing the relevant information. 

The value of investments may fall as well as rise and you may not get back 
your original investment. Past performance is not necessarily a guide to 
future performance or returns. Acadian has taken all reasonable care to 
ensure that the information contained in this material is accurate at the 
time of its distribution, no representation or warranty, express or implied, is 
made as to the accuracy, reliability or completeness of such information.

This material contains privileged and confidential information and is 
intended only for the recipient/s. Any distribution, reproduction or other use 
of this presentation by recipients is strictly prohibited. If you are not the 
intended recipient and this presentation has been sent or passed on to you 
in error, please contact us immediately. Confidentiality and privilege are not 
lost by this presentation having been sent or passed on to you in error.

Acadian’s quantitative investment process is supported by extensive 
proprietary computer code. Acadian’s researchers, software developers, 
and IT teams follow a structured design, development, testing, change 
control, and review processes during the development of its systems 
and the implementation within our investment process. These controls 
and their effectiveness are subject to regular internal reviews, at least 

annual independent review by our SOC1 auditor. However, despite these 
extensive controls it is possible that errors may occur in coding and within 
the investment process, as is the case with any complex software or 
data-driven model, and no guarantee or warranty can be provided that 
any quantitative investment model is completely free of errors. Any such 
errors could have a negative impact on investment results. We have in 
place control systems and processes which are intended to identify in a 
timely manner any such errors which would have a material impact on the 
investment process.

Acadian Asset Management LLC has wholly owned affiliates located in 
London, Singapore, and Sydney. Pursuant to the terms of service level 
agreements with each affiliate, employees of Acadian Asset Management 
LLC may provide certain services on behalf of each affiliate and employees 
of each affiliate may provide certain administrative services, including 
marketing and client service, on behalf of Acadian Asset Management LLC.

Acadian Asset Management LLC is registered as an investment adviser 
with the U.S. Securities and Exchange Commission. Registration of an 
investment adviser does not imply any level of skill or training. 

Acadian Asset Management (Singapore) Pte Ltd, (Registration Number: 
199902125D) is licensed by the Monetary Authority of Singapore. It is also 
registered as an investment adviser with the U.S. Securities and Exchange 
Commission. 

Acadian Asset Management (Australia) Limited (ABN 41 114 200 127) is 
the holder of Australian financial services license number 291872 (“AFSL”). 
It is also registered as an investment adviser with the U.S. Securities 
and Exchange Commission. Under the terms of its AFSL, Acadian Asset 
Management (Australia) Limited is limited to providing the financial 
services under its license to wholesale clients only. This marketing material 
is not to be provided to retail clients. 

Acadian Asset Management (UK) Limited is authorized and regulated by 
the Financial Conduct Authority (‘the FCA’) and is a limited liability company 
incorporated in England and Wales with company number 05644066. 
Acadian Asset Management (UK) Limited will only make this material 
available to Professional Clients and Eligible Counterparties as defined 
by the FCA under the Markets in Financial Instruments Directive, or to 
Qualified Investors in Switzerland as defined in the Collective Investment 
Schemes Act, as applicable.
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