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The surge in interest rates over the past two years 
has brought renewed attention to credit markets. 
Within private credit, interest in direct lending has 
increased significantly owing to its floating rate 
coupons, relatively low volatility, and track record for 
attractive risk-adjusted returns.  
As a result, some posit the traditional allocations to public equity and fixed 
income may be outdated; a greater allocation to direct lending may be 
warranted. Doing so could increase portfolio returns without materially 
upsetting the portfolio’s risk profile. 
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Historically, direct lending has generated equity-like returns, 
equivalent to an annualized total return of approximately 9.4% 
(Figure 1). 

Sources: Bloomberg and Cliffwater, as of September 2023.  
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FIGURE 1: �HISTORICAL ANNUALIZED TOTAL RETURNS 
(2005–2023) 

Sources: Bloomberg and Cliffwater, as of September 2023. 

Historically, direct lending 
has provided investors with 
equity-like returns while 
experiencing drawdowns 
similar to IG bonds. The low 
duration of direct lending 
loans has also resulted in 
lower interest rate–induced 
volatility relative to IG bonds.

Equities (read: the S&P 500) by comparison delivered an 
annualized return of 9.5%. The difference is even more 
pronounced when focusing on fixed-income markets. 

The axiom “higher risk, higher rewards” would lead some to 
believe that direct lending’s superior return potential comes 
with great risk. While liquidity and credit risks remain, direct 
lending experienced drawdowns similar to investment-grade 
(IG) bonds in times of financial stress.

In 2022, the low duration risk of direct lending protected the 
asset class from the sharp markdowns that occurred in the IG 
market. Going forward, this low interest rate risk should keep 
the asset class volatility down.

Looking at the current risk compensation offered by each 
asset class above the 10-year Treasury yield (i.e., the equity 
risk premium), direct lending compares favorably by offering 
a spread of nearly 450 bps above the risk-free asset, adjusted 
for losses and fees.
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In contrast, equity has been compensating investors less 
and less for the risk they onboard. Currently, the equity 
risk premium—defined as the earnings yield minus the 10Y 
Treasury yield—is just 56 bps.

Comparing the long-term expected annualized returns from 
unlevered and levered direct lending funds with US equities 
and IG bonds, direct lending once more distinguishes itself by 
having the most promise, per Amundi and Cliffwater.    

Even unlevered direct lending is expected to deliver returns 
higher than the ones in the equity market with significantly 
lower risk of drawdowns and volatility. 

A moderate leverage ratio (e.g., 1:1) can enhance returns 
for direct lending. Net of fees, a levered direct lending fund 
has the potential to generate double-digit returns—optimal 
for investors looking for higher returns without necessarily 
onboarding risks akin to the ones seen in the equity market.  

With interest rates likely staying higher than in the previous 
decade, direct lending is expected to continue to offer 
attractive risk-adjusted returns. Owing to the low risk 
compensation provided by the equity markets, it does 
not seem sensible to rely on equities for outsize returns, 
particularly when direct lending promises potentially higher 
returns while experiencing lower drawdowns. Similarly, direct 
lending compares favorably with fixed-income securities 
thanks to its floating rate loans, which shield it from sharp 
revaluation due to interest rates’ moves. 

FIGURE 4: �LONG-TERM RETURN EXPECTATIONS

Sources: Amundi Asset Management 3Q23, Cliffwater Allocation Report 
2024, StepStone estimate. 

Assets Range

US equities 6.6–7.2%

IG bonds 5.2–5.4%

Unlevered direct lending 7.5–8.5%

Levered direct lending 9.5–10.5%

Sources: Bloomberg & Refinitiv LPC, as of September 2023.

100

200

300

400

500

S&P 500 IG bonds Direct lending

Sp
re

ad
 (b

ps
)

4Q19 4Q20 4Q21 4Q22 3Q23

56

147

446

FIGURE 3: �SPREAD OVER 10-YEAR TREASURY YIELD

Current risk compensation 
for direct lending is superior 
to the risk compensation for 
equities and IG bonds.

If rates were to fall sharply, the yield offered by traditional fixed 
income securities would plummet. But because direct lending 
employs an interest floor, it can provide downside protection. 
Regardless of the interest rate regime, we believe direct 
lending is the most sensible choice. 

As one of the largest allocators in private markets, our firm is 
ideally placed to offer solutions for institutional and private 
investors looking to expand their allocations to direct lending 
through our offering of levered and unlevered products,  
which are able to cater to the increasing specific needs of 
today’s investors.  
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This document is for informational purposes and is meant only to provide a broad overview for discussion purposes. This document does not constitute 
an offer to sell, a solicitation to buy, or a recommendation for any security, or as an offer to provide advisory or other services by StepStone Group 
LP, StepStone Group Real Assets LP, StepStone Group Real Estate LP, StepStone Group Private Wealth LLC, Swiss Capital Alternative Investments 
AG, StepStone Group Europe Alternative Investments Limited and StepStone Group Private Debt LLC, their subsidiaries or affiliates (collectively, 
“StepStone”) in any jurisdiction in which such offer, solicitation, purchase or sale would be unlawful under the securities laws of such jurisdiction. The 
presentation is being made based on the understanding that each recipient has sufficient knowledge and experience to evaluate the merits and risks of 
investing in private market products. Information contained in this document should not be construed as financial or investment advice on any subject 
matter. StepStone expressly disclaims all liability in respect to actions taken based on any or all of the information in this document. This document is 
confidential and solely for the use of StepStone and the existing and potential investors or clients of StepStone to whom it has been delivered, where 
permitted. By accepting delivery of this presentation, each recipient undertakes not to reproduce or distribute this presentation in whole or in part, nor 
to disclose any of its contents (except to its professional advisors), without the prior written consent of StepStone. 

Expressions of opinion are intended solely as general market commentary and do not constitute investment advice or a guarantee of returns.  All 
expressions of opinion are as of the date of this document, are subject to change without notice and may differ from views held by other businesses  
of StepStone.

Some information used in the presentation has been obtained from third parties through various published and unpublished sources considered to be 
reliable. StepStone does not guarantee its accuracy or completeness and accepts no liability for any direct or consequential losses arising from its use.  
Thus, all such information is subject to independent verification by prospective investors. 

All information provided herein is subject to change.

All valuations are based on current values calculated in accordance with StepStone’s Valuation Policies and may include both realized and unrealized 
investments. Due to the inherent uncertainty of valuation, the stated value may differ materially from the value that would have been used had a ready 
market existed for the portfolio investments or a different methodology had been used. The long-term value of these investments may be lesser or 
greater than the valuations provided.

StepStone Group LP, its affiliates and employees are not in the business of providing tax, legal or accounting advice. Any tax-related statements 
contained in these materials are provided for illustration purposes only and cannot be relied upon for the purpose of avoiding tax penalties. Any 
taxpayer should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor.

Prospective investors should inform themselves and take appropriate advice as to any applicable legal requirements and any applicable taxation and 
exchange control regulations in the countries of their citizenship, residence or domicile which might be relevant to the subscription, purchase, holding, 
exchange, redemption or disposal of any investments.  Each prospective investor is urged to discuss any prospective investment with its legal, tax and 
regulatory advisors in order to make an independent determination of the suitability and consequences of such an investment.

An investment involves a number of risks and there are conflicts of interest. Please refer to the risks and conflicts disclosed herein or in relevant 
disclosure documents associated with potential investments.

Each of StepStone Group LP, StepStone Group Real Assets LP, StepStone Group Real Estate LP, StepStone Group Private Wealth LLC and StepStone 
Group Private Debt LLC is an investment adviser registered with the Securities and Exchange Commission (“SEC”).  StepStone Group Europe LLP is 
authorized and regulated by the Financial Conduct Authority, firm reference number 551580. StepStone Group Europe Alternative Investments Limited 
(“SGEAIL”) is an investment adviser registered with the SEC and an Alternative Investment Fund Manager authorized by the Central Bank of Ireland 
and Swiss Capital Alternative Investments AG (“SCAI”) is an SEC Exempt Reporting Adviser and is licensed in Switzerland as an Asset Manager for 
Collective Investment Schemes by the Swiss Financial Markets Authority FINMA. Such registrations do not imply a certain level of skill or training and 
no inference to the contrary should be made.

In relation to Switzerland only, this document may qualify as “advertising” in terms of Art. 68 of the Swiss Financial Services Act (FinSA). To the extent 
that financial instruments mentioned herein are offered to investors by SCAI, the prospectus/offering document and key information document (if 
applicable) of such financial instrument(s) can be obtained free of charge from SCAI or from the GP or investment manager of the relevant collective 
investment scheme(s). Further information about SCAI is available in the SCAI Information Booklet which is available from SCAI free of charge.

All data is as of October 2023 unless otherwise noted.

PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS.  ACTUAL PERFORMANCE MAY VARY.



For more information regarding  
StepStone’s research, please contact us  
at research@stepstonegroup.com. stepstonegroup.com

We are global private markets specialists 
delivering tailored investment solutions, 
advisory services, and impactful, data- 
driven insights to the world’s investors.
Leveraging the power of our platform and 
our peerless intelligence across sectors, 
strategies, and geographies, we help 
identify the advantages and the answers  
our clients need to succeed.
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