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Direct Lending Evolves into an Asset Class

Direct lending is a small but rapidly growing segment of the private debt market. Direct-
lending funds made up of senior secured loans are at the lower end of the private debt 
risk spectrum and appeal to investors with conservative risk appetites, such as tradi-
tional fixed-income investors. The relative newness of the strategy and the proliferation 
of managers entering the space create challenges in fund evaluation.

Investors are projected to funnel several trillion dollars 
of capital into new alternative strategies over the next 
decade, according to alternative asset data and intel-

ligence provider Preqin. Many of the dollars are expected 
to come from the traditional fixed-income market, where 
investors have been vexed by low yields and deteriorating 
bond market liquidity resulting from the impact of indus-
try reforms on dealer inventories. The search for yield has 
helped fuel growth in the closed-end private debt fund 
market in the years since the 2008 crisis. At the same 
time, industry regulations forcing banks to deleverage 
and increase capitalization have created opportunities in 
private debt for direct lending funds.

European direct-lending growth has been particularly 
robust. “In Europe, the banks have retreated from lending,” 
says Ryan Flanders, head of private debt products at Preqin. 
“Historically in Europe, around 90% of leveraged midmarket 
lending occurred via traditional bank relationships. Recently, 
we have seen nonbanking lending taking around 20%–30% 
of this market.” Growth in direct-lending funds has also 
occurred in the United States, where only about a quar-
ter of midmarket financing is supported by banks. What 
was once a niche strategy has grown in size to a significant 
amount of assets under management, prompting Preqin to 
begin coverage of private debt as a standalone asset class in 
2014. As investors allocate more and more assets to private 
lending, the newness of the strategy and the proliferation of 
managers entering the space create challenges in manager 
evaluation and benchmarking. Risks to the strategy have 
not yet fully emerged because most of the funds have not 
yet been through a full credit cycle.

“A NEW ASSET CLASS”
The private debt universe is extremely diverse. It consists 
of a broad spectrum of non-investment-grade risk-and-
return opportunities, including senior secured loans residing 
in the safest part of the capital structure, mezzanine debt, 
distressed debt, and unitranche debt (which comprises the 
entire capital structure). The most rapid growth has occurred 
in direct-lending funds that are made up of senior secured 
loans to midmarket companies. These direct loans can either 
be sponsored (loans that provide funding for private equity 
deals) or unsponsored (direct corporate loans). Mezzanine 
and distressed debt funds constitute the majority of existing 
private debt funds, but private debt investors have indi-
cated a marked preference for deploying future capital into 
direct-lending funds, which are at the lower end of the asset 
class risk spectrum. “Direct lending is more in line with the 
relatively conservative risk appetite of fixed-income inves-
tors, particularly in the senior secured part of the capital 
structure,” says Flanders. Income from senior secured debt 
is often backed by collateral or contractual obligations.

Private debt vehicles are structured in a manner similar 
to private equity funds, in that they are commingled funds 
with capital calls and lockups. Unlike private equity funds, 
however, private debt funds generally begin distributing 
quarterly income at inception and so have less of the so-
called J-curve that is characteristic of private equity. A typical 
direct-lending fund has an investment period ranging from 
two to four years and a lockup period of six to seven years. 
In contrast, the investment period for mezzanine funds, his-
torically the most common private debt fund, is generally 
as long as five years and the lockup period usually lasts ten 
years, terms that are closer to those of private equity funds. 
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Direct-lending funds are made up mostly of floating-
rate loans, which provide higher coupon interest than fixed-
rate loans and an inflation hedge when interest rates rise. 
Despite the interest from fixed-income investors, interest 
rate risk is less of a concern for direct-lending funds than 
it is for traditional fixed-income investments. “These are 
not actively traded portfolios. Duration risk is not a factor 
as it would be in a more liquid fixed-income portfolio,” 
says Flanders. 

Most private debt investors are domiciled in North 
America, where the direct-lending strategy is well estab-
lished; about a third are based in Europe. The majority of 
the lending activity itself takes place in North America and 
Western Europe, with a smaller percentage of private debt 
investments in the rest of the world. Investment preference 
is generally shown to countries with highly evolved legal 
and regulatory systems. The European market is essentially 
composed of a number of submarkets; each country has dif-
ferent laws, conventions, and risks. Some countries provide 
investors with more safeguards than others, which poses 
cross-border issues. “If any of the underlying paper becomes 
stressed, for example, how friendly is the domicile to the 
lender?” asks Flanders. “For example, the UK is a more 
lender-favorable environment as opposed to Spain or Italy.” 

Reflecting the diversity and complexity of the asset 
class, private debt investors source their allocations from 
various asset class risk buckets. Many investors allocate 
funds to private debt from their private equity bucket or 
their alternatives category. Increasingly, the funds are being 
viewed as part of a fixed-income allocation. A growing 
number of investors are creating an asset class allocation 
devoted solely to private debt. 

EMBRACING LIQUIDITY RISK
Since the Barclays Capital Aggregate Bond Index posted 
a –2.1% return in 2013, more fixed-income investors have 
been willing to step away from the public markets to gar-
ner significantly more income by placing a portion of their 
funds in private debt. “Forfeiting liquidity is a legitimate 
way to earn additional yield,” says Jim Fadel, CFA, senior 
research analyst at Marco Consulting Group, an inde-
pendent investment consulting firm. Fadel believes fixed-
income investors can be overly concerned about having 
liquidity. “What’s important is that the fixed-income port-
folio is a diversifier to equities and a source of income. But 
depending on an investor’s liquidity profile, fixed income 
doesn’t necessarily need to be a source of liquidity and 

hasn’t been providing the income investors need.” Investors 
who are able to accept the illiquidity of a direct-lending 
fund can earn several hundred more basis points than 
what they would receive in a traditional bond portfolio.

Opportunities in direct lending exist in small to 
mid-sized well-run companies that are passed over by the 
industry’s largest managers because of their size, accord-
ing to Fadel. Default rates can be very low for invest-
ments made by seasoned managers with deep expertise. 
“You’re getting paid for the liquidity premium more so 
than the risk of the company surviving,” he says. Default 
and recovery rates have tended to be below those of high-
yield bonds while expected returns have been higher. For 
unlevered direct-lending funds, targeted returns are gener-
ally in the high single digits; adding a modest amount of 
leverage can propel returns into the low teens. 

A DIFFERENT SKILL SET FOR DIRECT LENDING
Although investors may be drawn to direct lending as a 
fixed-income substitute, the expertise required for direct 
lending is quite different from what is required for tradi-
tional credit. The ability to source relationships and arrange 
deals is vital. Managers also need to know how to struc-
ture covenants, and although defaults are uncommon, it is 
critical that managers have been through some workouts. 
“Loans aren’t bonds,” says Fadel. “It’s a whole different skill 
set. Managers must be able to do workouts and to sit at the 
table and negotiate. Legal expertise is also very important.”

Mezzanine and distressed debt managers have 
existed for decades but only a relatively small group of 
managers have specialized in direct lending historically. 
In Europe, the direct-lending market is still in the early 
stages of development. For private debt fund manag-
ers established since 2008, direct lending is the most 
prevalent strategy. The opportunities presented by direct 
lending since the crisis have attracted a flood of new 
entrants, including managers whose expertise lies in 
other alternative fixed-income strategies, hedge fund 
managers transitioning to alternative credit, and large 
fixed-income managers entering the sector for the first 
time. Evaluating managers and funds is difficult because 
most managers lack long-term track records in the strat-
egy and few databases exist to aid in manager due dili-
gence. Some of the entrants also lack the necessary skills 
and expertise to manage direct-lending products. Having 
“boots on the ground” in the region of the investment is 
key, as is transparency of the funds themselves. 
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Siddique Haq, a private markets research consultant 
with independent consulting firm NEPC, prefers private 
debt managers with long-term track records, particularly 
those with investments prior to the financial crisis so that 
the manager can be evaluated through a full credit cycle. 
A manager’s direct-lending experience can frequently 
be found in multistrategy funds that incorporate direct 
lending along with opportunistic and mezzanine debt 
strategies. In such cases, Haq evaluates a manager’s suc-
cess in direct lending on a deal-by-deal basis. “In these 
cases,” he says, “we will have to piece together the direct-
lending track record of each investment in a senior loan 
that the manager has made in a multistrategy fund.”

Fees also have a large impact on performance because 
direct-lending funds depend primarily on income for 
performance. Historically, many private debt managers 
charged a 1.5% fee on committed capital and 20% car-
ried interest (a performance fee) once the fund earned 
at least an 8% hurdle rate. Those figures have changed 
over the years, and fees and structures can vary. “A lot of 
different fee structures exist; it is hard to make a gener-
alized statement on fees,” says Haq. “Fee structures are 
different for direct-lending funds. Management fees are 
often paid on invested capital rather than on committed 
capital, and direct-lending managers have lower man-
agement fees, incentive fees, and hurdles. For leveraged 
direct-lending funds, the trend is to have an incentive 
fee, whereas incentive fees may not be included in unle-
vered vehicles.” Fees have been trending lower over time. 
On average, a leveraged fund vehicle has a manager fee of 
1.25% and a performance fee of 15%. Unlevered product 
fees can range from 75 bps to 100 bps, with some as low 
as 60 bps. 

MEASURING SUCCESS
Benchmark choices and target rates of return vary depend-
ing on which risk bucket an investor allocates private debt 
funds from, the type of strategy and geographical region, 
the length of the fund’s lockup, and the degree of leverage 
assumed. Performance measurement is challenging, says 
Fadel, because no two strategies are exactly the same and 
almost every one of them uses a different benchmark. 
Moreover, several strategies may be combined into one 
fund. “It’s not at all a homogenous group of people and 
strategies,” Fadel notes. 

As with private equity funds, performance is measured 
as an internal rate of return (IRR), a money-weighted return 
instead of the time-weighted total return. A fund’s true 
return is unknown until it is exited. The loans themselves are 
internally valued; they are not traded in a secondary market. 
Passive investment options do not exist, so private debt is an 
absolute return strategy. Haq often compares direct-lending 
funds with the Credit Suisse Leveraged Loan Index. On a 
relative basis, a fund’s IRR can be compared with returns 
for other investments with similar lockup periods. A tar-
get rate of return is the most common type of benchmark. 
Unlevered senior loan funds typically have absolute return 
targets in the mid- to high single digits. Unlevered mez-
zanine fund return targets may range from 8% to 12%. 
Leverage generally propels the expected IRR into the low 
to mid-teens. 

Investors must also weigh expected returns in light of 
the length of the fund’s lockup period. One reason short 
direct-lending vehicles have been in demand is because 
mezzanine fund lockups are often as long as private equity 
lockups but with lower expected returns and risk. Inves-
tors must consider whether a fund’s yield is enough to 
compensate for the length of the lockup period. 

CONCLUSION
Since prior to the 2008 crisis, credit metrics have vastly 
improved;  leverage ratios and default rates are low, and 
loan terms are more stringent. Most direct-lending funds 
were established during the favorable credit period after 
the crisis. “Compared to the high-yield market, recov-
ery rates tend to be higher and default rates tend to be 
lower,” says Flanders of the private debt asset class. “But 
the data history for direct-lending funds is limited, and 
the market has yet to go through a full market cycle.” 
How the more levered deals will fare during periods of 
weak economic growth remains to be seen, as does the 
evolution of industry standards. “With nonbank lending 
being a less regulated market, the underwriting standards 
could become less stringent and a credit event down the 
road could cause issues,” says Flanders. 

In addition, direct-lending funds are not immune 
from risks found in their more traditional fixed-income 
counterparts, such as price risk. “We have seen pricing 
pressure lately, but there are still relatively attractive oppor-
tunities available in certain segments,” says Haq. New 
risks, too, are likely to emerge for the relatively young 
direct-lending funds. 
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For fixed-income investors, the downside protec-
tion provided by senior secured debt can be an attractive 
complement to conventional bonds offering low yields 
and limited liquidity. Mezzanine and distressed debt will 
continue to make up a substantial portion of private equity 
financing, but growth in direct lending is projected to 
outpace its riskier counterparts as an attractive alterna-
tive investment for investors seeking high income with 
an emphasis on downside risk protection. “If we forfeit 
liquidity, what we are really looking for is yield,” says Fadel. 
“Alpha in fixed income is an overused term. Tradition-
ally, you lend at par and you want to get par back. In 
the interim, you collect a nice coupon. That’s what fixed 
income is supposed to be, at least.”
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