
 

Pathstone | 161 Washington Street, Suite 1500, Conshohocken, PA 19428 
 

 

 

 

 

June 29, 2026 

Market Commentary 
Why Credit Loss Assumptions Matter More Than Ever 
By Nora Pickens, CAIA, Managing Director 

 
 
We have written extensively about our decision to avoid traditional direct lending (private loans to non-investment-
grade companies) across our private debt platform. Direct lending and liquid high yield bonds have very similar 
credit risk factors. Both finance corporations whose ability to repay debt ultimately depend on cash flow from 
operations. As a result, many of the same drivers, including economic growth, earnings, and default cycles, 
determine long-term investment outcomes. By contrast, we've sought to diversify away from pure corporate credit 
risk by investing in strategies with different underlying risk factors, with the goal of creating a more resilient 
portfolio across market environments. 
 
In our view, the case for direct lending has become even less compelling as the credit spread between private and 
public credit has narrowed. Today, direct lending is yielding roughly 240 basis points more than liquid high yield 
bonds, roughly half of the 480 basis point average observed between 2010 and 2021.  Investors are still being 
compensated for illiquidity, but less than they were historically. 
 
The returns of any debt investment are primarily the result of two factors: yield and loss rate (i.e.- a 10% starting 
yield and 1% loss rate results in a 9% net return). As the yield premium has been compressed, future performance is 
increasingly dependent on one assumption: that private credit will continue to experience meaningfully lower credit 
losses than comparable public debt. 
Cliffwater's (a leading data provider for the direct lending market) long-term capital market assumptions illustrate 
this dynamic well. They forecast unlevered, net-of-fee returns of 6.9% for direct lending versus 6.1% for high-yield 
bonds over the next decade. At first glance, this suggests a modest advantage for the private market. However, that 
advantage is driven almost entirely by one assumption: that annual credit losses average just 0.5% in direct lending 
compared to 1.5% in the public high-yield market. 
 
As the table below illustrates, simply assuming equivalent loss rates causes the expected return advantage for 
direct lending to reverse. 
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In other words, investors today are no longer being compensated solely for accepting illiquidity. They are implicitly 
betting that private corporate loans will continue to produce structurally lower defaults and/or higher recoveries 
than comparable public credits. That may ultimately prove correct, but we believe it is a much more important 
assumption than many investors appreciate. 
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Pathstone is a registered investment adviser. Information about Pathstone is available via its Form ADV, Part 2A, which is available upon request or 
at www.adviserinfo.sec.gov. 
 
This commentary should not be considered a solicitation or offer to buy or sell any security, future, option, or other financial instrument or an offer to 
provide any investment advice or service to any person in any jurisdiction. Past performance is not a guarantee of future results. 
 
The information contained in this commentary has been obtained from sources that Pathstone believes to be reliable, but Pathstone does not represent or 
warrant that it is accurate or complete. The views in this commentary are those of Pathstone and are subject to change, and Pathstone has no obligation to 
update its opinions or the information in this commentary. While Pathstone has obtained information believed to be reliable, Pathstone, nor any of their 
respective officers, partners, or employees, accepts any liability whatsoever for any direct or consequential loss arising from any use of this commentary or 
its contents. Access disclosures and important information at https://pathstone.com/ 
 
The commentary may contain links to other websites, including links to other websites of companies that may provide related information, products, and 
services. Such external internet addresses contain information created, published, maintained, or otherwise posted by institutions or organizations 
independent of Pathstone. These links are solely for the convenience of visitors to the Weekly Commentary, and the inclusion of such links does not 
necessarily imply an affiliation, sponsorship, or endorsement. Pathstone does not endorse, approve, certify, or control these external internet addresses and 
does not guarantee or assume responsibility for the accuracy, completeness, efficacy, timeliness, or correct sequencing of information located at such 
addresses. Use of any information obtained from such addresses is voluntary, and reliance on it should only be undertaken after an independent review of 
its accuracy, completeness, efficacy, and timeliness. Reference therein to any specific commercial product, process or service by trade name, trademark, 
service mark, manufacturer, or otherwise does not constitute or imply endorsement, recommendation, or favoring by Pathstone. 
 

https://6yddqk9ab.cc.rs6.net/tn.jsp?f=001KzrP8wsnI2BvSopTOuRG2A9yd5g28DXlXcGkUXLayXocQHV1MMJLwav5MPkh4TbNhAueLNS8tFHZHaojL4Z1ircUr4XYLbmXYE4BD0CUf-08DsVPnOCH83mjyaU8P9FMtxunlATIYZy2eNo6LAFAxpWanKMr7zn-&c=xLCt8Vxf0dvYDuuWCookC11vefg5HcFLZkj6wejHu0cGyfmv-yImVQ==&ch=pJuackdDxxe5fv1l3MNDTJCgcB78J1Vcxm1QEcsn6Z3pASrl5o9MUQ==
https://6yddqk9ab.cc.rs6.net/tn.jsp?f=001KzrP8wsnI2BvSopTOuRG2A9yd5g28DXlXcGkUXLayXocQHV1MMJLwav5MPkh4TbNV1uw4Q0rnxPH6eFbPnDqLoIu-Cptf0cnPj5xFPjzQlsA6VoMWO7P292C-GX0aKtm6wwrApM2whveuy-aJQy4Sg==&c=xLCt8Vxf0dvYDuuWCookC11vefg5HcFLZkj6wejHu0cGyfmv-yImVQ==&ch=pJuackdDxxe5fv1l3MNDTJCgcB78J1Vcxm1QEcsn6Z3pASrl5o9MUQ==

