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ABSTRACT

Private credit markets have grown substantially as institutional investors seek diversification and stable yields
beyond traditional fixed-income assets. A defining feature of these markets is illiquidity: investors are locked into
long-term commitments without the option of daily trading, unlike in public debt markets. This structural rigidity
creates an illiquidity premium, a return uplift designed to compensate investors for reduced flexibility and
heightened uncertainty. Under normal conditions, this premium functions as a rational market mechanism,
rewarding patient capital for absorbing liquidity risk. In environments where central banks pursue neutral interest
rate policies neither stimulative nor restrictive the valuation of such premiums becomes more complex. The
absence of mark-to-market opportunities, typically used to gauge real-time shifts in asset values, limits
transparency and complicates performance assessment. Investors must rely on cash flow predictability, covenant
structures, and borrower fundamentals rather than observable pricing benchmarks. This introduces questions about
whether the illiquidity premium sufficiently offsets the risks of opacity and delayed repricing, especially when
credit cycles turn. This article examines the economic rationale of the illiquidity premium in private credit under
neutral interest rate settings, highlighting both its compensatory role and limitations. It analyzes how investors
balance yield enhancement with governance structures, risk controls, and strategic portfolio design to mitigate
downside exposure. The findings suggest that while illiquidity premiums offer meaningful rewards, their adequacy
is contingent on broader macroeconomic stability, sectoral resilience, and investor sophistication in due diligence.
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1. INTRODUCTION
1.1 Background and Context
Private credit markets have experienced remarkable growth over the past two decades, evolving from a relatively
niche asset class into a mainstream component of institutional portfolios. Driven by regulatory changes,
particularly post-2008 restrictions on traditional bank lending, non-bank lenders and asset managers have stepped
into the void to provide financing for middle-market firms and specialized borrowers [1]. As a result, private credit
has emerged as one of the fastest-growing segments of alternative investments, with assets under management
surpassing trillions globally [2].
This expansion is closely tied to the persistence of neutral or low interest rate environments in advanced
economies. Following years of accommodative monetary policy, investors have increasingly sought opportunities
that offer attractive yields without excessive credit deterioration [3]. In this context, private credit has provided
an appealing option, offering enhanced returns relative to public fixed-income markets while catering to the yield
needs of pension funds, insurers, and sovereign wealth funds [4].
Central to this discussion is the concept of the illiquidity premium the additional return investors demand for
holding assets that cannot be easily traded. Historically, illiquidity premiums have been documented in private
equity, real estate, and credit markets as compensation for locking capital into long-term positions [5]. While
investors accept limited liquidity in exchange for higher returns, the persistence and stability of such premiums
have been debated across economic cycles [6].
Thus, private credit’s growth reflects both structural changes in financial intermediation and broader
macroeconomic conditions, situating it as a focal point for understanding long-term portfolio resilience.
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1.2 Research Problem and Rationale

Despite its attractiveness, private credit presents several puzzles that remain underexplored. One such puzzle is
its consistent outperformance relative to traded fixed-income securities, even after adjusting for traditional credit
risk measures [7]. This raises questions about whether the observed premium reflects genuine compensation for
illiquidity or whether it stems from reporting practices and valuation opacity.

A distinctive feature of private credit is the absence of daily mark-to-market valuations. Unlike publicly traded
bonds, which are continuously repriced in liquid markets, private credit valuations rely on periodic appraisals,
internal models, or third-party benchmarks. This practice smooths reported returns, producing artificially low
volatility and higher Sharpe ratios than might otherwise be observed [8]. While this offers apparent stability, it
complicates accurate measurement of risk and return dynamics.

For institutional investors with long horizons, such as pension funds and insurers, this issue is particularly critical.
On one hand, stable return streams support liability-driven investment strategies; on the other, the opacity
introduces hidden risks, especially under stress scenarios. Understanding whether the illiquidity premium truly
compensates for the lack of mark-to-market opportunities therefore has direct implications for asset allocation,
regulatory oversight, and portfolio resilience across economic cycles.

1.3 Structure of the Article

This article is structured to provide a comprehensive exploration of how the illiquidity premium in private credit
operates within neutral interest rate environments. Section 2 develops the conceptual and theoretical foundations,
reviewing asset pricing frameworks, the role of neutral rates, and valuation opacity. Section 3 examines the
structure of private credit markets, including instruments, investors, and valuation practices, supported by Figure
1 and Table 1. Section 4 presents empirical evidence on illiquidity premiums, including historical spread
differentials (Figure 2) and a synthesis of methodological challenges (Table 2). Section 5 explores risk-return
interactions, analyzing portfolio implications, behavioral drivers, and long-term trade-offs, illustrated in Figure 3.
Section 6 shifts to policy debates, with Figure 4 contrasting regulatory frameworks. Section 7 synthesizes insights
for literature and practice, while Section 8 concludes with broader implications.

Through this roadmap, the article integrates theory, empirical evidence, and regulatory considerations to address
the central question of whether illiquidity premiums genuinely compensate for valuation opacity.

2. CONCEPTUAL AND THEORETICAL FOUNDATIONS
2.1 The Illiquidity Premium in Asset Pricing Models
The concept of an illiquidity premium originates in extensions of classical asset pricing models, particularly
adaptations of the Capital Asset Pricing Model (CAPM). Traditional CAPM assumes that markets are frictionless
and that investors can buy or sell securities without significant costs or delays. However, empirical studies have
demonstrated that liquidity—or the lack thereof—plays a pivotal role in pricing financial assets [6]. To account
for this, liquidity-adjusted CAPM frameworks have been developed, introducing liquidity risk as an additional
systematic factor alongside market risk.
Liquidity risk refers to the possibility that an asset’s price will change due to variations in trading costs or market
depth. Illiquidity compensation, by contrast, is the return premium investors demand for holding assets that cannot
be easily liquidated. The distinction is important: liquidity risk is dynamic and time-varying, while illiquidity
compensation is structural and linked to an asset’s inherent trading constraints [7]. Private credit, given its closed-
end structures and limited secondary markets, falls into the latter category.
The theoretical debate continues on whether observed excess returns in private credit truly represent compensation
for illiquidity or instead reflect hidden risks not captured by conventional models. Some scholars argue that
smoother returns artificially inflate risk-adjusted performance metrics, obscuring underlying volatility [8]. Others
counter that the illiquidity premium is a rational outcome of investors willingly locking capital for higher returns,
similar to private equity [9]. Thus, the illiquidity premium remains a contested but central construct in
understanding private market dynamics.
2.2 Neutral Interest Rate Environments
A second pillar in analyzing private credit performance is the concept of the neutral interest rate (commonly
denoted as r). In monetary economics, the neutral rate represents the real interest rate consistent with full
employment and stable inflation. It is neither expansionary nor contractionary, serving as a benchmark for
monetary policy stance [10].
Following the 2008 global financial crisis, evidence across advanced economies pointed to a structural decline in
neutral rates. Factors such as aging demographics, global savings gluts, and lower productivity growth contributed
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to a prolonged environment of historically low rates [11]. Central banks in the U.S., Europe, and Japan relied on
accommodative policies, including quantitative easing, which compressed yields in traditional fixed-income
markets.

This decline in neutral rates created strong incentives for institutional investors to seek alternative assets capable
of generating higher returns. Private credit became particularly attractive, not only because of its relatively
elevated yields but also because of its perceived insulation from daily market fluctuations [12]. By offering
predictable cash flows and contractual repayment structures, private credit fit neatly into liability-driven
investment strategies of pension funds and insurers.

However, the very conditions that made private credit appealing also raise questions about sustainability. If neutral
rates were to rise, the relative advantage of private credit might diminish, exposing vulnerabilities in valuation
practices and investor expectations [13]. Therefore, situating private credit within the broader context of neutral
rate dynamics is critical for assessing its long-term role in institutional portfolios.

2.3 Absence of Mark-to-Market Valuation

Perhaps the most distinctive feature of private credit, compared to public fixed-income markets, is the absence of
mark-to-market valuation. Public bonds are continuously priced through observable transactions, providing
transparency on volatility, credit spreads, and liquidity conditions. In contrast, private credit assets are typically
valued quarterly or semi-annually, using internal models, appraisals, or third-party benchmarks [6].

This valuation opacity has profound implications. Reported return streams for private credit funds often display
lower volatility and higher Sharpe ratios than equivalent public debt instruments. However, much of this stability
is “phantom” in nature, reflecting the smoothing effect of infrequent pricing rather than genuine insulation from
market risk [7]. Investors may therefore perceive portfolios as more stable than they truly are, particularly during
systemic stress events when correlations rise across asset classes.

Valuation lags also complicate performance benchmarking. During periods of credit market turmoil, public bonds
adjust rapidly to reflect changing risk conditions, while private credit valuations respond with delays. This creates
an illusion of resilience that may mislead investors and policymakers about the true risk profile of these assets [8].
For long-term institutional allocators, such as pension funds, this smoothing effect can be double-edged: it offers
the appearance of steady cash flows but obscures tail risks that could emerge under liquidity crunches [9].
Consequently, the absence of mark-to-market mechanisms represents not only a technical challenge but also a
structural feature shaping the perception and pricing of illiquidity premiums. This phenomenon underscores the
need for careful distinction between genuine risk compensation and artifacts of accounting conventions [12].

3. PRIVATE CREDIT MARKET STRUCTURES AND VALUATION PRACTICES
3.1 Evolution of Private Credit Markets
The evolution of private credit markets is closely tied to the aftermath of the 2008 global financial crisis, which
reshaped the structure of global finance. As regulators tightened capital requirements under Basel III and enhanced
stress-testing frameworks, traditional banks withdrew from riskier segments of lending, particularly middle-
market corporate loans and structured finance [12]. This retreat created a vacuum that was rapidly filled by
alternative lenders, including private equity firms, hedge funds, and specialist credit managers.
Private equity firms leveraged their established infrastructure to expand into direct lending, while large asset
managers recognized the growing institutional demand for yield in a low-rate environment [13]. The flexibility of
private credit markets allowed them to craft bespoke financing solutions outside the rigid frameworks of
syndicated loan markets. Consequently, private credit grew from a niche asset class into a multi-trillion-dollar
global market, with North America and Europe serving as the principal hubs [14].
An important feature of this evolution has been the institutionalization of private credit as an accepted component
of portfolio construction. Pension funds, insurers, and sovereign wealth funds increasingly allocate to private debt
strategies as substitutes for traditional fixed income [15]. The steady expansion of fundraising vehicles, coupled
with the emergence of standardized reporting platforms, reinforced private credit’s legitimacy among mainstream
institutional allocators.
The growth trajectory, however, is not without concerns. Market observers point to rising competition among
private lenders, leading to thinner covenant protections and looser underwriting standards [16]. Such dynamics
raise questions about the sustainability of returns and the potential for systemic vulnerabilities in periods of stress.
Thus, while the post-2008 regulatory landscape accelerated the rise of private credit, its longer-term resilience
remains under scrutiny.
3.2 Typology of Private Credit Instruments
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Private credit encompasses a broad spectrum of instruments that vary in risk-return characteristics and structural
complexity. The most prominent category is direct lending, which typically involves bilateral loans to middle-
market companies. These loans often feature floating rates, senior secured positions, and relatively low default
probabilities, making them attractive to institutional investors seeking predictable income streams [17].

Beyond direct lending, mezzanine finance occupies a higher-risk, higher-return space. Positioned between senior
debt and equity, mezzanine loans frequently carry subordinated claims and equity kickers, such as warrants, to
compensate for elevated credit risk [18]. They are particularly popular in leveraged buyouts, where sponsors
require flexible financing solutions.

Distressed debt strategies represent another important segment, targeting companies experiencing financial
distress or bankruptcy. Investors in distressed opportunities aim to capitalize on deep discounts and restructuring
upside, but these strategies involve high levels of uncertainty and longer investment horizons.

Additionally, asset-backed private lending has gained traction, focusing on loans collateralized by tangible or
financial assets such as real estate, equipment, or receivables. This segment provides investors with structural
protections while enabling borrowers to access liquidity outside of traditional banking channels [14].

The diversity of instruments underscores the heterogeneity of the private credit market. Each structure aligns with
specific investor preferences, regulatory constraints, and macroeconomic environments.

Taxonomy of Private Credit Instruments
Across the Risk-Return Spectrum

Direct Senior Unitranche Mezzanine
Lending Secured Loans Financing
Loans

Low Risk / , High Risk/
Low Return High Return

Figure 1 illustrates a taxonomy of private credit instruments across the risk-return spectrum, highlighting
how direct lending clusters toward lower-risk exposures while distressed debt and mezzanine financing align
with higher-return strategies.

This typology highlights the flexibility and adaptability of private credit markets. At the same time, it emphasizes
the need for sophisticated risk management and valuation tools to distinguish between structural return drivers
and compensation for illiquidity [15].

3.3 Investor Base and Portfolio Strategies

The rapid expansion of private credit would not have been possible without the strong demand from institutional
investors seeking yield enhancement and diversification. Pension funds, insurance companies, and sovereign
wealth funds have emerged as the primary investors, with commitments often structured through limited
partnership vehicles managed by private credit specialists [16].

For pension funds, the illiquidity of private credit is often viewed as an acceptable trade-off, given their long-
dated liabilities. Insurers, under solvency frameworks, find private debt appealing because of its contractual cash
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flows and relatively predictable risk profiles [13]. Sovereign wealth funds, seeking diversification from public
markets and commodity-linked revenues, have also deepened their allocations.
A common theme across these investor classes is the embrace of illiquidity as a deliberate yield-enhancing
mechanism. Private credit allocations are often justified by the illiquidity premium, with investors accepting
restrictions on capital withdrawal in exchange for enhanced returns [18]. Portfolio strategies vary, with some
institutions pursuing core allocations to direct lending for stability, while others tilt toward opportunistic or
distressed credit for higher upside potential.
The integration of private credit into institutional portfolios has reinforced its legitimacy but also heightened the
importance of transparent valuation and risk management practices. As allocations increase, so too does the need
for governance structures that balance illiquidity risks against long-term portfolio objectives [19].
3.4 Valuation Challenges and Practices
Valuation remains one of the most contested aspects of private credit investing. Unlike public bonds, which are
continuously marked to observable market prices, private credit assets are generally classified under Level 2 or
Level 3 of the fair value hierarchy, reflecting reliance on models and unobservable inputs [12].
Level 2 valuations may use observable inputs such as comparable credit spreads, while Level 3 valuations depend
heavily on discounted cash flow models, borrower financials, and manager judgment [14]. This reliance on
internal models introduces subjectivity, which can mask true volatility and complicate performance
benchmarking.
Third-party benchmarks and pricing services are sometimes employed to enhance credibility, but coverage is
uneven and may not capture the idiosyncrasies of bespoke loans. Moreover, valuation frequency often quarterly
creates temporal lags that further smooth reported returns [17].
Table 1 provides a comparative overview of valuation methodologies across public and private credit assets,
underscoring the gap in transparency between traded markets and opaque private structures. While public bonds
offer real-time pricing through exchanges and dealer quotes, private loans rely on infrequent assessments,
potentially overstating stability [19].
These practices highlight the dual challenge of ensuring accurate valuations while preserving the advantages of
long-term capital commitments. Investors must balance the benefits of perceived stability against the risks of
latent volatility, particularly under adverse macroeconomic scenarios [18].

Table 1. Comparative overview of valuation methodologies across public and private credit assets

Private Credit Assets (e.g., Direct Loans,

Dimension Public Credit Assets (e.g., Bonds) Mezzanine)

Frequency of|Continuous, real-time pricing via exchanges|Infrequent, often quarterly or annually

Valuation and dealer quotes through internal/external reviews

Data Inputs Obs;rvab}e market prices, yield curves, Intema}l ca}sh-ﬂow models, borrower
credit ratings financials, third-party benchmarks

Transparency High: prices publicly available and verifiable Low: lnmted disclosure, reliant on manager

assumptions

Volatility Reflection ¥mmediate: ' marlfet shocks  rapidly[Delayed: valuation lags create smoothed
incorporated into prices performance

Reliability of|High confidence due to depth and liquidity of|Variable confidence; heavily dependent on

Estimates markets model quality and assumptions

Regulatory Strong oversight under securities and capital|Less standardized; reporting requirements

Scrutiny markets regulation vary across jurisdictions

Implications for|Provides clear signals for risk-adjustedMay overstate stability and mask systemic
Investors returns and diversification decisions vulnerabilities

4. EMPIRICAL EVIDENCE ON ILLIQUIDITY PREMIUM
4.1 Methods of Measuring Illiquidity Premiums
The illiquidity premium, defined as the excess return investors demand for holding assets with limited tradability,
has been studied through several quantitative frameworks. One of the most common methods involves yield
spread approaches, where private credit yields are compared against public bond benchmarks with equivalent
maturity and credit ratings. These spread differentials capture the compensation attributed to illiquidity, although
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they may embed additional factors such as covenant structures or information asymmetry [16]. Event-study
frameworks provide another perspective by observing price or yield movements around liquidity shocks, such as
the 2008 global financial crisis. These episodes serve as natural experiments for understanding how liquidity
constraints manifest in risk premiums [17].

Statistical models extend the analysis by explicitly isolating liquidity factors. For instance, multifactor models
may control for market risk, default probability, and macroeconomic influences, thereby extracting a residual
illiquidity effect [18]. Other approaches utilize stochastic discount factor frameworks, which incorporate liquidity
shocks into pricing kernels. These methods highlight that illiquidity is not only an asset-specific attribute but also
a systemic risk channel.

Importantly, measurement techniques vary across jurisdictions. In the U.S., a significant body of research relies
on syndicated loan data, whereas European studies often focus on direct lending portfolios due to differences in
disclosure regimes [19]. In emerging markets, where data availability is scarce, proxies such as bid—ask spreads
and redemption restrictions are used. Collectively, these methods underscore that the illiquidity premium is both
context-specific and sensitive to methodological design [20]. Despite variation, a consistent finding is that private
credit demonstrates a persistent return advantage relative to public fixed-income securities. This sets the stage for
evaluating comparative performance evidence across regions and macroeconomic cycles.

4.2 Comparative Performance Evidence

Empirical studies across developed and emerging markets consistently indicate that private credit generates higher
risk-adjusted returns compared to equivalent public debt instruments. For example, U.S. datasets covering 2010—
2018 show that direct lending funds outperformed leveraged loan indices even after accounting for default losses
and management fees [21]. In Europe, mezzanine financing structures yielded spreads exceeding public high-
yield bonds by 300—500 basis points during low-rate periods, a gap widely interpreted as a reflection of illiquidity
premiums rather than heightened credit risk [16].

Emerging market evidence is more fragmented but points in a similar direction. Studies in sub-Saharan Africa and
Southeast Asia report that asset-backed private lending arrangements produced excess returns of 200—-400 basis
points above sovereign benchmarks, with minimal correlation to global public bond markets [22]. This suggests
that private credit provides not only compensation for illiquidity but also diversification benefits for global
institutional investors.

Importantly, performance comparisons become more robust when adjusted for survivorship bias and reporting
lags. Fund-level data often exaggerate stability because failing vehicles exit databases before underperformance
is fully recognized. Adjusted analyses nonetheless find that excess returns remain statistically significant,
implying that the premium is not purely an artifact of data selection [23].

Comparative studies also show that the risk-return profile of private credit is asymmetric. While downside risks
are concentrated during systemic crises, average performance in stable macroeconomic conditions outpaces public
benchmarks. This duality highlights the importance of considering regime dependency when evaluating premiums
[24]. Overall, the weight of evidence affirms that private credit offers superior performance, yet the interpretation
of such findings must be carefully contextualized within broader economic and monetary conditions.

4.3 llliquidity Premiums in Neutral Rate Scenarios

Neutral interest rate environments, defined as periods when policy rates hover around an equilibrium that neither
stimulates nor contracts economic activity, have significant implications for private credit markets. Following the
2008 financial crisis, neutral rate estimates in advanced economies declined sharply, leading institutional investors
to search aggressively for alternative yield sources [18]. This environment created a structural shift, with pension
funds, insurers, and sovereign wealth funds channeling capital into private credit instruments.

During low-for-long interest rate regimes, spreads between private and public fixed income compressed, yet
private credit retained a positive return differential. This persistence reflects the embedded illiquidity premium,
which compensates investors for lock-up periods and limited secondary trading opportunities. Evidence from
Europe and the U.S. demonstrates that capital flows into direct lending funds accelerated precisely during phases
of yield compression, underscoring the perceived stability of the premium [16].

Nevertheless, interpreting illiquidity premiums in neutral rate settings requires caution. Reported excess returns
may be inflated by valuation lags or opaque risk adjustments. Survivorship bias also complicates cross-sectional
comparisons. These empirical issues are summarized in Table 2: Summary of key limitations in empirical studies
of private credit performance, which synthesizes findings across major datasets. Ultimately, while neutral interest
rate environments amplify investor demand for private credit, they also magnify the challenges of assessing
whether observed returns reflect genuine illiquidity compensation or data artifacts [22].
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Table 2. Key limitations in empirical studies of private credit performance
Limitation Description Implications for Interpretation

Infrequent pricing and reliance on internal|/Inflates stability and understates volatility;

Valuation Lags models delay recognition of market shocks. |may exaggerate Sharpe ratios.

. . Poorly performing funds exit databases or|Overstates long-term average returns; reduces
Survivorship Bias

fail to report consistently. comparability across samples.
Data Opacity Limited disclosure ~on loan-level data,[Hinders .cross.-fund benchmarking and
defaults, and recoveries. weakens risk-adjusted performance estimates.
Heterogeneity  of|Wide variation in instruments (direct lending,|Aggregated datasets may mask strategy-
Strategies mezzanine, distressed debt). specific risks and return drivers.
Reporting Lack of uniform global frameworks for[Makes cross-country or cross-manager
Standards private market disclosures. studies inconsistent and less reliable.

4.4 Challenges of Empirical Interpretation

Although the empirical record suggests that private credit provides an illiquidity premium, significant challenges
complicate measurement and interpretation. One of the foremost concerns is survivorship bias: poorly performing
funds often close and exit databases before losses are fully realized, leading to upward-biased return estimates
[19]. This dynamic is particularly problematic in markets where disclosure requirements are weak.

Another distortion arises from reporting lags. Unlike public securities, which are marked to market daily, private
credit valuations are updated quarterly or annually. This temporal smoothing creates “phantom stability,”
artificially lowering measured volatility and inflating Sharpe ratios [20]. The result is an exaggerated perception
of risk-adjusted performance that may not reflect true underlying dynamics.

Data opacity compounds these problems. Many private credit funds rely on internal valuation models, with limited
transparency into assumptions or methodologies. External benchmarking remains inconsistent, and in some cases
unavailable, further weakening comparability across funds and geographies [23]. This opacity undermines
investor confidence and complicates efforts to establish standard performance metrics.

Figure 2: Historical Spread Differential Between Private Credit and Public Bonds (2010-2018)
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Figure 2: Historical spread differential between private credit and equivalent public bonds (2010-2018)
illustrates how these measurement challenges can distort interpretation. Periods of apparent premium
stability often coincide with reporting lags or methodological inconsistencies, making it difficult to
disentangle genuine risk compensation from data artifacts [24]. Consequently, while the illiquidity premium
remains a widely accepted phenomenon, researchers and practitioners must adopt a cautious and critical lens
when drawing empirical conclusions.
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5. RISK-RETURN INTERACTIONS WITHOUT MARK-TO-MARKET
5.1 Portfolio Construction Implications
Private credit’s role in multi-asset portfolios has grown significantly, particularly as institutional investors seek
diversification away from traditional equity and bond exposures. One major driver of this allocation shift is the
perception that private credit introduces artificially low volatility, as valuations are updated infrequently compared
to public markets [22]. This creates a smoothing effect, lowering correlations with public equities and bonds, and
producing attractive diversification claims on paper. However, the smoothing is not a reflection of true market
dynamics, but of opacity in valuation and reporting practices [23].
This illusion of stability has important implications for portfolio construction. If volatility is understated, the
calculated Sharpe ratios and mean-variance optimization inputs overstate the efficiency of private credit
allocations. For pension funds and sovereign wealth vehicles, this can result in larger allocations than justified by
true risk characteristics [24].
At the same time, private credit has genuine diversification benefits in terms of low direct exposure to public
market drawdowns. Historical data show that private lending returns display weaker co-movement with equities
during recessions, partly because covenant structures and long-term contracts reduce mark-to-market contagion
[25]. Still, this resilience is partly mechanical, driven by valuation lag rather than fundamental insulation.
The challenge for portfolio managers is thus to disentangle genuine diversification from statistical artifacts. Multi-
asset frameworks that incorporate liquidity-adjusted risk measures provide a more realistic picture, highlighting
that while private credit plays a valuable role, it must be evaluated with caution. Without such adjustments,
portfolios risk being overweight in an asset class whose apparent stability may dissolve under systemic stress [26].
5.2 Credit Risk and Default Dynamics
Despite the allure of illiquidity premiums, credit risks inherent to private credit remain structurally significant.
Opaque environments mean that default dynamics often manifest more slowly than in traded markets, but with
sharper losses when they do occur [27]. Investors face higher idiosyncratic risk due to concentration in small- and
mid-market borrowers, many of whom lack credit ratings or reliable financial disclosures [22].
This opacity can distort perceptions of risk-adjusted returns. Because defaults in private credit portfolios are
recognized with delays, reported net asset values tend to understate near-term risk. Studies suggest that fund-level
losses can cluster during macroeconomic downturns, leading to sudden step-changes in valuations rather than
gradual declines [28]. Such clustering undermines the assumption of steady cash flows that often supports the
narrative of private credit’s defensive nature.
Moreover, distressed recoveries are typically lower than expected, given weak secondary markets for loan sales
and limited restructuring capacity in some jurisdictions [24]. This distinguishes private credit from public
corporate bonds, where liquidity and transparency facilitate faster loss recognition and more efficient pricing of
default risk.
For institutional investors, the implication is that headline yield advantages may mask structural vulnerabilities.
While private credit outperforms in benign environments, systemic shocks amplify credit risk exposures that have
been understated during stable periods [23]. Recognizing this asymmetry is crucial for long-horizon investors.
Misinterpretation of default dynamics risks overstating the resilience of private credit relative to liquid credit
markets, potentially destabilizing portfolios when crises emerge [26].
5.3 Behavioral and Institutional Drivers
The persistence of private credit’s popularity cannot be explained solely by financial metrics. Behavioral and
institutional factors play a central role in shaping perceptions of its risk-return profile. At the behavioral level,
investors often fall prey to the “illusion of stability.” Because valuations are reported quarterly or annually,
volatility appears artificially dampened, reinforcing confidence in the asset class even when underlying borrower
risk may be rising [25]. This cognitive bias leads decision-makers to overweight private credit relative to its actual
risk contribution [22].
Institutional drivers compound these biases. Fund managers, whose compensation is frequently tied to assets under
management, have strong incentives to promote private credit as a high-yield, low-volatility option [29]. This
creates agency conflicts, as managers may emphasize selective metrics while downplaying hidden risks.
Beneficiaries, such as pensioners or policyholders, are often unaware of these dynamics, relying on headline
performance indicators rather than risk-adjusted analyses [23].
Peer effects further reinforce allocation trends. As large sovereign wealth funds and insurance companies allocate
to private credit, smaller funds may follow suit to avoid appearing conservative or underexposed to innovative

IJETRM (http://ijetrm.com/) [158]


https://ijetrm.com/
http://ijetrm.com/

Volume-02 Issue 12, December-2018 ISSN: 2456-9348
Impact Factor: 4.520

IJETRM

International Journal of Engineering Technology Research Management
(IJETRM)
https://ijetrm.com/

asset classes [24]. This “herding behavior” amplifies systemic exposure to an asset class whose stability depends
largely on opacity and illiquidity.
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Figure 3: Behavioral and institutional drivers shaping illiquidity premium perceptions illustrates these
dynamics by linking cognitive biases, agency incentives, and institutional herding into a feedback loop. This
framework highlights that the premium is sustained not only by economic fundamentals but also by deeply
embedded decision-making structures. Such insights are essential for understanding why private credit has

maintained strong inflows despite recurring concerns about transparency and risk mispricing [26].

5.4 Long-Term Investors’ Trade-Offs

For long-term investors such as pension funds and insurers, private credit presents both opportunities and trade-
offs. On one hand, the illiquidity premium provides a yield enhancement that aligns with their liability-driven
strategies. With predictable cash flow obligations stretching decades into the future, these institutions are
structurally positioned to harvest compensation for illiquidity [28].

However, this strategy introduces solvency and liquidity management challenges. Pension funds, for example,
must balance illiquid allocations against regulatory solvency requirements. During market stress, when collateral
calls or benefit payments rise, the inability to liquidate private credit holdings can exacerbate liquidity shortfalls
[27]. Similarly, insurers face capital adequacy rules that require careful calibration of illiquid exposures to avoid
solvency risks under adverse scenarios [24].

Strategically, the justification for holding private credit lies in the stability of income streams relative to public
market volatility. Yet, as Figure 3 illustrates, behavioral and institutional factors may exaggerate these advantages,
leading to over-allocation [29]. By recognizing this interplay, long-term investors can adopt more measured
approaches, such as using scenario-based stress testing or liquidity-adjusted return models [23].

Ultimately, the decision to allocate heavily to private credit hinges on balancing solvency resilience with return
optimization. While illiquidity premiums offer attractive compensation, they must be contextualized within
broader portfolio and regulatory frameworks. For institutions whose survival depends on meeting obligations
across multiple generations, private credit is not simply a yield enhancer but a strategic gamble one that must be
justified through disciplined risk management and realistic performance expectations [26].
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6. POLICY AND REGULATORY PERSPECTIVES
6.1 Disclosure and Transparency Initiatives
Efforts to improve disclosure and transparency in private credit have intensified as the asset class attracts greater
institutional allocations. International Financial Reporting Standards (IFRS) and the U.S. Financial Accounting
Standards Board (FASB) have issued guidelines emphasizing fair value assessments for illiquid instruments,
requiring firms to classify assets according to a hierarchy of observable inputs [27]. These frameworks aim to
standardize reporting across diverse managers, although application varies significantly given the heavy reliance
on internal models [28].
Calls for periodic reassessments of valuation practices have grown, particularly after the global financial crisis
highlighted the dangers of hidden leverage and opaque asset pricing [29]. Unlike public markets, where price
discovery occurs continuously, private markets depend on periodic reviews that may occur quarterly or annually,
leaving investors with information lags [30]. Enhanced disclosure requirements could mitigate the “phantom
stability” often cited in private credit returns, while ensuring comparability across funds.
Still, critics argue that even the best-intentioned frameworks may not fully address inherent opacity, given that
most private deals lack observable benchmarks [31]. The push for transparency thus represents both a technical
and political effort to balance investor confidence with the commercial sensitivities of private lending managers
[32].

6.2 Systemic Risk and Prudential Oversight

Debates around systemic risk increasingly frame private credit as part of a broader “shadow banking” complex.
Because private credit funds operate outside the regulatory perimeter applied to traditional banks, they face lighter
capital requirements and less intrusive supervisory oversight [33]. This structure enables flexibility but raises
concerns over leverage and potential contagion during crises.

Evidence suggests that private credit markets, while smaller than global bond markets, could amplify systemic
vulnerabilities under stress, particularly where institutional investors use leverage at the fund or portfolio level
[29]. Prudential authorities worry about correlated exposures: if multiple funds hold loans to similar mid-market
firms, defaults could cluster, leading to concentrated losses [27].

Some regulators advocate for macroprudential frameworks that extend monitoring to non-bank credit
intermediation. Stress-testing private credit exposures alongside public credit instruments has been suggested as
a way to capture spillover effects [34]. Yet, designing effective oversight is difficult given the fragmented and
opaque nature of the sector [31].

Ultimately, the question is not whether private credit contributes to systemic risk, but how significant its role could
become as allocations continue to expand. Policymakers are tasked with ensuring resilience without stifling the
market’s developmental benefits [35].

6.3 Investor Protection and Regulatory Arbitrage

A critical policy issue relates to differences between private and public fixed income regulatory frameworks.
Public bond investors benefit from mandatory disclosures, credit ratings, and continuous secondary market
trading, whereas private credit relies on confidential contracts and selective reporting [30]. This asymmetry
exposes investors to higher risks of information gaps and misaligned incentives, particularly in multi-jurisdictional
structures [28].

Regulatory arbitrage has also become a concern. Fund managers may exploit differences across regions by
domiciling vehicles in lighter-touch jurisdictions while marketing to institutional investors globally [32]. Such
practices can undermine harmonization efforts and complicate investor protection mechanisms.

Proposals for harmonized standards include enhanced disclosure templates, stronger fiduciary requirements, and
standardized reporting on default and recovery rates [29]. These reforms aim to align investor protections in
private credit with those available in public markets.
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Figure 4: Comparative regulatory frameworks affecting private credit oversight provides a schematic view of
key differences between the U.S., European Union, and emerging market approaches. The figure highlights
how divergent rules create both opportunities and risks for investors, reinforcing the urgency of coordinated
oversight [27].
Investor protection will remain a central debate as private credit expands, requiring regulatory innovation to avoid
repeating vulnerabilities observed in past crises [34].

7. SYNTHESIS AND RESEARCH IMPLICATIONS
7.1 Contributions to Literature and Practice
This study contributes to both academic debates and professional practice by offering a structured examination of
how illiquidity premiums in private credit compensate for the absence of mark-to-market opportunities in neutral
interest rate environments. On the theoretical side, the discussion extends asset pricing models that incorporate
liquidity constraints, demonstrating how private credit challenges assumptions of market completeness and
transparency [34]. By integrating perspectives from institutional finance, the paper highlights how valuation
opacity, survivorship bias, and reporting lags distort the risk-return metrics that underpin classical frameworks
[35].
From a practical standpoint, the findings underscore important implications for portfolio construction. Pension
funds, insurers, and sovereign wealth funds entities with inherently long horizons are uniquely positioned to
benefit from illiquidity compensation. However, their reliance on artificially smoothed volatility measures
introduces vulnerabilities during systemic crises [36]. The analysis suggests that private credit’s diversification
claims often rest more on valuation practices than genuine insulation from macroeconomic shocks.
The article also emphasizes the policy relevance of these issues. In an era of low-for-long interest rates, regulators
face the challenge of balancing capital inflows into private markets with systemic risk management [37]. By
bridging theoretical insights and practical implications, this research strengthens the dialogue between academics,
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policymakers, and institutional investors, providing a framework to critically assess whether illiquidity premiums
truly reward risk or mask fragility in financial systems [38].

7.2 Future Research Directions

Future inquiry must address several gaps. First, empirical research is constrained by limited data availability.
Unlike public bond markets, private credit lacks standardized reporting on defaults, recovery rates, and cash-flow
structures [39]. Expanding disclosure regimes could create datasets that enable more accurate modeling of
performance and systemic risk.

Second, emerging technologies present opportunities to rethink valuation practices. Al-driven models and
machine learning algorithms could improve fair value estimates by integrating borrower fundamentals,
macroeconomic indicators, and cross-asset pricing signals [40]. These innovations might reduce reliance on
subjective internal models and mitigate valuation lags.

Third, cross-country comparisons remain underexplored. While much research focuses on U.S. and European
markets, the rise of private credit in Asia, Africa, and Latin America warrants deeper investigation. Varying
regulatory environments and institutional structures create natural laboratories for understanding how illiquidity
premiums behave under diverse conditions [36]. Comparative evidence could clarify whether compensation is
structural or context-dependent.

Lastly, future studies should consider how macroeconomic shifts such as higher inflation regimes or potential
normalization of interest rates affect the durability of illiquidity premiums. By integrating advanced empirical
tools with global perspectives, scholars can develop a more nuanced understanding of how private credit interacts
with institutional mandates, regulatory frameworks, and systemic stability [37].

8. CONCLUSION
This study has examined the dynamics of the illiquidity premium in private credit and its role in compensating
investors for the absence of mark-to-market opportunities, particularly under neutral interest rate environments.
The findings highlight a central paradox: while the premium serves as an attractive yield enhancer for long-horizon
institutions such as pension funds, insurers, and sovereign wealth funds, it also reflects structural opacity and
valuation practices that obscure the true risk-return profile of the asset class.
Private credit’s expansion since the global financial crisis has been driven by both investor demand for yield in
low-rate environments and the regulatory retreat of banks from mid-market lending. The analysis demonstrated
that the illiquidity premium is not solely explained by credit risk; rather, it embodies a combination of
compensation for genuine trading constraints and artifacts created by valuation lags and internal modeling. This
“phantom stability” smooths reported performance, reducing apparent volatility and boosting diversification
claims, even as underlying risks may be mounting.
The broader implication is that global asset managers and policymakers must balance opportunity with caution.
For investors, private credit offers an important strategic role, but allocations must be carefully calibrated through
liquidity-adjusted frameworks, stress testing, and scenario analysis. For regulators, the challenge lies in enhancing
transparency, mitigating systemic risk, and aligning investor protections with those in public markets without
stifling the sector’s developmental benefits.
Ultimately, the illiquidity premium reflects both a compensation mechanism and a transparency challenge.
Recognizing this duality is essential for ensuring that private credit continues to provide long-term value while
safeguarding financial stability. By situating private credit within a broader discussion of asset pricing,
institutional behavior, and regulatory design, this research underscores the need for nuanced frameworks to guide
the future of global portfolio management.
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