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Separating Perception from Practice in Private Credit
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•	 Middle market borrowers are established, profitable businesses that require flexible, 

cash flow financing.

•	 First-lien direct lending to private equity–backed companies represents a distinct, 
disciplined segment within broader—and often conflated—private credit.

•	 Private credit’s rise reflects bank consolidation and regulation, creating a durable 
financing gap for $25–$150 million cash flow loans.

•	 Lower middle market lending benefits from structural advantages—higher spreads, 
stronger terms, repeat sponsor relationships—but does not scale indefinitely.

•	 With moderate leverage and resilient cash flows, lower middle market companies 
occupy a “sweet spot” that supports steadier performance across cycles.

By the Deerpath Product Specialist Team



Deerpath Fundamentals is a 
practical guide to the sponsor-backed 
U.S. Lower Middle Market, through the 
lens of one of private credit’s most 
experienced pure-play practitioners
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Who Are These Borrowers?    
A third generation auto parts retailer in Missouri 
had grown steadily for decades, but most of 
the founder’s wealth was locked in the business. 
When a regional private equity firm offered to buy 
a majority stake, the founder saw an opportunity 
to diversify his estate and better position the 
next generation for growth. The family stayed 
on as part of company management while new 
capital funded long-deferred store upgrades 
and a small acquisition across state lines.

A multi-clinic physical therapy group in New 
England needed financing to open new locations 
and invest in digital scheduling tools. Its new 
private equity owner arranged a senior loan tied 
not to hard assets—which generally puts such 
financing beyond the reach of many asset-light 
service companies—but to the firm’s healthy 
cash flows.

A regional engineering firm with a strong 
reputation in municipal infrastructure had grown 
steadily for years but faced consolidation across 
the industry. Its founders wanted to remain 
independent while gaining the capital needed 
to expand. A private equity partner purchased 
a majority stake, and a flexible senior loan 
backed by the cash flow generated from the 
firm’s recurring projects helped fund new hires, 
technology upgrades, and the first of several 
planned acquisitions.

What these stories share isn’t geography or 
industry, but circumstance. Each business is 
established, profitable, and growing—yet just far 
enough beyond traditional banks’ comfort zone 

to require a different kind of capital partner. They 
sit in the missing middle of American credit: too 
big for venture capital or community lenders; 
too small or specialized for the public markets. 
Their original owners are often entrepreneurs 
or families navigating a transition; their private 
equity backers bring structure and ambition; and 
between them stands a growing class of direct 
lenders, one that lends against a company’s 
cash flow strength and sponsor backing rather 
than receivables or real estate. This is the quiet 
infrastructure supporting much of today’s 
private economy.

Lately, “private credit” has become a catch-
all in headlines and investor conversations—a 
phrase that lumps together everything from 
traditional corporate loans secured by a 
business’s cash flows to asset-backed subprime 
auto loans to receivables-based supply-chain 
financing. In reality, the risk profiles, borrower 
types, and underwriting disciplines couldn’t be 
more different. The businesses above belong 
to one corner of that universe: first-lien, cash 
flow-backed lending to private equity-owned 
companies in the lower middle market.  The 
Deerpath Fundamentals series will unpack that 
segment in a series of short pieces designed 
to separate perception from practice. This 
opening installment asks a deceptively simple 
question: who are these borrowers, really? Going 
beneath the headlines, we’ll explore how loans 
in this segment behave through fluctuations in 
the real economy—and how, when managed 
effectively, they can offer sophisticated investors 
and their advisors a remarkably consistent 
source of returns.

A Brief History of Private Credit    
Part of the reason so many people blur 
distinctions in private credit is that the asset 
class is still relatively young. Its roots trace back 
to the bank consolidation of the 1990s, which 
gradually absorbed the regional banks that had 
long financed smaller local businesses. After the 

Global Financial Crisis, new regulations made 
it costlier for banks to hold corporate loans—
especially the cash flow loans favored by private 
equity sponsors, whose own rise paralleled these 
shifts. Many banks stepped away from direct 
lending altogether, focusing instead on arranging 
large corporate loans and immediately selling 
(“syndicating”) them to institutional investors.



Today, most banks find it hard to justify the people 
and time required to originate and monitor a $25 
–$150 million cash flow loan. As consolidation 
accelerated—from roughly 9,000 U.S. banks in 
2007 to fewer than 5,000 today  (Figure 1)—non-
bank lenders increasingly filled the gap. 

For lenders with the right scale and mindset, 
this has created  a distinct opportunity based 
less on size than on alignment and trust. 
Borrowers are drawn to the flexibility and ability 
to move more quickly that experienced middle 
market lenders offer compared with traditional 
banks. Limited loan supply, meanwhile, means 
lenders can command a higher spread premium 
and dictate protections and terms. Even with the 
intensive diligence they perform, long-standing 
sponsor relationships and a high share of 
repeat borrowers create efficiency and a steady 
pipeline of quality loans.

Still, the model doesn’t scale infinitely. As more 
investors have discovered the appeal of private 
credit, asset growth has fueled a push toward 

larger deals and bigger funds. Some managers 
who built their track records in the lower middle 
market have migrated upmarket in search of 
greater capacity. Those opportunities aren’t 
necessarily better or worse—but they are different 
(Figure 2). Lower middle market lending is as 
much a discipline as an asset class, one that 
reinforces itself for firms committed to its focus 
and philosophy.
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Figure 2: The private company lending spectrum

U.S. Middle Market

Small Businesses Lower Core Upper

EBITDA <$10M $10M - $30M $30M – $50M $50M - $100M+

Enterprise Value <$100M $100M - $250M $250M – $500M $500M - $1B+

Loan Size <$25M $25M - $150M $150M - $250M $250M - $500M+

Typical 

Characteristics

•	 Start-up and early-
stage businesses of 
variable quality

•	 Conservative loan 
structures, typically 
with low or no 
leverage

•	 Established, high-
quality businesses 

•	 Conservative loan 
structures, typically 
single lender with 
low leverage, lender-
friendly terms and 
competitive dynamics

•	 Larger multi-regional or 
national businesses

•	 Club deals with higher 
leverage, variable lender 
protections (cov-lite), 
and higher competition 
from both lenders and 
banks

•	 Scaled businesses with 
higher financing needs

•	 Broad lender 
participation including 
syndicated deals and 
high yield bonds with 
high leverage and low 
lender protections
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Figure 1: Number of FDIC-Insured Institutions

Source: Federal Deposit Insurance Corporation (FDIC) Statistics 2024

The Sweet Spot in Action 
What does that discipline look like in practice? 
It comes to life in the companies themselves. 
Across the private credit spectrum, growth and 
leverage tend to rise together—but not in a 
straight line. Successful borrowers in the  lower 
middle market  typically carry about 3.5x – 4.5x 
debt-to-EBITDA and post steady, sustainable 

growth as new ownership and resourcing take 
hold.  Core middle market  companies can 
show faster post-financing EBITDA growth—but 
on meaningfully higher leverage of 5x – 6x+, 
leaving less margin for error as conditions 
tighten. At the  large-cap  end, both growth and 
returns tend to flatten, while balance sheet risk 
remains elevated (Figure 3). For lenders and 
investors, the enduring sweet spot lies squarely 



EBITDA ($M)

$13.7

$8.5

Net Senior Debt / EBITDA

4.31x
4.04x

LTV %

41%40%

Revenue

$90.9

$49.7

Enterprise Value

$145.2

$86.9

At Close             At Current 3

+60%

+83%

+67%
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Figure 3: Deerpath’s Unrealized Loan Portfolio1,2

Supporting ongoing growth with low, stable leverage levels

1 Includes unrealized loans, excluding broadly syndicated loans (BSLs);  2 All metrics are based on median statistics;  3Current figures are as of 9/30/2025. 
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Deerpath Capital Management, LP (“Deerpath”) is a registered investment adviser under the Investment Advisers Act of 1940. This 
material is solely for informational purposes; the information should not be viewed as a current or past recommendation or an offer to 
sell or the solicitation to buy securities or adopt any investment strategy.  In addition, the information contained in this document (i) 
has not been prepared for marketing purposes and (ii) may not be relied upon by any current or prospective investor as marketing. In all 
cases, interested parties should conduct their own investigation and analysis of any information set forth herein and consult with their 
own advisors. The opinions expressed herein represent the current, good faith views of the author(s) at the time of publication, are not 
definitive investment advice, and should not be relied upon as such. This material has been developed internally and/or obtained from 
sources believed to be reliable, and are not indicative of the performance of any particular fund or investment. Past performance is not 
a guarantee of future results. The information is subject to change without notice, there is no assurance that any events or projections 
will occur, and outcomes may be significantly different than the opinions shown here. Any projections concerning financial market 
performance, is based on current market conditions, which will fluctuate and may be superseded by subsequent market events or 
for other reasons. Any forward-looking statements, including expectations regarding technology adoption, AI impact, or portfolio 
performance, involve risks and uncertainties that may cause actual outcomes to differ materially. The information contained herein may 
not be reproduced or redistributed in any format without the express written approval of Deerpath.

About Deerpath Capital
Deerpath Capital is an established private 
credit manager providing customized, cash 
flow-based senior debt financing to sponsor-
backed U.S. lower middle market companies. 
With a singular focus on this segment for 
nearly two decades, the firm has invested over       
$15 billion across more than 1,200 transactions 
and manages approximately $9 billion in AUM 
as of December 31, 2025. 

The firm operates through regional origination 
and underwriting teams in the U.S. which 
are supported by global investor coverage 
across major U.S. markets and Australia, 
Europe, Japan, Korea, and the Middle East. The 
firm’s focused strategy, deep lower middle 
market expertise, long-standing sponsor 
relationships, disciplined credit philosophy, 
and comprehensive direct lending platform 
define the Deerpath Difference.

in the  lower middle market: businesses with 
room to expand, conservative leverage, and 
less exposure to leverage-driven volatility. 
Even under higher-rate or weakening economic 
conditions, these borrowers tend to maintain 

wide interest-coverage cushions—a dynamic 
we’ll explore in greater detail later in this series. For 
now, it’s enough to note that moderate leverage 
and cash-flow visibility give the segment ample 
room before financial stress appears.
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