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IN Key Takeaways 
•	 Effective direct lending depends on maintaining balance between lender income 

and borrower cash flow.

•	 Lower middle market lenders mitigate risk by avoiding overleverage and complexity. 

•	 A single-loan, sole-lender approach improves underwriting efficiency, control, and 
alignment. 

•	 Spread per unit of leverage helps distinguish yield generated by disciplined credit 
selection from that driven primarily by risk-taking. 

•	 Add-on financings can efficiently add value, provided leverage remains within 
defined comfort zones 

By the Deerpath Product Specialist Team
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Finding the Balance    
Successful direct lending depends on balance. 
For a deal structure to be effective, it has to 
create value for both sides. Lenders need 
dependable income streams; borrowers need 
capital that supports—not constrains—their 
growth. The moment that balance tips too far in 
either direction, both sides risk losing.

Direct lending structures are typically floating-
rate—their coupons are tied to a risk-free 
benchmark such as SOFR, plus a spread 
reflecting the borrower’s credit quality and 
current market conditions. This setup shields 
lenders and investors from duration risk: as base 

rates rise, their income rises too. But there are 
limits to that advantage. When higher funding 
costs begin to strain borrowers’ cash flows, 
lender portfolios can be impacted, and defaults 
may follow. Conversely, if rates fall, yields may 
decline—but that’s not necessarily a bad thing if 
it eases borrowers’ debt service and keeps the 
ecosystem healthy.

The best lenders spend significant time 
understanding how their borrowers’ businesses 
behave across different environments and 
structuring terms that preserve stability for 
both sides. No process is perfect. But top firms’ 
consistently low default rates are a testament to 
how disciplined origination and underwriting—
refined across multiple credit cycles—produce 
durable performance and alignment.

In this second installment of Deerpath 
Fundamentals, we explore what makes direct 
lending work in practice.

Keeping It Simple    
Risk and misalignment in private credit usually 
stem from two sources: overleverage and 
opacity. Lower middle market lenders address 
both through a narrowly defined lending 
approach that’s remarkably straightforward 
compared with the complex, multi-layered 
structures that dominate the wider sponsor-
financing market.

The larger loan market has a higher prevalence 
of complex capital stacks, first-lien loans at 
the top, followed by second-lien, mezzanine, 
bridge, and equity tranches. This architecture 
fine-tunes capital to each party’s risk appetite—
but at a cost. It tends to increase overall leverage 
and challenge transparency.

Even for senior first-out lenders financing large, 
complex deals, it can be difficult to monitor 
a company’s true interest coverage, let alone 
track the covenants, terms, and collateral that 
apply to every other tranche. Yet those unseen 
layers can indirectly affect the quality of one’s 
own position in the queue. With more loan types 
and lender agendas, reaching consensus on 
any corrective action required becomes more 
complex. 

 
 
The moving parts multiply as deal and fund sizes 
grow, and once syndicated loans enter the mix, 
the complexity compounds; each lender has 
incrementally less control.

Some managers doing larger loans have 
streamlined this by introducing unitranche 
loans, a single blended facility that combines 
different risk and return profiles within one 
first-lien structure, which comes with higher 
leverage. Specialists in the lower middle market 
take that idea further: one tranche, often one 
lender (or at most a small group of like-minded 
lenders), one type of loan per borrower, and one 
borrower risk profile, and thus lower leverage.

At Deerpath, for example, some loans are 
extended through small “club” arrangements, 
with Deerpath serving as lead lender alongside 
one or two peers. But for most of the 140+ loans 
in our portfolio, Deerpath is the sole lender, 
and the borrower’s only significant creditor. 
The firm’s senior first-lien direct loan  is  the 
stack, with uniform loan quality that enhances 
the transparency and creates greater cushion 
against a range of operating and interest rate 
scenarios. (Figure 1).
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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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Finding the Leverage  
Comfort Zone    
In direct lending, balance also comes into play 
across another dimension beyond choosing and 
structuring loans for the right borrowers: lending 
at the right depth of leverage. The relationship 
between how much debt a company carries and 
how much yield it generates is the central tension 
in every deal—setting the boundaries that 
keep borrower, lender, and sponsor interests in 
lockstep. Experienced lenders track this linkage 
through a deceptively simple measure:  spread 
per unit of leverage.

The calculation is straightforward—the loan’s 
spread divided by its leverage multiple. For 
example, a loan with a 6% spread and 4x leverage 
produces a spread per unit of leverage of 1.5% (6 
÷ 4). It’s effectively private credit’s version of the 
Sharpe ratio—a way to quantify how efficiently 
each turn of debt is compensated by incremental 
yield. When examined across portfolios and 
through time, it becomes a powerful diagnostic: 
a signal of whether a manager is being rewarded 
for skill or merely for risk-taking.

Lower middle market lenders tend to operate in a 
narrower, steadier segment than their up-market 
peers. The businesses they finance typically carry 
less leverage, often in the 3.5x to 4.5x debt-to-
EBITDA range, yet generate spreads that rival or 
exceed those of larger, more levered borrowers.

As Figure 2 shows, Deerpath’s average spread 
per unit of leverage over the past five years 
has been roughly 50% higher than that of the 
broader middle market. In other words, investors 
have captured comparable—or greater—income 
potential while maintaining a wider margin for 
error when conditions tighten.

Still, the model doesn’t scale infinitely. As more 
investors discovered the appeal of private credit, 
asset growth fueled a push toward bigger funds 
and larger deals. Some managers who built 
their track records in the lower middle market 
migrated upmarket in search of greater capacity. 
Those opportunities aren’t necessarily better 
or worse—but they are different. 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.

Figure 2: Deerpath spread per unit of leverage is ~50% higher than middle market peers

Source: LSEG Loan Connector – U.S. Core & Upper Middle Market EBITDA is defined as $30M-$100M and Lower Middle Market as $10-$30M. Deerpath average spread 
per unit of leverage is average spread incl. OID fees assuming a three-year holding period divided by average leverage for all originated loans during time period. 

0.0%

2.0%

2019 2023 3Q2025

1.0%

1.2%
1.1% 1.1%

1.4%

1.2%

1.6%

1.81%
1.7%

Deerpath Lower MM ($10-$30M) Core & Upper MM ($30M-$100M)

Deerpath  Capital
F U N D A M E N T A L S 
 

W H A T  M A K E S  A  D E A L  W O R K

Figure 1: Deerpath Interest Cover Remains 
Durable Across Earnings and Rate Stress

Interest Rate Change (bps)

EBITDA Change (%) -1% Current +1%

Current 2.86x 2.55x 2.30x

-20% 2.29x 2.04x 1.84x

-40% 1.71x 1.53x 1.38x

Stress testing excludes BSLs, non-accruals and equity only positions. The 
results of a stress test represent estimates of potential outcomes based 

on hypothetical economic and business conditions. The stress test results 
presented herein contains forward-looking projections that represent 
estimates based on the hypothetical, severely adverse economic and 

market scenarios and assumptions. Data is weighted based on total debt 
outstanding as of 9/30/25. 



Flexibility— to a Point    
When the interests of borrowers, lenders and 
sponsors are truly aligned, additional customized 
features can be introduced that benefit everyone.

A good example is  add-on acquisitions, which 
have become a key growth strategy for many lower 
middle market companies. These transactions 
help sponsors and lenders generate consistent 
deal flow and maintain credit quality across a 
portfolio. It’s far easier and more efficient for a 
sponsor to expand an existing credit facility than 
to source a new lender and refinance everything. 
For the incumbent lender, already familiar with 
the credit, decisions can be made more swiftly 
(See Fundamentals Vol. 1 The Missing Middle).

Each add-on increases a borrower’s size and 
generally its debt balance, but if the deal 
functions as intended—maintaining sufficient 
coverage and supporting growth—the credit 
quality should remain stable, or improve. Add-
ons also allow lenders to adjust fees or widen 
spreads when market pricing changes.

 
 
At Deerpath, incremental M&A financing often 
brings sponsors and borrowers back for multiple 
rounds of credit approval. Most of the time, the 
answer is yes. Occasionally, it’s not.

A few years ago, one fast-growing HVAC supplier 
and its sponsor requested and received multiple 
add-on financings over 18 months. When it 
returned for another, Deerpath demurred, having 
become uncomfortable with the borrower’s 
cumulative leverage and the way the latest 
extension shifted the overall risk-return balance. 
Since Deerpath still controlled the deal, the 
sponsor had to find a new lender to buy out its 
position and complete the next acquisition.

The reasoning was simple: while the deal might 
still have been suitable for the borrower, sponsor, 
and other lenders, it no longer made sense for 
Deerpath and its investors—which is exactly how 
lower middle market lending is meant to work. 
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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. 
Deerpath’s focused strategy, deep lower middle 
market expertise, long-standing sponsor 
relationships, disciplined credit philosophy, 
and comprehensive direct lending platform 
define the Deerpath Difference.
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