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E X P E R T Q & A

The lower mid-market offers a 
compelling opportunity

Targeting lower middle market borrowers offers a pricing premium and better  
lender protections, but a long-term commitment to this segment is critical,  

says Rich Christensen, senior partner at TPG Twin Brook 

Q From a direct lending 
perspective, how is the 

middle market segmented? 
The middle market is broadly catego-
rised into three segments, delineated 
by borrower EBITDA size. The upper 
middle market consists of borrowers 
with EBITDA between $40 million and 
$50 million, the core middle market 
ranges from $25 million to $40 million 
of EBITDA, and the lower middle mar-
ket is comprised of borrowers with $25 
million of EBITDA or less. 

Q What are some of the 
defining characteristics of 

the lower mid-market, and why 
is the segment attractive? 
The lower mid-market tends to be less 
commoditised with fewer competitors. 

As a result, this segment is typically 
characterised by much stronger lend-
er protections, more conservative loan 
structures, and a pricing premium 
when compared to the upper middle 
market. Within the lower mid-market, 
you generally see tighter financial cov-
enant packages and more robust doc-
umentation around a range of critical 
credit terms, including tighter limits on 
earnings adjustments and various cash 
leakage provisions. 

By contrast, the upper middle mar-
ket tends to be more transactional 
and offers significantly fewer lender 

protections, with covenant-lite loans 
being commonplace. That segment 
also largely trades at higher leverage 
multiples, with more adjustments to 
earnings, and at a pricing discount to 
the core and lower middle markets.

In the lower mid-market, consist-
ency of approach and a longstanding 
commitment to the segment are criti-
cal, however, as sponsors in the space 
tend to be more relationship focused. 
These PE firms are looking for relia-
ble lending partners that can work with 
them repeatedly across many deals and 
support the execution of their value 
creation plans for businesses. With 
this in mind, many sponsors work with 
a limited number of primary lenders, 
and most credit facilities lend them-
selves to smaller, more reliable bank 
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groups. Furthermore, having long-
term relationships with sponsors and 
understanding their capabilities and 
experience are key factors in driving 
successful outcomes.

Q How has the lower middle 
market evolved?

The lender landscape has certainly 
shifted over time. With the pullback of 
commercial banks following the Glob-
al Financial Crisis, the middle market 
today is largely dominated by commer-
cial finance companies and institution-
al capital. While commercial banks do 
continue to maintain a presence, it re-
mains at a much lower level. 

Within the direct lender commu-
nity, we see significant segmentation 
of lenders by borrower EBITDA size. 
When it comes to defining what types 
of companies they will provide financ-
ing to, lenders generally have hard-stop 
EBITDA minimums for borrowers, 
and we have seen numerous lenders 
move up market over time – either 
toward the upper end of the lower 
mid-market or out of it entirely. Ad-
ditionally, while we continue to see a 
lot of lenders coming in and out of the 
middle market broadly, the lower mid-
dle market – given its less commod-
itised and more relationship-focused 
nature – remains relatively insulated 
from new entrants. 

As the lender landscape has evolved, 
so too have credit structures. Uni-
tranche loans have become the domi-
nant structure, versus traditional senior 
and third-party subordinated debt, as 
they offer the advantages of a more 
streamlined debt structure and the abil-
ity to scale the debt capital structure 
with a single lending group.

On the sponsor side, we’ve seen 
more sector focus, with an increasing 
number of PE firms adding to their in-
ternal operational resources and plac-
ing greater emphasis on the develop-
ment and execution of strong growth 
strategies for portfolio companies. Pur-
chase multiples have continued to re-
main high, which has helped drive the 

in the underlying financial performance 
of borrowers. For many companies, 
2023 proved to be a more normalised 
year of performance – with fewer broad 
market disruptions – providing for a 
cleaner earnings profile to support sale 
processes.  

Looking ahead, we would expect 
improved financial performance to 
drive increases in transaction activity 
through 2024, with sponsors moving to 
exit investments that have experienced 
extended hold periods. 

Despite the liquidity challenges as-
sociated with higher interest rates, we 
continue to see resiliency in the lower 
middle market, in part because – even 
before entering into this period of ele-
vated rates – loan structures have gen-
erally been more conservative. 

Q Are there any specific 
industries or types of 

businesses that you have found 
excel in the lower mid-market?
We are less focused on picking specif-
ic industry verticals, and instead con-
centrate on looking at the underlying 
fundamentals of companies. Rather 
than targeting particular industries, we 
believe it is important to look for com-
panies that have predictable cashflows 
and strong historical performance. 
From a general profile perspective, we 
are focused on diversification and iden-
tifying non-cyclical businesses with ro-
bust competitive differentiation.

During underwriting, we work to 
develop a deep understanding of a 
borrower’s business, their underlying 
markets, and their competitive posi-
tion. We believe the ability to maintain 
competitive positioning and margins is 
key, thus we seek to identify business-
es that have historically demonstrated 
pricing power and that have been ca-
pable of passing through or absorbing 
fluctuations in underlying costs.

We also believe it’s important to 
consider the sponsor’s experience with-
in a company’s specific industry or seg-
ment of the market. As mentioned ear-
lier, it is not uncommon for sponsors to 

aforementioned trend and put further 
emphasis on the importance of being 
able to quickly and efficiently execute 
on value creation plans.

Q What is the state of the 
lower mid-market today? 

How are businesses in the 
space faring? 
We viewed 2023 as something of a 
retrenching year, with M&A volumes 
down year-over-year versus 2022; how-
ever, we expect to see a return to more 
normalised deal volumes this year. In 
addition to a seemingly optimistic out-
look among market participants broad-
ly, we have been observing an uptick 
in the number of sell-side processes, 
which seems to support the anticipated 
increase in transaction activity in 2024. 

Overall, we continue to see stability 

“We think lenders 
with a long-term 
commitment to the 
lower mid-market, a 
consistent approach, 
robust deal sourcing 
capabilities, and a 
demonstrated ability 
to scale with borrowers 
will remain best 
equipped to maintain 
and grow market 
share in this segment”
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be sector focused, and we think there’s 
value in that – not only in terms of be-
ing equipped to support the growth of 
the business, but also because it pro-
vides an additional layer of expertise 
when it comes to assessing and under-
writing lending opportunities. 

Despite the slowdown in M&A 
through last year, we continued to ob-
serve a good mix of opportunities across 
a broad spectrum of industries in this 
segment of the middle market. Moving 
forward, I think a focus on underwrit-
ing to stable underlying cashflows and 
maintaining a diversified portfolio will 
continue to be elements critical to suc-
cess in the lower-mid market.

Q What are some of the key 
factors driving lender or 

manager differentiation in the 
lower mid-market?
I think consistency of approach is cer-
tainly at the top of the list. For example, 

we believe a rigorous underwriting 
philosophy with a commitment to con-
servative loan structures – regardless 
of the market environment – is critical 
to long-term success. Additionally, we 
view maintaining a consistent presence 
in the lower mid-market – not hav-
ing style drift – as an important com-
petitive differentiator, as it supports a 
lender’s ability to develop and maintain 
long-term sponsor relationships.  

Having a robust deal sourcing net-
work and strong direct origination 
capabilities are also key points of dif-
ferentiation, as this allows a manager to 
drive consistent dealflow and maintain 
much greater credit selectivity. A long-
term commitment to the lower middle 
market is again critical to success here, 
as it supports a lender’s ability to main-
tain and source dealflow across a stable 
sponsor relationship base.

Additionally, we believe being able 
to act as the administrative agent or in a 

lead agent role puts a lender in a much 
better position to drive enhanced eco-
nomics, maintain control of deal struc-
tures and documentation, and more 
effectively manage credit outcomes. 
More than ever, scale matters when it 
comes to winning these mandates. It is 
not uncommon to see credit facilities 
double in size over the course of an 
investment period, so having a demon-
strated ability to increase hold sizes, 
manage larger bank groups, and pro-
vide borrowers with access to addition-
al capital when needed is an important 
differentiator for PE sponsors when 
selecting lenders for lead roles.

In short, we think lenders with a 
long-term commitment to the lower 
mid-market, a consistent approach, 
robust deal sourcing capabilities, and 
a demonstrated ability to scale with 
borrowers will remain best equipped to 
maintain and grow market share in this 
segment. n

Q What is your outlook for the lower  
mid-market and direct lenders focused 

on the segment?
As noted earlier, in terms of deal volume, we are expecting 
to see a rebound in 2024. While it is still early in the year 
and thus largely anecdotal at this point, volumes appear 
to be ticking up, and we are seeing sell-side activity across 
existing PE portfolios gathering pace.

The number of sponsor-backed businesses that have 
had elongated investment holding periods remains 
elevated, and 2024 should be a solid year for those 
companies to come to market.

LP interest in direct lending broadly has continued  
to grow through the past two decades, and with 
that, we’ve seen increased investor focus on both the 
nuances of the asset class and manager differentiation. 
Historically, many abided by the general assumption 
that larger businesses should perform better, and the 
lower middle market had been an area that received 
less attention. In time, however, that view – from an 
educational and demonstrated performance standpoint 
– has shifted. Witnessing the resilience of many smaller 
companies over the past few years, as well as how 
experienced lenders focused on the lower mid-market 
have been able to manage through market disruption,  
has driven greater LP interest in this segment. With 

more knowledge and understanding of the space, has 
come greater appreciation of some of the attractive 
attributes that characterise it – such as lower leverage 
levels, more favourable pricing, and better lender 
protections. 

Against this backdrop, we believe managers that have 
a long-term focus on this segment, consistent strategy, 
demonstrated ability to manage portfolios through 
cycles, and rigorous credit selection process will be well 
positioned for the road ahead.  


