
Private credit has faced sustained scrutiny in 2026. Headlines around AI disruption, deteriorating credit 
quality, and concentrated exposure in technology-heavy portfolios have led some investors to pause 
new allocations. At the same time, a common perception persists that lending to smaller borrowers in 
the lower middle market carries inherently greater risk than lending at scale. We believe the data 
challenges both of these assumptions. What follows is a summary of the structural case for direct 
lending, and why the core and lower middle market is a particularly compelling segment of the 
opportunity set today.
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The Return Premium

Direct lending has historically delivered consistent, income-driven returns that have outpaced public 
credit markets across multiple time horizons. Using the Cliffwater Direct Lending Index (CDLI), an asset-
weighted index covering middle market loan holdings, here’s how the asset class compares:
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Historical Returns Last 5 Yrs Last 10 Yrs Last 21 Yrs

Direct Lending (CDLI) 10.3% 9.4% 9.5%

Bloomberg High Yield 4.5% 6.5% 6.6%

Leveraged Loans 6.4% 5.8% 5.1%

Source: Cliffwater 2026 Q1 Report on U.S. Direct Lending, Exhibit 15. Returns through March 31, 2026. CDLI returns are unlevered and gross of fees. 
Actual investor returns in direct lending funds will be reduced by management fees, incentive fees, and fund expenses.

What explains this premium — and why it has persisted — is the role of contractual income. The CDLI has 
generated average annual income of 10.8% since inception (September 2004), creating a durable 
return floor that we believe public credit simply doesn’t offer.¹ In our view, that income also makes 
outcomes far more predictable: in 48.0% of calendar years since 2005, total returns were within two 
percentage points of the long-term average.²

Credit losses, which tend to dominate headlines, have historically been modest and well-absorbed by 
that income. Realized losses have averaged -1.0% per year — in line with leveraged loans and below the -
1.5% loss rate for high yield bonds.¹ Even in 2008, the CDLI’s worst year, the drawdown was -6.5% 
versus -26.0% for high yield and -29.0% for leveraged loans.¹ The asset class has delivered positive 
calendar year returns in 20 of the past 21 years.1

Why the Lower Middle Market (“LMM”) and Why Now

Within direct lending, a common assumption is that lending to smaller borrowers means taking more 
risk. We believe the opposite is true today — and that the lower and core middle market offers a 
compelling risk-adjusted opportunity driven by a structural imbalance between where capital is flowing 
and where the best terms are available.

The 20 largest private credit managers raised 68% of capital in 2025. That capital needs to be 
deployed, and as a result, roughly 76% of reported senior secured deals have targeted companies with 
$50-100mm in EBITDA — just 22% of the total opportunity set. The remaining 78% of addressable 
companies, those with $5-$50mm in EBITDA, remain significantly less competitive.³ 



That imbalance has loosened structures and documentation at the top of the market, contributing to 
lower recovery rates among larger borrowers. At the same time, unitranche spreads have compressed 
and converged across all EBITDA brackets, largely eliminating the pricing discount that larger borrowers 
historically enjoyed. Yet lower middle market borrowers are levered at roughly 4.0x compared to 6.5x 
for large-cap borrowers.⁴ In other words, lenders in the LMM are capturing comparable economics 
at meaningfully lower leverage, which translates directly into more equity cushion beneath the 
loan.

Importantly, that pricing advantage does not appear to come at the cost of higher risk. Heading into 2H 
2026, lower middle market borrowers are outperforming their larger peers across key credit metrics:⁵

With larger restructurings expected to surface during 2Q BDC reporting season, this performance gap is 
likely to widen. Much of that pressure, and much of what is driving the negative headlines around 
private credit in 2026, traces to software and technology exposure, which is disproportionately 
concentrated in upper middle market portfolios. Software accounts for roughly 43.0% of historical 
jumbo (private loans totaling $1bn or more) private credit volume, and the 2028 software maturity wall 
has barely moved, shrinking only 5.0% this year versus 42.0% for the rest of the market.⁴ For investors 
allocating to the upper middle market today, these dynamics represent a concentrated and largely 
unresolved headwind, one that lower middle market portfolios, by virtue of their size and sector 
diversification, are naturally less exposed to.

When defaults do occur, recovery rates reinforce the structural advantage. S&P CreditPro data from 
1987–2025 shows lower middle market loans recovering 84 cents on the dollar versus 68 cents for 
large-cap loans — a function of tighter documentation, financial maintenance covenants, and fewer 
lenders per transaction.⁶

None of this is to say the lower middle market is without risk — borrowers are smaller, diligence is more 
intensive, and individual name selection matters more. But on a structural basis, the data suggests that 
the risk-adjusted profile of the LMM is more favorable today than conventional wisdom assumes, 
and we believe the current environment reinforces the value of a disciplined, lower middle market 
approach. 
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LMM Non-LMM

Non-Accrual Rate 1.7% 2.4%

Default Forecast 2.3% 2.5%

Spread Change (Q1 to Q2) Flat +25bps

Source: KBRA DLD Direct Lending Index (default and non-accrual rates; LMM defined as EBITDA <$20mm). Spread data from Lincoln 
International Q2 2026 Valuation Preview Deck (LMM reflects companies with EBITDA <$40mm)
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Footnotes

¹ Cliffwater 2026 Q1 Report on U.S. Direct Lending. CDLI income return, realized credit loss rates 
(Exhibit 8), and calendar year return comparisons (Exhibit 15)

² Cliffwater Research, "The Arithmetic of Direct Lending," April 23, 2026. Return consistency 
analysis

³ Preqin Global Report: Private Credit in 2026; PitchBook database as of 6/8/2026. Capital 
concentration and opportunity set data

⁴ Kirkland & Ellis, Private Credit Market Update, July 2026 (Lincoln International Q2 2026 data). 
Unitranche spread convergence, software sector exposure, and maturity wall data

⁵ Lincoln Q2 2026 Valuation Preview Deck; KBRA DLD Default Weekly 7/17/26. Non-accrual rates, 
default forecasts, and spread dynamics

⁶ S&P CreditPro (1987–2025). Recovery rate data by loan size
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Disclaimers

General Risks of Investing in the Crestline Funds

An investment in the Funds is speculative and involves a high degree of risk. The Funds are generally not subject to regulatory 
restrictions or oversight. Crestline Management, L.P., is a federally registered investment adviser and provides investment advice 
through various affiliates and subsidiaries. Crestline Canada, Inc. and its subsidiary Crestline Canada Sub, L.P. are investment 
managers doing business in Canada that provide the “beta” overlay advice to Crestline Management, L.P. and certain Canadian 
trusts. Crestline Europe, LLP, registered with the Financial Conduct Authority (“FCA”), serves as the European investment adviser 
and is helping Crestline with investment diligence and analysis for its clients on certain primarily European opportunities. The Funds 
may employ leverage, which among other investment techniques, can make their investment performance volatile.  Opportunities 
for redemptions and transferability of interests in the Funds are restricted so investors may not have access to their capital if and 
when it is needed.  There is generally no secondary market for an investor’s interest in the Funds and none is expected to develop.  
The Funds’ management fees, incentive fees/allocations, and expenses, may offset their trading profits.  An investor should not 
invest in the Funds unless it is prepared to lose all or a substantial portion of its investment. 

This report may not be reproduced, distributed or transmitted in whole or in part in any media. 

This document is a summary, is for informational purposes only and does not constitute an offer to sell or a solicitation of any offer 
to buy or sell securities of any entity, investment product or investment advisory service. Any offer will be made only pursuant to a 
confidential offering memorandum. There can be no guarantee that the Funds will achieve their investment objective.  An 
investment in the Funds is speculative and involves a high degree of risk, and investors risk loss of their entire investment.  Past 
performance is not indicative of future performance.

Some information contained in this document is based on data received from third parties that we consider reliable and is accurate 
to the best of Crestline’s knowledge.  However, Crestline has not independently verified the information and does not otherwise 
give any warranty as to the truth, accuracy, or completeness of such third party data, and it should not be relied upon as such. The 
material is not intended to be a formal research report and nothing in this presentation should be interpreted to state or imply that 
past results are an indication of future performance. 

Any opinions expressed herein are our current opinions only. There can be no assurance or guarantee that Crestline's investment 
strategy will achieve its stated goal.  All information provided in this presentation is for informational purposes only. In addition, it 
should not be assumed that any of the securities and/or strategies discussed herein were or will prove to be profitable. Crestline 
accepts no liability for loss arising from the use of this material. 

Within a particular strategy, Crestline may offer a domestic fund and an offshore fund (“Funds”) that are managed pari passu. In 
such cases the Funds managed by Crestline will have investment objectives that are identical or substantially similar. It is not 
anticipated, however, that the Funds managed by Crestline having identical or substantially similar investment objectives will have 
identical or substantially similar investment portfolios. Differing investment portfolios can be expected to result from several 
factors, including, without limitation, the following:

• Regulatory constraints that apply to the Funds managed by Crestline;

• Investment constraints imposed by the Investment Managers of the underlying fund that the Funds may invest in;

• The availability of underlying funds for investment at certain times but not at others; and

• The amount of cash available for investment at certain time by the Funds.

As a result of factors such as these, Funds that are managed pari passu may have a different investment portfolio (and, as a result, 
different performance results) even though the funds may have identical or substantially similar investment objectives.

This document may contain "forward-looking statements" within the United States Private Securities Litigation Reform Act of 1995. 
Statements that are predicative in nature, that depend upon or refer to future events or conditions or that include words such as 
“aims,” “expects,” “anticipates,” “intends,” “plans,” “believes,” “estimates,” “seeks,” “thinks,” and similar expressions are forward-
looking statements. These statements involve known and unknown risks, uncertainties and other factors that may cause our actual 
results and performance to be materially different from any future results or performance expressed or implied by these forward-
looking statements. Forward-looking statements are not guarantees, and they involve risks, uncertainties and assumptions. 
Although we make such statements based on assumptions that we believe to be reasonable, there can be no assurance that actual 
results will not differ materially from those expressed in the forward-looking statements
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Disclaimers

Performance information is unaudited and subject to revision. Past performance as well as third party awards and ratings are not a 
guaranty of future results. Additionally, some of the track records include unrealized investments. As discussed below, the values of 
unrealized investments are speculative and there is risk that unrealized investments will not be liquidated for their currently held 
value that is reflected in the track record. Current and prospective investors should not assume that the future performance of any 
Crestline fund will equal its prior performance results or the results of any previous fund with a similar strategy, and investors risk 
loss of their entire investment. Each fund’s performance results portrayed reflect the deduction of that fund’s advisory fees, 
brokerage commissions and other expenses.  The performance results also include the reinvestment of income and dividends, in 
investment vehicles where such are applicable.  For each Crestline fund, an individual investor’s returns will vary from the historical 
performance due to restrictions on participation in certain types of investments and due to the timing of subscriptions, withdrawals, 
and redemptions; further, the general economic conditions during extreme highs and lows may have affected the returns of the 
funds. 

Crestline is an institutional investment adviser who markets to sophisticated investors who are able to understand the limitations 
and risks associated with the use of hypothetical performance. Upon request, Crestline will provide information on the criteria used 
and assumptions made in calculating hypothetical performance. 

Targeted returns are hypothetical returns and are forward-looking statements that are subject to uncertainties described further in 
the relevant offering memorandum. The targeted returns are based on research conducted by Crestline and the conclusions are 
Crestline’s opinions based on its own independent study. The return targets are supported by various quantitative measures 
including one or more of the following: 1) the actual track record of the funds, 2) back-tested returns of a pro-forma portfolio using 
the fund’s current asset allocation and/or 3) a forecast return calculated using a third-party risk model.  For further information on 
targeted returns including input data and calculation methodology please contact Client Servicing at 
CrestlineInvestors@crestlineinc.com. While Crestline believes that the return targets are supportable, there is no guarantee that the 
funds will achieve the targeted returns. The targeted rates of return included herein are hypothetical returns, and are for 
illustrative purposes only.  Accordingly, no assumptions or comparisons should be made based upon these returns. Targeted 
returns are subject to inherent risks and limitations, including but not limited to the fact that the returns do not take into account 
the impact that market and economic risks may have on investment decisions and that criteria and assumptions used in generating 
targeted returns may not prove to be correct. In no circumstances should the targeted returns be regarded as a representation, 
warranty or prediction that the fund will reflect any particular performance or that it will achieve or is likely to achieve any 
particular result or that investors will be able to avoid losses, including total losses of their investment.

Hypothetical, back-tested or simulated performances have many inherent limitations only some of which are described as follows: 
(i) It is designed with the benefit of hindsight, based on historical data, and does not reflect the impact that certain economic and 
market factors might have had on the decision-making process. No hypothetical, backtested or simulated performance can 
completely account for the impact of financial risk in actual performance. Therefore, it will invariably show positive rates of return. 
(ii) It does not reflect actual client asset trading and cannot accurately account for the ability to withstand losses. (iii) The 
information is based, in part, on hypothetical assumptions made for modeling purposes that may not be realized in the actual 
management of investments, indices or accounts. No representation or warranty is made as to the reasonableness of the 
assumptions made or that all assumptions used in achieving the returns have been stated or fully considered. Assumption changes 
may have a material impact on the model returns presented. This material is not representative of any particular client’s 
experience. Investors should not assume that they will have an investment experience similar to the hypothetical, back-tested or 
simulated performance shown. There are frequently material differences between hypothetical, back-tested or simulated 
performance results and actual results subsequently achieved by any investment or investment strategy.

Unlike an actual performance record, hypothetical, back-tested or simulated results are achieved by means of the retroactive 
application of a model itself designed with the benefit of hindsight. Hypothetical, back-tested or simulated performance does not 
reflect the impact that material economic or market factors might have on Crestline’s decision making process. The back-testing of 
performance differs from actual account performance because the investment strategy may be adjusted at any time, for any 
reason and can continue to be changed until desired or better performance results are achieved. The hypothetical performance 
includes proforma fees and expenses. No representation is made that any investment, index or account described herein will or is 
likely to achieve profits or losses similar to those shown. Alternative modeling techniques or assumptions might produce 
significantly different results and prove to be more appropriate. Past hypothetical, back-test or simulated results are neither 
indicators nor guarantees of future returns. In fact, there are frequently sharp differences between hypothetical, back-tested and 
simulated performance results and the actual results subsequently achieved. As a sophisticated investor, you accept and agree to 
use such information only for the purpose of discussing with Crestline your preliminary interest in investing in the investment 
described herein.

Crestline makes no representations or warranties, express or implied, to you on which you may rely with respect to the information 
contained herein (including without limitation, as to accuracy or completeness, the inclusion or omission of any facts or 
information, or as to its suitability, sufficiency or appropriateness for your purposes). 

This presentation and all information contained herein is confidential and should not be distributed without the prior written 
consent of Crestline.
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Disclaimers

This financial promotion is issued by Crestline Management, LP and Crestline Europe, LLP (together "Crestline"). Crestline Europe, 
LLP is authorized and regulated by the Financial Conduct Authority (FCA). This report may not be reproduced, distributed or 
transmitted in whole or in part in any media. Some information contained in this document is based on data received from third 
parties that we consider reliable and is accurate to the best of Crestline's knowledge. However, Crestline has not independently 
verified the knowledge and does not otherwise give any warranty as to the truth, accuracy or, completeness of such third-party 
data, and it should not be relied upon as such. The material is not intended to be a formal research report and nothing in this 
presentation should be interpreted to state or imply that past results are an indication of future performance. Any opinions 
expressed herein are our current opinions only. There can be no assurance or guarantee that Crestline's investment strategy will 
achieve its stated goal. All information provided in this presentation is for informational purposes only. In addition, it should not be 
assumed that any of the securities and/or strategies discussed herein were or will prove to be profitable. Crestline accepts no 
liability for loss arising from the use of this material.

In the United Kingdom, this communication is being made only to, or directed only at, persons who are: (i) investment professionals 
within the meaning of Article 19 of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (“FP Order”); (ii) 
high net worth companies and certain other entities falling within Article 49 of the FP Order; or (iii) any other persons to whom 
such communication may lawfully be made. It must not be acted, or relied, upon by any other persons.

The Cliffwater Direct Lending Index (the “CDLI”) seeks to measure the unlevered, gross of fees performance of U.S. middle market 
corporate loans, as represented by the underlying assets of Business Development Companies (“BDCs”), including both exchange-
traded and non-traded BDCs, subject to certain eligibility requirements. The CDLI is asset-weighted by reported fair value.

Please click here to view Country Disclaimers.
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