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Middle-
market 
direct 
lending 
has evolved significantly over the last 20 years, 

developing from a cottage industry into a distinct 

asset class with an increasingly mainstream strategic 

portfolio allocation. Growth in private credit generally, 

and direct lending specifically, has been fueled by 

factors that include strong capital demand from 

middle-market companies, growing use of leveraged 

loans for private equity buyouts, and an increased 

institutional appetite for the asset class’ attractive 

investment characteristics — namely floating rate 

income streams, senior secured position in the 

capital stack, and relative lack of correlation to other 

assets. Private credit is well suited to investing across 

business cycles and is particularly attractive in the 

later stages of a cycle. That said, it is increasingly 

critical for investors to understand the differences 

among private credit strategies and current market 

players in order to achieve attractive returns. 
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Investor interest in middle-market direct lending, a subset of the private credit assets class, has increased 

significantly since the early 2000s and continues to grow. More than half of the 230 institutions 

participating in BlackRock’s 2019 Global Institutional Rebalancing Survey expected to increase their 

allocation to private credit strategies including direct lending: 

Managing downside risk is 
essential to outperforming 

throughout the business cycle.  

Direct lending has consistently 
outperformed other income-
oriented strategies on a risk-

adjusted basis for the last 15 years.1

We examined the current state of middle-market direct lending to assess how the asset class has performed 

and its outlook, given its growing popularity. It is our view that:

1 2

1 Source: BlackRock as of December 31, 2018. Refers to Cliffwater Direct Lending Index outperformance of U.S. Aggregate since inception of the Cliffwater Index 
in October 2004.

Chart 1: 2019 target asset allocation by survey respondents
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classes in 2019. The sample size by asset are as follows: equities (225); private equity (188); private credit (160); real estate (203); real assets (173). The private 
credit allocation intentions refer to responses among global fixed income clients.
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Commercial banks retreat  
from the middle market

Throughout most of the 20th Century, commercial 

banks were the primary lenders to small and 

medium-sized enterprises (SME), but two major 

events reshaped credit broadly and direct lending 

specifically. Those events were the regional bank 

consolidation beginning in the 1990s, and the 

2008–2009 global financial crisis (GFC).

As regional banks consolidated to create 

national institutions, their management teams 

increasingly focused on cultivating larger corporate 

relationships. In the process, SMEs were crowded 

out of the bank financing market and often forced  

to source credit elsewhere.

Chart 2: Commercial and industrial loans 
owned by U.S. banks
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The already tight middle-market lending conditions 

were exacerbated by post-GFC regulations (e.g., 

Dodd-Frank, Volcker and Basel III), which required 

banks and broker-dealers to deliver by reducing  

both the size of their balance sheets and their 

holdings of largely corporate credit assets.

Non-bank lenders  
enter the market

As banks retreated, non-bank financial 

intermediaries (NBFIs), funded by institutional 

investors (e.g., insurance companies, pension  

funds, endowments, and sovereign wealth funds), 

emerged to fill the void. Since the late 1990s, the 

U.S. lending landscape has changed dramatically, 

with institutional investors now originating 

approximately 84% of primary leveraged loan 

issuance, compared with 42% in 1999.

NBFIs have increased their lending activities 

because of the potential attractiveness of the 

investment. In addition to interest income, direct 

lending may generate fees for sourcing, underwriting 

and structuring loans, and generally provides 

downside protection in the form of lender-friendly 

structural features (e.g., covenants).

Chart 3: Institutional investor share of leveraged 
loan issuance has increased steadily
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Highly leveraged loans only (pre-1996: L+250 and Higher; 1996 to date: 
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administrative, syndication, and documentation agents, as well as arranger). 
Excludes RC-only ABLs.
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Typical features of direct lending

Characteristics of private credit

Direct lending is characterized by flexible and 

creative financing solutions that are unique to each 

opportunity. However, there are certain structural 

features that are common to most loans: security, 

structural seniority, floating rate pricing, contractual 

yield and amortization, financial covenant 

protections, and management access.

Additional direct loan features may include warrants 

or other equity-linked structures that potentially 

provide capital appreciation in certain situations. 

In aggregate, these qualities contribute to direct 

loans’ markedly different risk-return profile from 

conventional fixed income securities. Consequently, 

direct lending may be a source of meaningful 

portfolio diversification and risk-adjusted return 

when added to stock and bond holdings. 

Security  
Direct loans are typically secured by defined 

combinations of real assets, intangible assets,  

and enterprise value.

Structural seniority  
First- and second-lien positions provide 

repayment priority in the event of default, and 

potentially protects principal, which may lead to 

outperformance in a downturn.

Contractual yield and amortization
Quarterly principal and interest payments provide 

both current income and a periodic resetting 

of the reference interest rate, while mandatory 

amortization uses excess cash flow to pay down 

debt, potentially reducing overall risk.

Floating-rate pricing
Direct loans have adjustable coupons that increase 

when interest rates rise and provide a floor when 

they decline.

Financial covenant protections
Legal agreements regulate a company’s financial 

performance by restricting its activities, its 

ability to incur additional debt, its ability to make 

distributions and payments to affiliates, and its 

right to liquidate assets.

Management access
Direct lenders generally receive substantial access 

to a borrower’s management team during the 

diligence and underwriting process, which provides 

an informational advantage that potentially 

improves decision-making and loan structuring.
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Opportunities  
across market cycles

Direct lending may offer opportunities to generate 

income during both economic contractions and 

expansions. Certain strategies within private credit 

are better suited to periods of macroeconomic 

stress, such as distressed credit or special situations. 

These strategies tend to be less active during 

periods of persistent economic growth and low 

interest rate environments. 

By contrast, direct lending is largely business-cycle 

agnostic, supporting credit deployment in favorable 

business conditions (e.g., financing growth-oriented 

capital expenditures) as well as during economic 

slowdowns (e.g., funding an acquisition of a 

distressed competitor). Consequently, direct lending 

can be considered an “asset class for all seasons.” 

Direct lending’s attractiveness across business 

cycles derives from its structural flexibility and 

the ability of skilled direct lenders to underwrite 

tailored solutions that support borrowers in both 

good times (e.g., financing to fund growth-oriented 

capital expenditures) and bad times (e.g., financing 

to support the acquisition of a distressed competitor 

with good assets). Identifying relative value across a 

company’s capital structure, leveraging fundamental 

diligence, and applying structuring acumen are 

key to generating compelling returns throughout 

corporate and macroeconomic lifecycles.

Source: Cambridge Associates LLC
Note: Illustration does not take into account relative value across credit, or relative value between credit and other asset classes. Specialty finance strategies 
will have different experiences during the credit cycle depending on the type of asset in which they are invested. Committing to draw-down strategies requires a 
longer investment horizon than investing in open-ended strategies that allow for immediate capital deployment and regular liquidity.
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Chart 4: Private credit strategies across the economic cycle

Credit opportunities: Best opportunity set in contraction/early expansion; ability to capitalize on distress 
makes almost an all-weather strategy

Senior debt: Typically an all-weather strategy; more headwinds in late-stage expansion

Distressed credit: Requires financial 
distress, localized or widespread, 

to expand opportunity set
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Navigating increasing competition...and a late cycle

Direct lending has become an increasingly important part of the U.S. corporate lending landscape. An 

estimated 407 private credit funds are currently seeking to raise a collective USD $182 billion, with more 

than 50% of this targeted at direct lending strategies (based on Preqin’s 2018 estimate). 

Chart 5: Competition has increased within private credit and direct lending, in particular

Private debt funds in market over time, 2015–2019 Private debt funds in market in 2018 by fund type
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The significant amount of capital raised, coupled with continued economic growth in the United States, have 

led to continually high leveraged loan issuance, which reached approximately USD $1.2 trillion in 2018.

Chart 6: U.S. leverage loan issuance
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Source: Refinitiv, Leveraged Loan Monthly, Year-End 2018 Report.
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This scenario has, in some cases, led to a loosening 

in underwriting standards as lenders make 

accommodative decisions to increase volume. 

Some are willing to forego structural protections 

to grow their asset base. This trend is further 

evidenced by an increase in the number of deals 

that lack traditional financial covenant packages 

(colloquially referred to as “covenant-lite” or “cov-

lite” deals). Notably, in 2018, an estimated 85% of 

broadly syndicated leveraged loans issued in the 

United States could be classified as cov-lite. Among 

broadly syndicated U.S. leveraged loans issued with 

covenants in 2018, the majority were structured with 

one or two covenants at most. We have seen a similar 

trend of covenant deterioration in certain (but not 

all) segments of the U.S. middle market.  

Chart 7: Average number of covenants Chart 8: Distribution by number of covenants
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As risks increase,  
experience will matter 

In the face of a U.S. lending market that has 

expanded rapidly, it is our view that there is still 

significant opportunity in direct lending. That said, 

there are also visible risks created by aggressive  

new lenders and a possible late-stage business  

cycle. Against this backdrop, experience in direct 

lending throughout business cycles, deep industry 

expertise, and a fundamental focus on credit risk 

management are essential. 

We believe investors should be cautious of middle-

market loan structures that resemble the borrower-

friendly structures of the broadly syndicated loan 

(BSL) market: no covenants, virtually no amortization, 

and the ability of sponsors to extract dividends and 

transfer assets. A new class of well-funded, volume-

driven, upper-middle-market lenders have organized 

around the opportunity to fund these loans, which 

are generally made in partnership with private equity 

(PE) sponsors. This is not at all to say that these loans 

and the deals they support are inherently flawed. 

Oftentimes, taking a secured position in the capital 

structure in support of a sophisticated financial 

and operational sponsor can be quite compelling, 

particularly with a seasoned sponsor who is willing  

to invest meaningful equity capital. 

What we also recognize, though, is that different 

parts of the capital structure have economic and 

fiduciary incentives that are not always aligned. 

These observations are always front of mind when 

we evaluate PE transactions, perhaps now more than 

ever. Global PE assets under management (AUM) rose 
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above USD $3.5 trillion in 2018 (compared with USD 

$2.5 trillion in 2016), with little slowdown in forward 

fundraising calendars. This continued expansion in 

PE AUM has commanded continued growth in deal 

flow and, as many new direct lending managers have 

entered the market, greater competition for deals 

and wallet share with PE sponsors. This competitive 

pressure has spawned a number of issues for direct 

lenders, perhaps the most worrisome of which is the 

continued increase in leverage levels for U.S. LBOs.

Chart 9: BSL vs MM – Debt-to-EBITDA ratio
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Despite these trends, it is our view that there 

continues to be opportunity to generate strong  

risk-adjusted returns in direct lending. Through  

it all, the focus should remain on the underlying 

business and creating a structure that protects 

against the specific risks of the transaction. In 

addition to structural discipline at the individual 

investment level, risk management at the portfolio 

level, industry expertise, and a disciplined focus on 

industry diversification are essential. 

As we have reviewed, a substantial amount of change 

and growth has taken place in private credit markets, 

and we expect those trends to continue for the 

foreseeable future. The basic attraction of the middle 

market, with its return premium, lender friendly 

documentation, and low correlation with other fixed 

income segments, remain intact. 

As we continue in a very long business cycle, it becomes 

increasingly important to structure transactions 

through the lens of previous workout experience. 

Having experience with workouts and navigating 

restructuring and recapitalization, both in and out of 

bankruptcy, is invaluable when the cycle does turn. 

Whereas some of the market increasingly accepts cov-

lite transactions as the “new normal,” robust financial 

covenants are necessary to weather a downturn.

There continues to be an 
opportunity to generate alpha  

in direct lending.

Direct lending is an asset class that 
has historically generated attractive, 

risk-adjusted returns through a 
variety of business cycles, and is one 

to which investors should have  
a meaningful allocation.

Despite the challenging competitive environment, we remain firm in two basic convictions:

1 2
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This material is for distribution only to those types of recipients as provided below and should not 
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This material is not intended to be relied upon as a forecast, research or investment advice, and is not a 
recommendation, offer or solicitation to buy or sell any securities or to adopt any investment strategy. 

Opinions and estimates offered herein constitute the judgment of BlackRock and are subject to 
change. All opinions and estimates are based on assumptions, all of which are difficult to predict 
and many of which are beyond the control of BlackRock. In addition, any calculations used to 
generate the estimates were not prepared with a view towards public disclosure or compliance with 
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all-inclusive and are not guaranteed as to accuracy. Reliance upon information in this material is 
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Such information may include, among other things, projections, forecasts, estimates of yields 
or returns, and proposed or expected portfolio composition. No representation is made that the 
performance presented will be achieved, or that every assumption made in achieving, calculating 
or presenting either the forward-looking information or the historical performance information 
herein has been considered or stated in preparing this material. Any changes to assumptions that 
may have been made in preparing this material could have a material impact on the investment 
returns that are presented herein by way of example.

Capital at risk. The value of investments and the income from them can fall as well as rise and are 
not guaranteed. The investor may not get back the amount originally invested. 

Past performance is not a reliable indicator of current or future results and should not be the sole 
factor of consideration when selecting a product or strategy. 

Changes in the rates of exchange between currencies may cause the value of investments to 
diminish or increase. Fluctuation may be particularly marked in the case of a higher volatility fund 
and the value of an investment may fall suddenly and substantially. Levels and basis of taxation  
may change from time to time.

This document is for your use only and must not be circulated to anyone else without 
BlackRock’s consent or provided to the general public under any circumstances.

In Canada, this material is intended for Permitted Clients only, is for educational purposes only,  
does not constitute investment advice and should not be construed as a solicitation or offering 
of units of any fund or other security in any jurisdiction. Any investment decision should be done 
pursuant to the offering document and subscription agreement of the fund.

In Latin America, for institutional investors and financial intermediaries only (not for public 
distribution). This material is for educational purposes only and does not constitute investment 
advice or an offer or solicitation to sell or a solicitation of an offer to buy any shares of any fund or 
security and it is your responsibility to inform yourself of, and to observe, all applicable laws and 
regulations of your relevant jurisdiction. If any funds are mentioned or inferred in this material, such 
funds may not been registered with the securities regulators of Argentina, Brazil, Chile, Colombia, 
Mexico, Panama, Peru, Uruguay or any other securities regulator in any Latin American country  
and thus, may not be publicly offered in any such countries. The securities regulators of any  
country within Latin America have not confirmed the accuracy of any information contained 
herein. No information discussed herein can be provided to the general public in Latin America. 
The contents of this material are strictly confidential and must not be passed to any third party.
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In Argentina, only for use with Qualified Investors under the definition as set by the Comisión 
Nacional de Valores (CNV). In Brazil, this private offer does not constitute a public offer, and is not 
registered with the Brazilian Securities and Exchange Commission, for use only with professional 
investors as such term is defined by the Comissão de Valores Mobiliários. In Colombia, the sale of 
each fund discussed herein, if any, is addressed to less than one hundred specifically identified 
investors, and such fund may not be promoted or marketed in Colombia or to Colombian residents 
unless such promotion and marketing is made in compliance with Decree 2555 of 2010 and other 
applicable rules and regulations related to the promotion of foreign financial and/or securities 
related products or services in Colombia. In Chile, the sale of each fund not registered with the 
CMF began on the date as indicated for such fund as described herein and the sale of such 
securities is subject to General Rule No. 336 issued by the SVS (now the CMF). The subject matter 
of this sale may include securities not registered with the CMF; therefore, such securities are not 
subject to the supervision of the CMF. Since the securities are not registered in Chile, there is 
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The securities shall not be subject to public offering in Chile unless registered with the relevant 
registry of the CMF. In Peru, this material is for the sole use of Institutional Investors, as such term 
is defined by the Superintendencia de Banca, Seguros y AFP. In Peru, this private offer does not 
constitute a public offer, and is not registered with the Securities Market Public Registry of the 
Peruvian Securities Market Commission, for use only with institutional investors as such term is 
defined by the Superintendencia de Banca, Seguros y AFP.

In Mexico. For institutional investors and financial intermediaries only. Investing involves risk, 
including possible loss of principal. This material is provided for educational and informational 
purposes only and does not constitute an offer or solicitation to sell or a solicitation of an offer to 
buy any shares of any fund or security. It is your responsibility to inform yourself of, and to observe, 
all applicable laws and regulations of Mexico. If any funds, securities or investment strategies are 
mentioned or inferred in this material, such funds, securities or strategies have not been registered 
with the National Banking and Securities Commission (Comisión Nacional Bancaria y de Valores, 
the “CNBV”) and thus, may not be publicly offered in Mexico. The CNBV has not confirmed the 
accuracy of any information contained herein. The provision of investment management and 
investment advisory services is a regulated activity in Mexico, subject to strict rules, and performed 
under the supervision of the CNBV. BlackRock Mexico, S.A. de C.V., Asesor en Inversiones 
Independiente (“BLKMX”) is a Mexican subsidiary of BlackRock, Inc., registered with the CNBV as 
an independent investment advisor under registration number 30088-001-(14085)-20/04/17, 
and as such, authorized to provide Investment Advisory Services. BlackRock México Operadora, S.A. 
de C.V., Sociedad Operadora de Fondos de Inversión (“BlackRock MX Operadora” and together with 
BLKMX, “BlackRock México”) are Mexican subsidiaries of BlackRock, Inc., authorized by the CNBV. 
For more information on the investment services offered by BlackRock Mexico, please review 
our Investment Services Guide available in www.BlackRock.com/mx. This material represents an 
assessment at a specific time and its information should not be relied upon by you as research or 
investment advice regarding the funds, any security or investment strategy in particular. Reliance 
upon information in this material is at your sole discretion. BlackRock México is not authorized to 
receive deposits, carry out intermediation activities, or act as a broker dealer, or bank in Mexico. For 
more information on BlackRock México, please visit: www.BlackRock.com/mx. Further, BlackRock 
receives revenue in the form of advisory fees for our mutual funds and exchange traded funds and 
management fees for our collective investment trusts.

In Hong Kong, this material is issued by BlackRock Asset Management North Asia Limited and 
has not been reviewed by the Securities and Futures Commission of Hong Kong. This material is 
for distribution to “Professional Investors” (as defined in the Securities and Futures Ordinance 
(Cap.571 of the laws of Hong Kong) and any rules made under that ordinance.) and should not  
be relied upon by any other persons or redistributed to retail clients in Hong Kong. 
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China (“PRC”, for such purposes, excluding Hong Kong, Macau and Taiwan) or entities registered in 
the PRC unless such parties have received all the required PRC government approvals to participate 
in any investment or receive any investment advisory or investment management services.

In Singapore, this is issued by BlackRock (Singapore) Limited (Co. registration no. 200010143N) 
for use only with institutional investors as defined in Section 4A of the Securities and Futures 
Act, Chapter 289 of Singapore. This advertisement or publication has not been reviewed by the 
Monetary Authority of Singapore. 

Issued in Australia and New Zealand by BlackRock Investment Management (Australia) Limited ABN 
13 006 165 975 AFSL 230 523 (BIMAL) for the exclusive use of the recipient who warrants by receipt 
of this material that they are a wholesale client and not a retail client as those terms are defined 
under the Australian Corporations Act 2001 (Cth) and the New Zealand Financial Advisers Act 
2008 respectively. BIMAL is the issuer of financial products and acts as an investment manager in 
Australia. BIMAL does not offer financial products to persons in New Zealand who are retail investors 
(as that term is defined in the Financial Markets Conduct Act 2013 (FMCA)). This material does not 
constitute or relate to such an offer. To the extent that this material does constitute or relate to such 
an offer of financial products, the offer is only made to, and capable of acceptance by, persons in 
New Zealand who are wholesale investors (as that term is defined in the FMCA). This material has 
not been prepared specifically for Australian or New Zealand investors and may contain references to 
dollar amounts which are not Australian or New Zealand dollars and financial information which are 
not prepared in accordance with Australian or New Zealand law or practices.

This material is for distribution to Professional Clients (as defined by the Financial Conduct Authority 
or MiFID Rules) and Qualified Investors only and should not be relied upon by any other persons.

Issued by BlackRock Investment Management (UK) Limited, authorised and regulated by the Financial 
Conduct Authority. Registered office: 12 Throgmorton Avenue, London, EC2N 2DL. Tel: +44 (0)20 7743 
3000. Registered in England and Wales No. 2020394. For your protection, telephone calls are usually 
recorded. BlackRock is a trading name of BlackRock Investment Management (UK) Limited.

When this document is issued in the EEA, it is issued by BlackRock (Netherlands) B.V.: Amstelplein 
1, 1096 HA, Amsterdam, Tel: 020 – 549 5200, Trade Register No. 17068311. For more information, 
please see the website: www.blackrock.com. For your protection, telephone calls are usually 
recorded. BlackRock is a trading name of BlackRock (Netherlands) B.V..

For investors in Israel: BlackRock Investment Management (UK) Limited is not licenced under 
Israel’s Regulation of Investment Advice, Investment Marketing and Portfolio Management Law, 
5755-1995 (the “Advice Law”), nor does it carry insurance thereunder. 

Any research in this document has been procured and may have been acted on by BlackRock for 
its own purpose. The results of such research are being made available only incidentally. The views 
expressed do not constitute investment or any other advice and are subject to change. They do not 
necessarily reflect the views of any company in the BlackRock Group or any part thereof and no 
assurances are made as to their accuracy. 

This document is for information purposes only and does not constitute an offer or invitation to 
anyone to invest in any BlackRock funds and has not been prepared in connection with any such offer.

© 2019 BlackRock, Inc. All rights reserved. ALADDIN, BLACKROCK, BLACKROCK SOLUTIONS, and 
iSHARES are registered trademarks of BlackRock, Inc. or its subsidiaries in the United States and 
elsewhere. All other trademarks are those of their respective owners.

LIT NO. DIRECTLEND-WP-0719      192835T-0719

ALTM0719U-909630-12/12


