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Not all Private Credit Segments Operate in Tandem 

There are concerns with certain aspects of the private credit market which we also share and thought you would 
appreciate some additional context and our perspective.    

The bottom line is that the supply and demand characteristics of capital in the larger end of the market are 
different than the more resource intensive lower end of the market resulting in different risk and reward trends. 

The current landscape of the private credit markets reveals significant differences, especially between the large 
market and the lower middle-market.  These discrepancies are more pronounced now than they have been in a 
long time, leading to differentiated risks and opportunities.   

In the large market, the primary risks stem from falling interest rates, which, due to substantial demand from 
both lenders and borrowers, exerts pressure on pricing, legal agreements, covenants and the overall quality of 
loans. 

In the lower middle-market, we don’t experience the same supply and demand pressures, allowing us to lend 
differently.  However, there are distinct risks, primarily related to evaluating and actively managing companies.  
We believe a more active management approach is necessary to mitigate these idiosyncratic risks, which allows 
one to benefit from the supply demand imbalance for capital and capitalize on potential EBITDA multiple 
expansion valuation arbitrage.  

Over the past decade, capital raised by private credit funds has grown significantly as investors have increased 
their exposure to this asset class to over $1.6 trillion in 2023 as shown in the chart below.  As such, some recent 
press articles have mentioned that the private credit markets are overheated.  We agree that is the case in some 
parts of the U.S. private credit market where the supply of credit is outpacing demand, however, we believe this 
supply demand dynamic is not the same in all parts of the private credit market, particularly not in the U.S. lower 
middle-market.  

 

 

 

 

 
           

 
 

Star Mountain’s Opinion on Supply & Demand Impacts on Pricing and Risk 
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Source: Preqin. July 3, 2024. 

At the upper end of the market, large banks are well capitalized, bringing in large volumes of capital to lend to 
larger companies.  Conversely, smaller banks that focus on smaller businesses often face capital constraints and 
have been struggling with liquidity limitations.  In addition, the smaller banks on average typically have less 
capabilities and resources to lend to these smaller businesses, which leads to capital inefficiency at the lower end 
of the market. 

 

Source: “Global Private Equity Deal Activity Plunges in 2023,” S&P Global Market Intelligence, January 16, 2024. 

Figure 1: Significant Growth in Private Credit Fundraising 1 

Figure 2: Supply & Demand Dynamics in the Larger Private Credit Markets 
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At the larger end of the credit market, where there are much fewer companies (~10,000), spreads are 
compressing as banks and other private credit managers flush with capital drive yields down as shown in the chart 
below.   

Source: Federal Reserve Economic Data, June 13, 2024 

A long stretch of historically low interest rates and defaults, combined with growing demand for loans among 
institutional investors, fueled a surge in "covenant-lite" loan structures in the years after the Global Financial 
Crisis. Historical data supports the view that absence of financial maintenance covenants weighs on ultimate 
recovery rates for defaulted first-lien term loans. As shown in the chart below, as of June 30, 2024, more than 
90% of broadly syndicated loans are covenant-lite, this bodes ill for investors in companies that eventually 
default.  

 
 
Source: Pitchbook. LCD. U.S. Leveraged Loan Quarterly Trend Lines. Q2 2024. Excludes existing tranches of add-ons, amendments & restatements with no new money, as 
well as DIPs, second liens and unsecured transactions. These numbers comprise loans denominated in all currencies, converted to USD, and are subject to revision as LCD 
collects additional data.  
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Figure 3: U.S. High Yield & Corporate Bond Spreads Continue to Tighten 3,4 

Figure 4: Covenant-Lite Loans Have Increased Substantially 5 
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Larger market loans have increasingly less maintenance covenants due to the increased efficiency and competitive 
nature as shown in the chart below. 

 

Source: Pension & Investments, Private Credit Lenders Demand Greater Protections for Smaller Loans, November 2023. 
 
A potential benefit of the less competitive end of the market is the potential for more conservative EBITDA 
calculations. This often results in a more accurate financial picture for investors and stakeholders.  In contrast, 
nearly 50% of broadly syndicated loans had no cap on the amount of EBITDA adjustments, which can lead to 
inflated financial metrics as shown below. 

 

 
 
Source: Pension & Investments, Private Credit Lenders Demand Greater Protections for Smaller Loans, November 2023.  
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Figure 6: Permitted Add-Backs to EBITDA In Broadly Syndicated Market 7 
 

Figure 5: Risk Considerations: Maintenance Covenants 6 
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Source: Pension & Investments, Private Credit Lenders Demand Greater Protections for Smaller Loans, November 2023. 

 
As shown above, nearly 70% of the smaller loan segment required EBITDA adjustments to materialize within 18 
months compared to the larger market where at least 60% were allowed to have at least two years.   
 
The average bid prices for defaulted syndicated loans have decreased substantially.  As mentioned in a recent 
Bloomberg article, recovery rates for investors in defaulted first-lien debt in the U.S. and Canada, could be as low 
as 35% of their investment compared to 72% from 2018 – 2022. 9  Star Mountain believes this is particularly driven 
by high EBITDA adjustments which can lead to leverage being much higher than stated. 

 
As shown in chart below the lower middle-market is a large and fragmented market of ~ 210,000 companies 
representing ~ 50% of U.S. GDP. 

 

 
 
 
 
 
 
 
 
 
 
 
 
Source: NAICS. As of March 2023. Diagram not to scale. 
Source: U.S. Small Business Administration, December 2021. Small businesses defined as an independent business having fewer than 500 employees. 

Opportunities in the Lower Middle-Market 

Figure 8: Lower Middle-Market: Large & Inefficient Market with Many Recession-Resilient Businesses 10 
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Figure 7: EBITDA Add-Back Look Forward 8 
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In the larger broadly syndicated loan market, the supply of capital is growing and is not commensurate with 
demand.  In the lower middle-market, the supply of capital continues to be limited, and the demand continues to 
increase, and this supply/demand imbalance provides pricing and structuring benefits to investors. 

 

 
 

As shown below, at the lower end of the market the reduction in bank lending and a continued need for strategic value-
added capital from lower middle-market businesses is due to several factors, including a retiring demographic of “baby 
boomer” business owners that have created potential acquisition opportunities at attractive valuations. These attractive 
valuations are driven by the arbitrage between less-valued smaller and more highly valued larger businesses mainly due to 
the increased efficiency and availability of buyers and acquisition capital in the larger market compared to the smaller 
company marketplace. 

Source: JPMorgan Asset Management, Q4 2023 Guide to the Markets. 
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Figure 10: Smaller Banks with Limited Capital & Resources Invest More in Real Estate and Less in Corporate Loans 12 
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Source: U.S. Census Bureau, 65+ in the United States: 2010, June 2014. 

One of the reasons the lower middle-market is so inefficient is because of its labor-intensive nature.  This requires 
a large, sophisticated, resource-intensive team to identify companies and prudently underwrite them, create 
customized investment structures and actively manage them. 
 
To prudently underwrite these smaller companies and deploy smaller amounts of capital per loan, we have found 
one needs the right type of firm that has a highly aligned culture. This includes employees with personal capital 
invested, loans that generate favorable economics from successful repayment and equity upside attached to the 
loans.  But it is the ease of putting large amounts of capital to work with larger companies that continues to lead 
to more and more capital coming to this part of the market.  This supply/demand dynamic is leading to a more 
overheated larger private credit market while the smaller end of the market continues to experience the opposite 
effect.  
 
In conclusion, we believe that the lower middle-market offers several unique advantages.  First, it provides access 
to a less correlated segment of the economy, which can enhance diversification attributes in an investment 
portfolio.  Additionally, this market includes newer economy businesses that have become fundamental over the 
past 10-15 years.  Moreover, investments in the lower middle-market can offer yield protection and asymmetrical 
upside, particularly valuable in a declining spread and rate environment.  These factors collectively may make the 
lower middle-market an attractive and strategic investment segment of the private credit market. 
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Figure 11: Strong Demand for Capital Amplified by Aging Demographics 13 
 

• With ~210,000 LMM businesses, there is 
a high demand for capital, particularly 
from strategic investors, who can assist 
business owners to grow / acquire and 
aging demographic business owners to 
sell (an estimated 60 million people in 
the U.S. are over the age of 65). 

https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Felink.clickdimensions.com%2Fc%2F7%%2FKYSuHRqDRa44X3ihqAYmlA&data=05%7C02%7CJessica.Salemy%40StarMountainCapital.com%7C89441bbf6b1947b02a8e08dc5b220fd1%7Ccd42ad31bf24456991e9e4e961d2a99c%7C0%7C0%7C638485449065801824%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C0%7C%7C%7C&sdata=qbqpFr29sy%2BG%2F2udDzmuRfx%2BQBzzOGLQC1SLu%2B1iNjc%3D&reserved=0
https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Felink.clickdimensions.com%2Fc%2F7%%2FDRhFAvvwqNLhQ3tPO20Jlg&data=05%7C02%7CJessica.Salemy%40StarMountainCapital.com%7C89441bbf6b1947b02a8e08dc5b220fd1%7Ccd42ad31bf24456991e9e4e961d2a99c%7C0%7C0%7C638485449065811524%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C0%7C%7C%7C&sdata=Ch1dRkoNq2uhzuwSTnt8ccBEPwhU92l6yvPwceHCp2E%3D&reserved=0
https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Felink.clickdimensions.com%2Fc%2F7%%2FlMyS-qt44x6CctMpenrfhQ&data=05%7C02%7CJessica.Salemy%40StarMountainCapital.com%7C89441bbf6b1947b02a8e08dc5b220fd1%7Ccd42ad31bf24456991e9e4e961d2a99c%7C0%7C0%7C638485449065820069%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C0%7C%7C%7C&sdata=j5E6py9Vmb5Tu5fyxICBqDUcuqtG9Z6ODDTdY6pOzRQ%3D&reserved=0
https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Felink.clickdimensions.com%2Fc%2F7%%2FstUBYXZJ8SopDE__bC9BJQ&data=05%7C02%7CJessica.Salemy%40StarMountainCapital.com%7C89441bbf6b1947b02a8e08dc5b220fd1%7Ccd42ad31bf24456991e9e4e961d2a99c%7C0%7C0%7C638485449065830182%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C0%7C%7C%7C&sdata=%2BFWVZkTprGWhAipPlo3%2FUjzWGYS0AwCm38yKFYx%2BeIE%3D&reserved=0
https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Felink.clickdimensions.com%2Fc%2F7%2FeyJhaSI6OTk5MTQyODAsImUiOiJqZXNzaWNhLnNhbGVteUBzdGFybW91bnRhaW5jYXBpdGFsLmNvbSIsInJpIjoiY29udGFjdC05YTg1NDBiNWQ3ZGFlYzExYTdiNjAwMjI0ODI0ODBkZC03OTNkMWU2ODBhMGU0OTc5YmYwMTAzN2I1YmY0MDNlMSIsInJxIjoiMDItYjI0MTAxLTZkMTU1OGFjMzU0YjQ0YTViYzViMjAxNTBjNzE0NDRlIiwicGgiOm51bGwsIm0iOmZhbHNlLCJ1aSI6IjQiLCJ1biI6IiU3QiUyNTIyVXJsSWRPZmZzZXQlMjUyMiUyNTNBNSU3RCIsInUiOiJodHRwczovL3d3dy5pbnN0YWdyYW0uY29tL3N0YXIubW91bnRhaW4uY2FwaXRhbC8_X2NsZGVlPVFqQTJlVm5lVlpXTmpwRzRjRXF5MVpnVWFid2VtRGVlLXpsUXlYZ3loUXR0YkREX2hFWm9Da0FGcGZ2UHB1LUxCM3dJS2ZERWZyakRVazh0N3IwbUhnJnJlY2lwaWVudGlkPWNvbnRhY3QtOWE4NTQwYjVkN2RhZWMxMWE3YjYwMDIyNDgyNDgwZGQtNzkzZDFlNjgwYTBlNDk3OWJmMDEwMzdiNWJmNDAzZTEmZXNpZD0wZTAyM2E0NC02OWY3LWVlMTEtYTFmZS0wMDBkM2E0ZmU4ZjcifQ%2F4NVSm1OhZv_jH7COK4tTQQ&data=05%7C02%7CJessica.Salemy%40StarMountainCapital.com%7C89441bbf6b1947b02a8e08dc5b220fd1%7Ccd42ad31bf24456991e9e4e961d2a99c%7C0%7C0%7C638485449065837455%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C0%7C%7C%7C&sdata=bAQFeEo9wvFCXyEirPgd7nOf480CYqXc7MghY6CygKc%3D&reserved=0
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Investing in the Growth Engine of America ® – Star Mountain provides: (i) Strategic Debt & Equity Capital to private businesses that have at 
least $15 million of revenue or under $50 million of EBITDA and (ii) Liquidity Solutions to investors and fund managers ("Secondaries") including 
purchasing LP interests and direct investments in lower middle-market private credit and private equity funds in addition to providing fund 
managers with NAV loans. 
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General Disclosures  
 
The highly confidential information contained herein has been prepared solely for informational purposes. This document (the “Summary”) is 
intended solely for the use of the individual or entity to which it is delivered. If you are not the intended recipient, you are hereby notified that 
any dissemination, distribution, copying or other use of this Summary is strictly prohibited. If you have received this document in error, please 
notify the sender immediately and permanently destroy this document. This Summary is confidential, for your private use only, and may not 
be reproduced, distributed or used or shared with others (other than your advisors) without the express written consent of Star Mountain Fund 
Management, LLC (“SMFM”) in each instance. Each person accepting this Summary is deemed to agree to the foregoing and to return it to 
SMFM promptly upon request.  
 
This Summary does not constitute an offer to sell or a solicitation of an offer to purchase interests in any fund, note, separately managed 
account or other product managed by SMFM (each, a “Product”). Any such offer or solicitation shall only be made pursuant to the final offering 
documents of such Product (the “Product Offering Documentation”), which should be read carefully prior to investment in such Product for a 
description of the merits and risks of investment in such Product. Any decision to invest in a Product should be made after reviewing the 
relevant Product Offering Documentation, conducting such investigations as the investor deems necessary and consulting the investor’s own 
financial, legal, accounting and tax advisors in order to make an independent determination of the suitability and consequences of an 
investment in such Product. Neither SMFM nor any of its affiliates makes any representation or warranty, express or implied, as to the accuracy 
or completeness of the information contained herein and nothing contained herein should be relied upon as a promise or representation as to 
past or future performance of any Product or any other entity. Information contained in this Summary does not purport to be complete, nor 
does SMFM undertake any duty to update the information set forth herein.  
 
Certain impacts to public health conditions particular to the coronavirus disease 2019 (COVID-19) outbreak may have a significant negative 
impact on the operations and profitability of the Products investments. The extent of the impact to the financial performance of investees will 
depend on future developments, including but not limited to (i) the duration and spread of the outbreak, (ii) the restrictions and advisories, 
(iii) the effects on the financial markets, and (iv) the effects on the economy overall, all of which are highly uncertain and cannot be predicted. 
If the financial performance of investees are impacted because of these things for an extended period, the Products results may be materially 
adversely affected.  
 
Prior to joining SMFM’s Investment Committee, some of SMFM’s Investment Committee (the “IC Members”) were, in their individual capacities, 
responsible for managing certain investments in funds and accounts with investment strategies substantially similar to the investment 
strategies employed by the Products managed by SMFM (collectively, the “Predecessor Investments”). This Summary presents summary 
information with respect to the performance and operating results of the Predecessor Investments for the period of time during which the 
applicable IC Member was responsible for managing such Predecessor Investment(s). The investment performance of the Predecessor 
Investments summarized herein is historic and reflects an investment for a limited period of time. The performance results do not reflect an 
investment in any Product managed by SMFM, and no representation is being made that the performance results of the Predecessor 
Investments managed by any IC Member, which were not managed together with any other IC Member, are indicative of the future results of 
any Product or investment managed by SMFM, which itself is managed by a separate investment committee.  
 
Past results are not necessarily indicative of future results and no representation is made that results similar to those shown can be achieved. 
An investment in a Product may lose value. Investment results will fluctuate. No representation is being made that any Product has, will, or is 
likely to achieve profits or losses similar to those shown for the Predecessor Investments, any other Product, SMFM, or any particular 
investment decision by SMFM. It should not be assumed that the investment decisions SMFM makes in the future will be profitable or will 
equal the investment performance of the Predecessor Investments or any Product managed by SMFM or the IC Members. Certain market and 
economic events having a positive impact on performance may not repeat themselves. There can be no assurance that unrealized investments 
will be realized at the valuations used to calculate the information contained herein, as actual realized returns will depend on, among other 
factors, future operating results, the value of the assets and market conditions at the time of disposition, any related transaction costs, and the 
timing and manner of sale, all of which may differ from the assumptions on which the valuations used to calculate the information contained 
herein are based.  
 
This Summary contains certain forward-looking statements, including those relating to future financial expectations, which may be identified 
by the use of such words as “believe,” “expect,” “anticipate,” “should,” “planned,” “estimated,” “potential,” “outlook,” “forecast,” “plan” and 
other similar terms. Such statements are subject to various risks and uncertainties, including, without limitation, general and local economic 
conditions, changing levels of competition within certain industries and markets, changes in interest rates, changes in legislation or regulation, 
and other economic, competitive, governmental, regulatory and technological factors, any or all of which could cause actual results to differ 
materially from projected results. 
 
Calculations contained in this Summary have been made based on in some cases limited available data, unaudited financial models and a 
number of assumptions which may prove to be unwarranted or inaccurate. Because of these limitations, the financial information should not 
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be relied upon as a precise reporting, but rather merely a general indication of past or projected performance, based on financial statements 
which may be unaudited, estimated and subject to change. Unless otherwise indicated, performance data is presented unaudited, “net” of 
management fees, performance allocations and other fund expenses (i.e. legal and accounting and other expenses as disclosed in the relevant 
Product Offering Documentation) and reflects the reinvestment of dividends, as applicable. The performance information presented herein 
may have been generated during a period of extraordinary market volatility or relative stability in a particular sector. Accordingly, the 
performance is not necessarily indicative of results that SMFM may achieve in the future.  
 
In constructing the target returns provided herein, SMFM relied on certain proprietary assumption and elections, which include but are not 
limited to the observation and extrapolation of historical gross asset returns on investments executed by SMFM employees and affiliates.  
 
In calculating target returns, SMFM utilizes certain mathematical models that require specific inputs that, in some cases, are estimated, and 
certain assumptions that ultimately may not hold true with respect to any investment. These estimates and assumptions may cause actual 
realized returns to deviate materially from modelled expectations. These models, including the estimates and assumptions, are prepared at 
the time of investment and reflect conditions at the time of such investment. The target returns are premised on a number of factors including, 
without limitation, the opportunities that the SMFM investment team is currently seeing and/or expects to see in the future, which 
opportunities are uncertain and subject to numerous business, industry, market, regulatory, competitive and financial risks that are outside of 
SMFM’s control. There can be no assurance that the assumptions made in connection with the target returns will prove accurate, and actual 
results may differ materially, including the possibility that an investor will lose some or all of its invested capital. The inclusion of the target 
returns should not be regarded as an indication that SMFM considers the target returns to be a reliable prediction of future events, and the 
target returns should not be relied upon as such. In addition, the targeted returns do not take into account fees or expenses. Actual net investor 
returns will be reduced materially by these amounts.  
 
The returns of several market indices are provided in this Summary for comparison purposes only and the comparison does not mean that 
there necessarily will be a correlation between the returns of any Product, on the one hand, and any of these indices, on the other hand. The 
indices have not been selected to represent an appropriate benchmark against which to compare a Product’s performance; but, rather, are 
disclosed to allow for comparison of the Products’ performance to that of certain well-known and widely recognized indices. The returns of the 
Products differ from these various indices in that, among other reasons, the Products are actively managed and may use leverage. Such indices 
are unmanaged and are not subject to fees and expenses, including transaction costs, typically associated with private investment funds. In 
addition, the Products’ holdings may differ from the securities that comprise the indices and the differences may be material. Investments 
cannot be made directly in indices and such indices may re-invest dividends and income.  
 
Awards and recognitions by unaffiliated rating services, companies, and/or publications should not be construed by a client or prospective 
client as a guarantee that he/she/it will experience a certain level of results if SMFM is engaged, or continues to be engaged, to provide 
investment advisory services; nor should they be construed as a current or past endorsement, testimonial endorsement, recommendation or 
referral of SMFM or its representatives by any of its clients or any other third party. Rankings published by magazines and others are generally 
based exclusively on information prepared and/or submitted by the recognized advisor. Moreover, with regard to all performance information 
contained herein, directly or indirectly, if any, readers should note that past results are not indicative of future results. The description and the 
selection methodologies of each award and recognition are subjective and will vary.  
 
Certain statements made in this presentation refer to the potential reduction of risk. These statements should be read to indicate that SMFM 
believes that certain indicated factors may somewhat reduce but not eliminate certain common elements of risk in typical markets. No 
securities investment is without risk.  
 
Certain Risks of Investment  
 
The Products are NOT subject to the same regulatory requirements as mutual funds, including mutual fund requirements to provide certain 
periodic and standardized pricing and valuation information to investors. An investment in any Product will involve significant risks due to, 
among other things, the illiquid, highly speculative nature of the investments. Investors must be able to withstand a total loss of their 
investment. There is no public market for the Products, and interests therein generally will not be transferrable. For more detailed information 
on the risks involved with an investment in a Product, please refer to the Risk Factors Section of the Product Offering Documentation.  
THE ABOVE RISK DISCLOSURE IS NOT COMPLETE. THE ABOVE IS NOT A COMPLETE LIST OFTHE RISKS AND OTHER IMPORTANT DISCLOSURES 
INVOLVED IN INVESTING IN APRODUCT AND IS SUBJECT TO THE MORE COMPLETE DISCLOSURES CONTAINED IN THE PRODUCT OFFERING 
DOCUMENTATION, WHICH MUST BE REVIEWED CAREFULLY. 
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