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Executive summary

Many investors have been asking us about how inflation and rising rates will impact our portfolio and the middle market direct
lending investment climate going forward. While there are some obvious direct impacts that we highlight below, we also
discuss some of what we view as key second order impacts. Overall, we believe our continued emphasis on investing in the
lower middle market, particularly in higher margin and less capital-intensive businesses, while often favoring less global and
more local, service-oriented businesses will continue to be a compelling strategy in a rising rate / inflationary environment.
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Rising rates

Direct impacts

As the vast majority of investments in middle market direct lending portfolios are floating rate in nature, rising rates most
directly impact these portfolios by increasing realized yields. That said, rising rates also reduce borrower cash flows given
the additional debt service cost. So, the key to success in a rising rate environment is to finance businesses with capital
structures that can absorb the rising rate impact, such that borrowers remain liquid and solvent despite the higher interest
burden. A stated coupon increase doesn’t do an investor any good if the borrower can’'t pay it.
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The level of debt across companies varies considerably and thus results in very different borrower debt burden as interest rates
rise. The leverage level of core and lower middle market companies tends to be less than that of upper middle market and high
yield public company counterparts. Thus, focusing investing in the core and lower-middle market where capital structures are
generally more lightly levered compared to larger companies can result in very different borrower debt burdens as interest
rates rise. Using illustrative structures below, it becomes clear how the increased leverage of the upper middle market shifts
the fixed charge coverage ratio (FCCR) to perilous levels when SOFR equals 3% on some of the higher levered unitranche
deals in that market segment.

Lower middle market Core middle market Upper middle market
EBITDA ($ in millions) $7.5 $25.0 $50.0
Leverage 4.0x 5.5x 7.0x
Spread (basis points) 600 575 550
FCCR-Today 1.5x 1.3x 1.2x
FCCR-SOFR @ 3% 1.3x 1.1 1.0x

Notes:

(i) Assumes 1% amortization and SOFR floor, CapEx and D&A equal to 25% of EBITDA, and an LLC tax rate of 40%
(ii) LMM is Lover Middle Market: CMM is Core Middle Maraket, and UMM is Upper Middle Market

(iii) FCCR defined as (EBITDA- CapEx) / (Interest + Scheduled Amort. + Taxes)

Of course, credit selection within each of these markets also becomes extremely important. Favoring higher margin and less
capital-intensive businesses can greatly improve a lender’s ability to realize higher rates of return for investors as interest rates
rise, as companies with that profile can generally better withstand cost pressures and higher rates, compared to lower margin,
more capital-intensive businesses. Running the same example as above, but with a less capital-intensive borrower where capital
expenditures equal 10% of EBITDA instead of 25%, results meaningfully improved FCCR cushion, as show below.

Lower middle market Core middle market Upper middle market
EBITDA ($ in millions) $7.5 $25.0 $50.0
Leverage 4.0x 5.5x 7.0x
Spread (basis points) 600 575 550
FCCR-Today 1.6x 1.4x 1.3x
FCCR-SOFR @ 3% 1.4% 1.2x T.1x

Notes:

(i) Assumes 1% amortization and SOFR floor, CapEx and D&A equal to 10% of EBITDA, and an LLC tax rate of 40%
(i) LMM is Lover Middle Market: CMM is Core Middle Maraket, and UMM is Upper Middle Market

(iii) FCCR defined as (EBITDA- CapEx) / (Interest + Scheduled Amort. + Taxes)

Principal Alternative Credit borrowers average a 1.6x FCCR providing ample room for rising rates and illustrates our focus on
less capital-intensive businesses. In each deal we underwrite, we use the forward curve for rates in our base case model, and
run stress test analysis on rates rising over 200 basis points above the curve.
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Indirect implications

Rising rates oftentimes lead to lower valuations. As the chart below depicts, there tends to be an inverse relationship
between the level of rates and a company valuations, with this relationship being most pronounced since the late 1970s.
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CAPE references U.S. companies.

As shown below, the average leverage, as measured by Loan-to-Value (LTV), of middle market companies has declined
steadily in recent years. Though the average multiple of debt relative to EBITDA has marginally increased in the middle
market from 4.8xin Q1 2013 to 5.1xin Q1 2022, valuations have risen several multiples of EBITDA over the same time.
Recognizing that enterprise value and LTV demonstrates cushion and can provide confidence for lenders, the absolute
amount of leverage is likely even more important in a rising rate environment. Companies with lower leverage (all else
equal) will have greater cash flow available for debt service, greater ability to pay down debt as they may desire and also
generate greater excess cash flow (compared to higher leveraged counterparts), a portion of which is often prescribed to
be swept and pay down debt per the credit agreement. These structural benefits to the lender create aligned incentives as
well as less concern regarding short-term fluctuations in enterprise value and provides lenders with increased cushion in a
rising rate environment. Typical credit documentation for lower middle market deals forces de-leveraging through tighter
limitations on incremental debt as well as meaningful leverage covenant step-downs, tight restrictions on cash flow leaving
the borrower and other aspects to the overall covenant package. These factors should assist in further insulating lower
middle market borrowers from leveraging themselves into structures vulnerable to rising rates.
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Inflation

Direct impacts

Many borrowers are facing some degree of headwinds resulting from inflationary pressures. Those with pricing power have
passed along necessary price increases (albeit sometimes on a lagged basis), while others are forced to endure margin
compression. The inflationary environment favors many of the same types of borrowers that will be able to withstand higher
rates—less capital-intensive, higher margin businesses. More capital-intensive businesses will have to spend additional cash on
capital expenditures and working capital needs to support revenue growth and attempt to keep up with inflation to potentially
limit the degree of margin compression. The Principal Alternative Credit portfolio averages capital expenditures to equal to
13% of EBITDA. In addition, many of our most capital-intensive borrowers are spending on deferrable, growth-oriented capital
expenditures rather than necessary maintenance capital expenditures. Beyond the capital-intensive nature of a borrower, the
inflationary environment also highlights the need for careful competitive analysis, with an objective to select borrowers that
have pricing power and benefit from barriers to entry.

Indirect impacts

Despite recent strength of the U.S. dollar, domestic inflation pressures can potentially lead to dollar devaluation. Devaluation
of the dollar would put further pressure on U.S. based companies who source inputs globally. Global supply chains continue
to experience strain and regardless of currency impact, we expect further input cost pressures for companies that source
globally. Companies and management teams that emphasize diversity of supply sources and supply chain security over
short-term profitability should continue to benefit in an inflationary environment. We also favor local, services business over
complex global companies in this macro-economic environment.

Conclusion

Navigating the rising rate and inflationary environment offers opportunities and challenges. A successful path will
require an intentional and nimble approach to portfolio construction, combined with thoughtful origination and proper
underwriting. Firms that can benefit from a wide range of experiences through market cycles most likely have the
process and approach that can benefit investors. At Principal Alternative Credit, our team combines the credit
heritage of Principal with professionals that also provide experience from 16 different direct lending firms, and our
senior investment professionals average 20 years of experience across multiple credit cycles. We believe our
experience and focus on lower and core middle market businesses with strong margin profiles, relatively low capital-
intensity and a strong competitive position will prove a compelling strategy for the direct lending market.
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Risk Considerations

Investing involves risk, including possible loss of principal. Past Performance does not guarantee future return. All financial investments involve an
element of risk. Therefore, the value of the investment and the income from it will vary and the initial investment amount cannot be guaranteed.
Investments in private debt, including leveraged loans, middle market loans, and mezzanine debt, are subject to various risk factors, including
credit risk, liquidity risk and interest rate risk. Fixed Income investments are subject to interest rate risk; when interest rates rise, the price of debt
typically declines.

Important Information

This material covers general information only and does not take account of any investor’s investment objectives or financial situation and should
not be construed as specific investment advice, a recommendation, or be relied on in any way as a guarantee, promise, forecast or prediction of
future events regarding an investment or the markets in general. The opinions and predictions expressed are subject to change without prior
notice. The information presented has been derived from sources believed to be accurate; however, we do not independently verify or guarantee
its accuracy or validity. Any reference to a specific investment or security does not constitute a recommendation to buy, sell, or hold such
investment or security, nor an indication that the investment manager or its affiliates has recommended a specific security for any client account.
Subject to any contrary provisions of applicable law, the investment manager and its affiliates, and their officers, directors, employees, agents,
disclaim any express or implied warranty of reliability or accuracy and any responsibility arising in any way (including by reason of negligence) for
errors or omissions in the information or data provided.

This material may contain “forward-looking” information that is not purely historical in nature and may include, among other things, projections
and forecasts. There is no guarantee that any forecasts made will come to pass. Reliance upon information in this material is at the sole discretion
of the reader.

Proprietary model output is based upon certain assumptions that may change, are not guaranteed and should not be relied upon as a significant
basis for an investment decision. Investment guidelines are subject to change.

Principal Global Investors, LLC (PGI) is registered with the U.S. Commodity Futures Trading Commission (CFTC) as a commodity trading advisor
(CTA), a commodity pool operator (CPO) and is a member of the National Futures Association (NFA). PGl advises qualified eligible persons (QEPSs)
under CFTC Regulation 4.7.

This material is not intended for distribution to or use by any person or entity in any jurisdiction or country where such distribution or use would be
contrary to local law or regulation.

This document is intent for use in:
The United States by Principal Global Investors, LLC, which is regulated by the U.S. Securities and Exchange Commission.

Europe by Principal Global Investors (EU) Limited, Sobo Works, Windmill Lane, Dublin DO2 K156, Ireland. Principal Global Investors (EU) Limited

is regulated by the Central Bank of Ireland. In Europe, this document is directed exclusively at Professional Clients and Eligible Counterparties

and should not be relied upon by Retail Clients (all as defined by the MiFID). The contents of the document have been approved by the relevant
entity. Clients that do not directly contract with Principal Global Investors (Europe) Limited (“PGIE”) or Principal Global Investors (EU) Limited
(“PGI EU”) will not benefit from the protections offered by the rules and regulations of the Financial Conduct Authority or the Central Bank of
Ireland, including those enacted under MiFID II. Further, where clients do contract with PGIE or PGI EU, PGIE or PGl EU may delegate management
authority to affiliates that are not authorized and regulated within Europe and in any such case, the client may not benefit from all protections
offered by the rules and regulations of the Financial Conduct Authority, or the Central Bank of Ireland.

United Kingdom by Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered in England, No. 03819986,
which is authorised and regulated by the Financial Conduct Authority (“FCA”).

This document is marketing material and is issued in Switzerland by Principal Global Investors (Switzerland) GmbH.

Hong Kong SAR (China) by Principal Global Investors (Hong Kong) Limited which is regulated by the Securities and Futures Commission and is
directed exclusively at professional investors as defined by the Securities and Futures Ordinance.

Singapore by Principal Global Investors (Singapore)Limited (ACRA Reg. No. 199603735H), which is regulated by the Monetary Authority of
Singapore and is directed exclusively at institutional investors as defined by the Securities and Futures Act 2001. This advertisement or publication
has not been reviewed by the Monetary Authority of Singapore.

Australia by Principal Global Investors (Australia) Limited (ABN 45 102 488 068, AFS Licence No. 225385), which is regulated by the Australian
Securities and Investments Commission. This document is intended for sophisticated institutional investors only.

United Arab Emirates by Principal Global Investors LLC, a branch registered in the Dubai International Financial Centre and authorized by the
Dubai Financial Services Authority as a representative office and is delivered on an individual basis to the recipient and should not be passed on or
otherwise distributed by the recipient to any other person or organisation.

Principal Global Investors leads global asset management at Principal®. Other APAC Countries, this material is issued for Institutional Investors only
(or professional/sophisticated/qualified investors, as such term may apply in local jurisdictions) and is delivered on an individual basis to the recipient
and should not be passed on, used by any person or entity in any jurisdiction or country where such distribution or use would be contrary to local law
or regulation.
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