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Beneftits of flexible capital

AT-A-GLANCE:
The private direct lending market is a critical and growing source of 8 accretive uses
capital for independently owned middle market companies (family owned, . .
entrepreneur owned, employee stock ownership plan (ESOP) owned, etc.). for flexible Capltal
However not all business owners are aware of all the accretive ways they . Organic expansion capital

can utilize this capital to generate value. There are various strategic uses of

‘ - . Acquisitions
proceeds that can increase shareholder wealth if implemented correctly.

. Create cash flow flexibility
These strategies can be amplified when borrowing from a direct lender,
Principal Alternative Credit, given the inherent advantages of raising
capital from a non-bank lender over borrowing from commercial banks.

. Buyout a minority partner

. Transfer ownership to

Typical results may include higher loan amounts, less annual principal management team
amortization, more flexible covenants, the ability to grow through mergers . Consolidate existing
and acquisitions (M&A), and no borrower/personal guarantees. Further, debt/refinance current

given that direct lenders rely on the going concern enterprise value of the maturities
business rather than asset values, service-focused businesses have access

. Benefit plan optionality
8. Shareholder distribution

to debt capital that once was reserved only for asset-heavy businesses
funded through commercial banks.

Here are eight accretive uses of flexible debt capital:

¥ Organic expansion capital ¢3 Acquisitions
Organic growth opportunities can require additional Acquisition opportunities may arise through in-bound
capital investment; equity may be too expensive or passive requests, through a proactive acquisition
unappealing to existing shareholders, and commercial strategy, or anything in between. The ability to raise
bank debt may be too restrictive. Capital provided capital when an opportunity arises is a critical step
by direct lenders can provide the right balance of towards being viewed as a legitimate/valid acquirer.

reasonable cost and flexibility. Adirect lender can assist in structuring the funding

Examples of growth-oriented financing opportunities to incorporate the cash generated by the target
include: (i) Capital expenditures to fund business company. This will help to maximize debt availability,
expansion (for example plant expansion, new and to stage the funding to match the cadence of the
equipment), (i) Personnel growth to support new acquisition strategy. And given the often borrower-
geographies, new product/service lines, expand friendly amortization structures, capital provided by
support services, etc.; and (i) Working capital a direct lender can provide the appropriate cash flow
associated with organic growth opportunities. flexibility to ensure the post-transaction integration

can absorb any unforeseen glitches.
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Create cash flow flexibility

Replacing existing commercial bank debt that carries a heavy amortization schedule with debt provided by a
direct lender that offers low annual amortization can create cash flow flexibility for any company. This creates
opportunities to invest excess cash flow back into the company’s growth opportunities or even just create a cash
cushion. Other typical benefits of a direct lender loan include higher loan amounts, more flexible covenants and no
personal guarantees that further add to the appeal for business owners.

Buyout a minority partner

It is common to have equity partners that have different investment time horizons, whether they know this

at the beginning of the business relationship or their desires and liquidity needs evolve over time. In addition,
many businesses begin with several minority equity partners to fund operations and growth, and the majority
shareholders may want to eventually reward these partners with liquidity prior to the owner/operator’s liquidity
event or may want to consolidate ownership to streamline the equity structure.

In certain cases, these buyouts can be funded out of the company’s cash flows. However, in most cases outside
capital is needed. Capital provided by a direct lender can be viewed as an attractive alternative to bringing on
another equity partner to fund the buyout(s) and less restrictive than borrowing from a commercial bank.

Transfer ownership to management team

As companies grow and evolve over time, the management team may become critical to the success of the business,
particularly if the primary business owner(s) step away from day-to-day management. Rewarding key management
team members with increased equity ownership creates alignment, incentives, and key retention attributes.

Restricted share grants and similar awards are a good starting point,
but typically do not result in enough meaningful ownership to the
management team. Implementing a strategy that involves the company
borrowing capital from a direct lender to buy back and retire shares
of the majority shareholder(s) can result in increased effective
ownership to the management team’s share grants, all

while also providing a reasonable liquidity event to

the majority shareholder(s). The result: majority

shareholder(s) receive cash today as part of the

buy back, still retains majority ownership

and meaningful upside potential; and

management is properly aligned,

incented and retained to shepherd

the next phase of the company’s

value creation story.
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Consolidate existing debt/refinance current maturities

Companies frequently have multiple loans in place for various purposes, each with its own collateral, maturity,
amortization, and interest rate. In addition, certain of these loans may have upcoming maturities that need to be
paid off. Consolidating and refinancing these loans into one loan provided by a direct lender can result in significant
cash flow flexibility. In addition, working with a single lender can alleviate the administrative burden on the company,
freeing up both personnel and financial resources.

Benefit plan optionality

Rewarding the company’s workforce through the transition to an Employee Stock Ownership Plan (ESOP-owned
entity can be an attractive succession plan for company owners. In certain cases, the transition to an ESOP can

be funded over time by the company’s cash flow. However, to relieve strain on the company’s future cash flows

and initiate the transaction sooner to benefit the workforce and selling shareholder(s), third-party debt is typically
needed. ESOP transactions can also be an attractive alternative to an outright sale to Private Equity or a Strategic
Buyer. Given the unique attributes of an ESOP, certain cases can be attractive opportunities to partner with a direct
lender, particularly given the flexibility provided by the debt structures.

In addition, for companies looking for alternatives to improve funding levels of existing pension obligations, direct
lenders can be an attractive partner. Required funding or optional pension contributions will not only improve
funding status, but the improved funded level may significantly reduce Pension Benefit Guaranty Corporation
(PBGC) premiums and avoid penalties, if applicable. Ensuring PBGC compliance and the ability to pay the benefits
promised to its past workers can alleviate further ongoing issues for the company and its shareholder(s).

Shareholder distribution

Under certain circumstances, a shareholder distribution can be funded by a direct lender, resulting in liquidity to
the shareholder(s) without selling all or a portion of the company. This allows the shareholder(s) to retain control
and the upside potential of the company while also receiving a cash distribution to fund a variety of things
(retirement savings, outside investment, legal settlement, etc.). While shareholder distributions tend to be more
common during periods of macroeconomic expansion, they can be factored into a business owner’s long-term
monetization strategy at any time.

Understanding the strategies available to middle market companies that can be funded
by direct lenders can significantly enhance shareholder value and overall financial/
operational flexibility. As management teams embark on this process, the investment

professionals at Principal Alternative Credit are available to discuss these strategies and
answer questions to help improve the likelihood of a smooth and timely outcome.

Benefits of flexible capital
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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. Private
credit involves an investment in non-publicly traded securities which
are subject to illiquidity risk. Portfolios that invest in private credit may
be leveraged and may engage in speculative investment practices that
increase the risk of investment loss.

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.

Principal Global Investors, LLC (PGl) 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 (QEPs) 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 issued in:

« The United States by Principal Global Investors, LLC, which is
regulated by the U.S. Securities and Exchange Commission.

e Europe by Principal Global Investors (Ireland) Limited, 70 Sir John
Rogerson’s Quay, Dublin 2, D02 R296, Ireland. Principal Global
Investors (Ireland) Limited is regulated by the Central Bank of Ireland.
Clients that do not directly contract with Principal Global Investors
(Europe) Limited (“PGIE”) or Principal Global Investors (Ireland)
Limited (“PGII”) will not benefit from the protections offered by

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

United Arab Emirates by Principal Investor Management (DIFC)
Limited, an entity registered in the Dubai International Financial
Centre and authorized by the Dubai Financial Services Authority as
an Authorised Firm, in its capacity as distributor / promoter of the
products and services of Principal Asset Management. This document
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.

Singapore by Principal Global Investors (Singapore) Limited (ACRA
Reg. No. 199603735H), which is requlated 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 and is only
directed at wholesale clients as defined under Corporations Act 2001.

Hong Kong SAR by Principal Asset Management Company (Asia)
Limited, which is regulated by the Securities and Futures Commission.
This document has not been reviewed by the Securities and Futures
Commission. This document may only be distributed, circulated or
issued to persons who are Professional Investors under the Securities
and Futures Ordinance and any rules made under that Ordinance or
as otherwise permitted by that Ordinance.

Other APAC Countries/Jurisdictions, 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.

Nothing in this document is, and shall not be considered as, an offer
of financial products or services in Brazil. This has been prepared for
informational purposes only and is intended only for the designated
recipients hereof. Principal Global Investors is not a Brazilian financial
institution and is not licensed to and does not operate as a financial
institution in Brazil. This document is intended for use in Brazil

by Principal Asset Management Ltda., a Brazilian asset manager
licensed and authorized to carry out its activities in Brazil according to
Declaratory Act n.9.408/07. This document 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.

The exhibition of this material in Chile does not constitute an offer
for the purchase or sale of any local or foreign security, nor does

it pretend to promote or advertise determinate securities or its
issuers or facilitate the purchase or sale of determinate securities.
This material has been prepared exclusively to be used in one on
one presentation with institutional or qualified investors, capable of
properly evaluating the limitations and risks involved in investment
decisions. This presentation should not be provided to anyone else.

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 PGII, PGIE or PGII may
delegate management authority to affiliates that are not authorised
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. 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).

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

Principal Funds are distributed by Principal Funds Distributor, Inc.
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