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PRINCIPAL ALTERNATIVE CREDIT DIRECT LENDING 

Value drivers in lower middle 
market origination 

AT-A-GLANCE

• Lower middle market
origination has historically
remained  relatively stable in
times of distress

• Non-sponsored deal
origination can stabilize
origination volume when
sponsored activity is slower

• Upper middle market
managers are increasingly
vulnerable to declines in public
market spreads

• Principal Alternative Credit’s
warehouse facility has
allowed the team to maximize
deployment and provide
transparency to clients

Many upper middle market direct lending managers are 
competing for relatively few private equity-to-private equity 
new platform related loans. These managers are also 
competing with the broadly syndicated loan market for those 
same loans, and thus the largest managers are struggling to 
deploy all the capital they’ve raised over recent years.  

Private debt fundraising

 Remaining managers (top box)       Largest 25 managers (bottom box)

2021-2025

38%
61%

62%
39%

+23%

2015-2019

As of 31 December 2025. Source: Preqin

We increasingly hear from clients that business development company (BDC) portfolios are holding relatively large 
amounts of broadly syndicated loans (BSL) as a placeholder until more direct lending supply is available.  That 
allocation to lower yielding BSL, when combined with lower SOFR base rates and upper middle market spread 
tightening, has driven distribution yields down for the BDCs and / or those BDCs have increased leverage to maintain 
distribution yield (investors are taking on more risk for the same or even lower return). While the lower middle 
market is certainly not immune to origination pressures from geopolitical shock events, interest rate changes, or 
other macro events, it has proved more resilient over time. Principal Alternative Credit (PAC) offers clients the 
benefits we realize by operating in the lower middle market, along with a number of other firm specific advantages, 
that when combined result in robust client capital deployment across our client portfolios—no client has ever been 
less than 70% invested at initial capital deployment and almost all are 100% deployed today.  
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The lower middle market origination advantage
While M&A markets and the resulting demand for direct lending are always subject to economic conditions and 
interest rate volatility, the lower middle market has exhibited relative resilience.  

According to Capital IQ, U.S. M&A deals valued at less than $200 million have exhibited much more stability than the 
rest of the M&A market. The standard deviation for the change in number of deals completed year-over-year is 17% 
for deals sub $200 million and 29% for deals above $200 million since 2000. You can also see in the chart below that 
the lower middle market remains relatively stable in times of distress such as in 2001, where large deal volumes were 
down 42% but smaller deal volumes were only down 15%. Even in the Great Recession, large deal volumes declined 
38% in 2008, and 32% in 2009 for large deals versus 8% and 11% respectively for smaller deals.

U.S. M&A deals over time

 Deals <200m (top line)       Deals >200mm (bottom line)

8%
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42%
38%

Standard 
deviation
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30 September 2025. S&P Capital IQ.

These smaller deals are typically owner operators selling to private equity for the first time. Owner operators have 
idiosyncratic drivers to sell that are more immune to macro-economic forces. The business owners of the baby 
boomer generation often face the challenge of their children not wanting to take over the family business and thus 
need to find new ownership for their business. Often, these owners sell to private equity, while rolling a significant 
portion of their equity into the new deal. The initial transaction serves to diversify their wealth and provides the ability 
to share the risk of growth with a private equity firm who brings additional resources and experience to the process.  

Some smaller company M&A activity is driven by strategic buyers looking to acquire smaller businesses despite 
the economic environment as the smaller deal size remains digestible even during times of stress. This is a core 
component of Principal’s underwriting strategy—identifying those businesses that have value to strategic buyers 
beyond financial engineering.  Since inception, half of Principal’s M&A related exits have been to strategic buyers.  
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The advantages of non-sponsored deal flow
We believe non-sponsored deals when underwritten well can offer a strong source of alpha for client portfolios (see 
Benefits of robust non-sponsored deal sourcing in middle market direct lending). However, non-sponsored origination 
is also a stabilizing force on origination volume. Non-sponsored deal flow is often not reliant on large scale M&A, but 
instead on changes in ownership (e.g. management teams buying out minority shareholders), refinancing pieced 
together capital structures to simplify them (often they feature a mix of equipment lines, bank loans, etc.), and 
smaller, tuck-in M&A activity.  

As an example, during the Q2 2025 Liberation Day related M&A slowdown, nearly one-third of Principal Alternative 
Credit’s closed deals were non-sponsored. While our close rate has always remained conservatively lower on the 
non-sponsored side of our business at ~2% versus ~4% for sponsored transactions, the non-sponsored book can 
provide stability in times when sponsored activity slows.

Principal Alternative Credit - strategic advantages
The Principal warehouse facility enables Principal Alternative Credit to deploy clients’ capital more efficiently, 
while increasing transparency to clients. Principal closes a portion of each loan into its warehouse facility. Loans in 
the warehouse facility are available for sale into investor vehicles and allow for the matching of fund inflows with 
loans available for sale to maximize deployment. This facility reduces the j-curve for our clients considerably, for 
example Principal Alternative Credit has never had a client less than 70% deployed at initial funding. It also increases 
transparency/reduces blind pool risk, and allows for efficient season-and-sell (no skimming the loan price/full 
economics passed along to clients).

Additionally, Principal continues to invest in origination capabilities, adding significant origination capacity through 
new hires over the past twelve months, ensuring our business is fully scaled ahead of growing demand from clients. 
Clients are able to benefit from our expanding origination capabilities and the natural ramp of originators relative to 
more static direct lending platforms.

CONCLUSION

Building a strong origination platform is critical to the success of any direct lending organization. By 
having the widest funnel possible, origination and underwriting can help us to identify and select the 
most compelling opportunities for our investors. Further, by operating in the lower middle market and 
pursuing non-sponsored transactions, investing in Principal Alternative Credit’s vehicles may offer a more 
stable source of capital deployment. Our origination approach when combined with our unique warehouse 
facility, has enabled clients to largely avoid the j-curve in Principal Alternative Credit funds despite several 

years of M&A volume below peak 2021 levels.    

https://www.principalam.com/us/insights/fixed-income/benefits-robust-non-sponsored-deal-sourcing-middle-market-direct-lending


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.

Investors should be aware that alternative investments including private equity and private debt are speculative, subject to substantial risks including the risks associated with 
limited liquidity, the use of leverage, short sales and concentrated investments and may involve complex tax structures and investment strategies. Alternative investments 
may be illiquid, there may be no liquid secondary market or ready purchasers for such securities, and they may be subject to high fees and expenses, which will reduce profits. 
Alternative investments are not appropriate for all investors and should not constitute an entire investment program.

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 (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). PGI advises qualified eligible persons (QEPs) under CFTC Regulation 4.7.

Indices are unmanaged and do not take into account fees, expenses, and transaction costs and it is not possible to invest in an index.

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.

•	 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 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”).

•	 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 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 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.
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