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Separating the froth from opportunity
iINn the middle market

The past several quarters have highlighted
to us and our clients the value of focusing

in the lower and core middle market. As the
upper middle market (UMM) increasingly
competes with the broadly syndicated loan
market, S50 million+ EBITDA businesses are
often being financed covenant-lite and at
such high leverage levels that payment-in-
kind (PIK) toggles are becoming increasingly
common as borrowers can’'t afford the
interest burden, if the loan were to be paid
in cash. Synthetic PIK structures, where
interest is paid in cash but by drawing on a
delayed draw term loan (DDTL) provided by
the same term loan lender, have continued
to proliferate as well.

Add to that slower sponsor-to-sponsor M&A
activity in the UMM, whereas the LMM has
experienced more stable volume driven by
the idiosyncratic nature of found / owner
operator sales relative to the highly correlated
drivers of sponsor-to-sponsor sales.

M As of 31 March 2025. Source: Federal Deposit Insurance Corporation (FDIC).
@ As of 30 June 2024. Source: Preqin.

AT-A-GLANCE

Banks continue their retreat from commercial
lending with the number of FDIC Insured
institutions down by nearly 50% since 2003

and the remaining banks have positioned their
balance sheets away from commercial lending.®”

Over a similar time period, private equity has
proliferated with AUM up ~10x since the Global
Financial Crisis creating a supply demand
imbalance in middle market lending.?

Capital has flowed into the direct lending
market, but over half has flowed to the largest
managers, forcing managers so up market that
they increasingly compete with the broadly
syndicated loan and public high yield market.

These larger deals are typically higher levered
than historical standards and don’t feature the
same covenant protections typically presentin
the direct lending market.

While upper middle market managers

expect the risks of weaker capital structures
to be offset by the size of the underlying
borrowers and their perceived resilience, third-
party studies indicate that size is a smaller
contributor to default expectations than
fundamental credit metrics like leverage and
debt service coverage.
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Capital flows and drivers of increased competition in the
upper middle market

As banks have stepped out of the leverage lending market and private equity has proliferated, a void was left for
private credit to fill.
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As of 31 March 2025. Source: Federal Deposit Insurance Corporation (FDIC).

Commercial and industrial loans as a percentage of total bank assets
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As of 07 July 2025. Source: Federal Reserve Board.
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While both private debt and private Staying dry, $ trillions

equity markets are characterized by

significant levels of dry powder, since 33.00 32.70
the global financial crisis, private $2.50

equity dry powder is notably higher $2.00

and presents challenges related to $1.50

deployment speed, valuations, and 51,00

potential competition for deals. Private - $0.40

debt dry powder, while smaller, reflects
strong investor interest and a potential
opportunity to finance the significant

$0.00

dry powder in the private equity market.

Private debt fundraising

M Remaining managers (top box) Il Top 25 managers (bottom box)

2020-2024

2015-2019

As of 31 December 2024. Source: Pregin

Within that private debt dry powder, much of the AUM
raised has flowed to the top 25 managers, and that’s
increasingly become the case over the past four years.

This has led to a new large cap direct lending space with
multi-hundred million and billion dollar deals becoming
the norm. As shown on the right, average deal sizes are
up approximately three times since a decade ago and are
up considerably even in the last twelve months. These
large deals increasingly are competing with the broadly
syndicated public loan market more so than other

direct lenders.

Private Debt Dry Powder Private Equity Dry Powder

As of 30 June 2024. Source: Pregin.
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While often UMM direct lending competitors point
towards an expanding definition of what it means to

be a middle market company given the growth in the
market, we think that misses the point. Investors are
often asking to define market segments to ascertain
competitive pressures and better understand the
underlying loan characteristics of each market segment.
On page 4, we breakdown our definition of each
segment of the market and define the lower-middle-
market as sub $15 million of EBITDA, where we see only
a handful of regular competitors in the market. We then
define the core middle market as companies generating
between $15 million and $50 million EBITDA, because
$50 million is where we start to see covenant lite and
PIK toggle with more frequency due to the public
syndicated markets being open to businesses starting
around $50 million of EBITDA.
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Lower middle market Core middle market Upper middle market Broadly syndicated

Company size
(EBITDA)

Facility size

Market
participants

$5mm-$15mm

Below $100mm

Select group of direct
lending firms and
BDCs, especially in
the $5mm-$10mm

$15mm-$50mm

Below $200 million

Direct Lending firms,
BDCs, Funds

$50-$100 million

Above $200 million

Regional and
commercial banks,
Direct Lending firms,

Above $100 million

Above $300 million

Commercial banks,
broker dealers, CLOs,
Mutual Funds, other

EBITDA range BDCs, Funds HY market participants
SOFR 525to 725 bps 450 to 650 bps 375 to 500 bps 27510 375 bps
spread* P P P P
SOFR floor 1.00%+ 0.75-1.00% 0.75-1.00% Depends
Original issue
discount 1.75-2.00% 1.25-1.75% 0.00-1.00% 0.00-1.00%
(OID)
Debt multiple 2.00x-4.50x 2.50%x-6.00x 4.00x-6.50x Up to 7.00x

Loan-to-value Typically 35-45% Less than 50% Less than 60% Less than 65%

Borrower

reporting Monthly Monthly/quarterly Quarterly Quarterly
Financial 9t Often 2 o e o
covenants

As of 30 June 2025. Source: Principal Asset Management. These estimates are based on business plans, expectations and market conditions
that Principal Alternative Credit has observed on the U.S. direct lending market generally. The ranges shown are for investments of institutional
investment quality that Principal Alternative Credit would consider for client portfolios and are not inclusive of all loan origination opportunities
from PE sponsors, other lenders, banks, advisors and Principal’s proprietary network. *Estimated range based on 1st lien position.

Is bigger better?

We often hear from UMM competitors that bigger companies are better. First, there are great and not so great $100
million+ EBITDA businesses and there are great and not so great $10 million EBITDA businesses. Size is but one
component of the analysis. We've seen $100 million EBITDA businesses with customer concentrations and other
binary risks, and we’ve seen $10 million EBITDA businesses with highly diversified customer bases that are quite low
risk. And of course, we've seen the opposite. The key is selectivity in each market. Further, size doesn’t appear to be
a key determinant of default history, according to analysis by Moody’s Analytics. As shown in the chart at the top of
page 5, leverage is more than four times as good of a predictor as size is for default probability. In fact, there are six
factors that are more important in Moody’s default probability model than size.
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Default probability predictor in private debt market
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As of 28 February 2019. Source: Moody’s Analytics RiskCalc. Most recent available data used. For illustrative purposes only. Not to be construed as
investment advice.

In addition, default risk is the intersection of business risk and structural risk. Smaller businesses are generally less
levered, have tighter documentation, and have multiple financial covenants. Further, underwriting tends to be
more selective on smaller businesses. A study by S&P on default rates of syndicated loans by size indicates that sub
$100 million facility sizes default less frequently, likely as a result of more conservative leverage levels and greater
borrower selectivity.

Default rate by deal size
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As of 31 December 2023. Source: S&P LCD Institutional Loan Default Review; comprises all loans closed between 1995 and Q4 2022. Independent
axis labels reflect loan amount ranges. Most recent available data used. For illustrative purposes only. Not to be construed as investment advice.
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Historical risk/return since 2004*

12% .
? Correlation vs. other asset classes

Corp Investment
P Grade (IG)
U.S. equities

0.21
10%

@ Direct Lending Municipals 0.12
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6% As of 31 March 2025 *Since inception
of Cliffwater Direct Lending index on 30
September 2004. Sources: Bloomberg,
Cliffwater Direct Lending Index, S&P 500
S&P/LSTA Leverage Loan Index, Bloomberg
U.S. Aggregate Bond Index, Bloomberg U.S.
Municipal Index, Bloomberg U.S. Corporate
® Muni Bond Index, Bloomberg U.S. Corporate High
@®U.S. Agg Yield Index, Private Equity Total Return Index
@ 10-yr. Treasury USD. Risk measured as standard deviation of
quarterly returns. This chart is designed to
show the amount of volatility compared to
the annualized returns of the asset classes
and is not intended to show the credit quality
of the asset class itself.
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Investors looking to private debt historical returns should bear in mind that much of
those returns were generated in smaller businesses than what are being financed
today by the largest managers. Those deals featured the key structural protections of
covenants and modest leverage that’s typically only found in today’s lower and core
middle market. We believe the burden of proof is on upper middle market managers

to explain why they believe they can generate the historical returns of the direct
lending market, and not revert to the returns and risk characteristics of the market they
increasingly compete with, the broadly syndicated public loan 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.

“Cliffwater;” “Cliffwater Direct Lending Index,” and “CDLI” are trademarks of Cliffwater LLC. The Cliffwater Direct Lending Indexes (the “Indexes”) and all information on

the performance or characteristics thereof (“Index Data”) are owned exclusively by Cliffwater LLC, and are referenced herein under license. Neither Cliffwater nor any of its
affiliates sponsor or endorse, or are affiliated with or otherwise connected to, Principal Life Insurance Company, or any of its products or services. All Index Data is provided
for informational purposes only, on an “as available” basis, without any warranty of any kind, whether express or implied. Cliffwater and its affiliates do not accept any liability
whatsoever for any errors or omissions in the Indexes or Index Data, or arising from any use of the Indexes or Index Data, and no third party may rely on any Indexes or Index
Data referenced in this report. No further distribution of Index Data is permitted without the express written consent of Cliffwater. Any reference to or use of the Index or
Index Data is subject to the further notices and disclaimers set forth from time to time on Cliffwater’s website at https://www.cliffwaterdirectlendingindex.com/disclosures.

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 (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.

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 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”).

e 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 20071.

* 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.

o 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.

e 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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