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PRINCIPAL ALTERNATIVE CREDIT MIDDLE MARKET DIRECT LENDING

Exterminating misperceptions

IN private credit

AT-A-GLANCE

e Recent credit events in the headlines are part of
the broadly syndicated market and not directly
relevant to private credit and specifically middle
market direct lending

e The noted deals seemed to have questionable
lender underwriting and oversight along with
purported fraud committed by the borrowers

¢ |t's natural to see some credit events with a shift
from accommodative policy to more restrictive
monetary policy, but indications suggest private
credit is healthy and should further benefit as
the Fed pivots back to accommodative policy

e The key for investors is to understand credit
structures, underwriting standards and
manager alignment/incentives when discerning
true private credit from the broadly syndicated
loan market

A steep rise in rates reduced borrower financial flexibility
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As of November 3,2025. Source: Bloomberg.
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Historically, when there have been excesses in the
financial system for some time followed by Fed
tightening, an increase in credit events have typically
followed. The credit conditions and cycle post COVID
have been anything but ordinary, as central banks
became uber accommodative and fiscal stimulus
poured into the system. This easy money was most
noticeable in consumer behavior with spending up and
an increased likelihood by employees to quit their job
given their improved confidence.

This accommodative environment also supported
inflation, which was a lot more persistent than
transitory. The ultimate reaction by the Fed and other
central banks was to raise target rates in a nearly
unprecedented fashion (back to the late 1970’s anyway).
In the Fed’s case, it began raising rates in March 2022
and 500 basis points later it paused by July 2023. The
shock of higher rates combined with higher labor costs
and other persistent inflation quickly reduced financial
flexibility of borrowers.

Exterminating misperceptions in private credit 1



For Public Distribution in the United States. For Institutional, Professional, Qualified, and/or Wholesale Investor Use Only in other Permitted

Jurisdictions as defined by local laws and regulations.

In middle market direct lending, senior first lien loans

are floating rate, and the Fed rate increase immediately
passed through to create a higher interest burden for
companies. With the dramatic increase combined with
inflation factors, both sponsor-owned middle market
companies and non-sponsored companies strived

to drive operational efficiencies, pass through labor
inflation to maintain margins, and tightly manage cash
flow. Companies with lower leverage clearly managed
more successfully than higher levered companies. That
difference in leverage is one factor that will affect the
health of companies, while the structure of transactions
also has a direct impact on the credit worthiness of
companies. Not all structures are created equal, and as

is typically the case in easier economic conditions (post
COVID) the quality of credit structures, and potentially
underwriting standards, were quite varied across different
segments of the market and also across different lenders.

As aresult, it’s not surprising to see some credit headlines
in the current market with the residual effect of shifting
from accommodative policies to more restrictive
monetary policy filtering through credit performance.
When evaluating private credit investments, investors
should carefully consider key factors like borrower
creditworthiness, loan structure, underwriting practices,
and management incentives rather than broadly
dismissing the sector based on recent negative headlines.

The transactions that are making headlines are a part

of the broadly syndicated loan (BSL) space, so not
directly relevant to true private credit and specifically
middle market direct lending. The funds and portfolios
managed by Principal Alternative Credit focus exclusively
on middle market direct lending loans, which means we
don’t consider larger syndicated deals like First Brands

or Tricolor. In true private credit, such as lower and core
middle market direct lending, we and other lenders

are “underwriting to own” the loan exposure, whereas

in broadly syndicated loans, the sponsoring bank is
“underwriting to syndicate or sell” the loan exposure

and generate fee income from the syndication. That
eagerness to generate fees and sell risk may contribute to
looser underwriting standards along with weaker credit
structures. Banks that syndicate loans often pursue other
fee-oriented business with the borrower, such as cash
management, trust and custody services. This means
they may expect to generate much of the returns from

fees rather than coupon payments to cover credit risk. In
our case, since Principal owns a meaningful portion of all
the loans we originate, underwrite and close on Principal
Life Insurance Company’s balance sheet, our interests are
directly aligned with our clients who invest in these same
loans. Often, Principal holds a substantial amount of each
loan along with the exposure relative to other clients.

Furthermore, the First Brands transaction involved off-
balance sheet factoring and trade finance, which allegedly
may have allowed the company to pledge the same
collateral more than once. More may continue to become
apparent but it seems the underwriting and oversight

was questionable as lenders claim to have not been

aware of a significant history of litigation and potential
asbestos claims, in addition to the hidden off-balance
sheet liabilities. Tricolor, which was an asset-based lending
structure and not direct lending, may have also double-
pledged auto loans that were funded with a form of
factoring or securitization. Lower and core middle market
direct lending has much tighter documentation and
seldom permits such factoring. Additionally, the borrowers
(especially ours) tend to be more domestically focused and
don’t require trade financing or other forms of factoring.

For additional context, trade finance factoring refers to a
financing arrangement where a business sells its accounts
receivable to a private lender or specialized finance
company (known as a factor) at a discount. This allows
the business to access immediate cash flow rather than
waiting for customers to pay. The factor typically advances
a portion of the invoice value upfront and collects
payment directly from the customer. Once the invoice is
paid, the remaining balance is returned to the business,
minus a finance charge and fees. Factoring is commonly
used by companies with limited access to traditional

bank financing or those operating in industries with long
payment cycles. Also, perfecting the security interest for
factoring is much different than for true middle market
direct lending in which lenders providing first lien loans
utilize the Uniform Commercial Code (UCC) system to
ensure no lenders have a claim on the assets ahead of the
direct lending firm at the time of filing and thereafter.

As it relates to both First Brands and Tricolor, the credit
events purportedly were partly a result of fraudulent
activity by management. In our view the broadly
syndicated loan market features considerably less ability
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to perform due diligence than direct lending transactions, and this is especially notable in the lower and core middle
market where lenders have access to the management teams of the business being underwritten, as well as significantly
more data from the borrower and third parties. Management alignment, character, and incentives are a key focus of due
diligence. Also, regular engagement with management teams continues beyond the initial due diligence to monthly and
quarterly communication between borrowers and direct lenders. To the extent a company’s performance deteriorates,
we can pursue proper remedies given all of our middle market direct lending loans have true financial maintenance
covenants, while the broadly syndicated loan market is now nearly all covenant-lite.

Growth of covenant-lite loans in BSL market

$600 100%

90%

$500 oo,
$400 /0%
60%

$300 50%
40%

$200 .
$100 0%
1 I 10%

50 - 0%

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

$ billions
% of loans

N

mmmm \/olume of new issue U.S. cov-lite loans - %, Of all institutional loans that are cov-lite

As of September 30, 2025. Source: Pitchbook

In addition, the various market indicators we observe in middle market direct lending suggest the market remains
healthy, and underlying borrowers are performing well on average. The level of non-accruals (defaults) continues to

be well below the long-term average according to various indices and compares favorably relative to public high yield
default rates. The level of payment-in-kind (PIK) interest being accrued also continues to be in a consistent and typical
range decline by most industry accounts. On average, middle market companies continue to realize strong revenue and
EBITDA growth. New transactions are also generally funded at reasonable levels of leverage and typical loan-to-values
are below 50%. Also, the absolute level of leverage continues to trend lower for direct lending middle market loans
that have financial maintenance covenants, and the level of leverage is considerably lower than the average leverage of
covenant-lite transactions typical in the broadly syndicated loan market.

Middle market direct lending non-accural rate
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As of June 30, 2025. Source: Cliffwater Direct Lending Index.
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Sponsored middle market: average total debt to EBITDA - covenanted vs. cov-lite
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Itis prudent to be aware of credit events and the potential
for a significant credit cycle shift. Interestingly, even

a small number of high-profile negative stories could
shake investor confidence and potentially affect market
flows. The committed and funded capital in middle
market direct lending is significant and stable, being

in funds and structures with lock-up periods and long
investment horizons (plus a lot of dry powder committed
to be deployed). For public high yield bonds and broadly
syndicated loans there can be immediate liquidity so flows
can have a significant affect on “technicals” and ultimately
valuations if investors seek to reduce exposure in tandem.
We have seen that many times in history and some public
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market drawdowns are short-lived while others can have
systemic effects on the market and economy. If there is
an impact to the economic outlook, direct lenders will
incorporate that into their underwriting. However, the
credit events that have drawn recent headlines seem

to be idiosyncratic events and more of a result of looser
underwriting standards in those broadly syndicated
loans. As we've learned through many credit cycles, the
loosening of standards can result in a pickup in credit
losses and also accommodate an environment where
unethical company management can push the boundaries
into fraudulent practices.

Resilience and return of middle market direct lending through recessions and systemic market events

Total returns, indexed to 100 as of 9/30/2004
900

600

300

~———

_ﬂ

0
2007 2008 2009 2010 2011

e (liffwater Direct Lending Index

Legend reads top to bottom

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

e Bloomberg U.S. Corporate High Yield Index

N

2022 2023 2024 2025

e Morningstar LSTA U.S. Leveraged Index

As of June 30, 2025. Sources Bloomberg U.S. Corporate High Yield Bond Index, Cliffwater Direct Lending Index, S&P/LSTA Leverage Loan Index. Past
performance is not a reliable indicator of future performance and should not be relied upon for an investment decision. Indices are unmanaged and
do not take into account fees, expenses, and transaction costs and it is not possible to invest in an index.
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Drawdowns*
Direct Lending High Yield Leveraged Loans
Great recession (2Q 08-4Q 08) -8% 27% -30%
COVID (4Q 19-1Q 20) -5% -13% -13%
Return per unit of risk (3Q 04 -2Q 25) 2.80 0.66 0.55

As of June 30,2025. Sources Bloomberg U.S. Corporate High Yield Bond Index, Cliffwater Direct Lending Index, S&P/LSTA Leverage Loan Index. Past
performance is not a reliable indicator of future performance and should not be relied upon for an investment decision. Indices are unmanaged and do not
take into account fees, expenses, and transaction costs and it is not possible to invest in an index. *Drawdowns are reflective of quarter end index values.

Investors and lenders should remain vigilant, and each
deal we underwrite factors in the potential of a recession
through the life of the loan. However, we believe that it

is unlikely that a recession or systemic credit event is on
the near-term horizon. With the Fed’s easing cycle well
underway and a focus on supporting employment (and
inherently supporting business confidence to incent
keeping employment at a healthy level) with inflation
now in a reasonable range, the interest burden for middle
market companies borrowing from direct lenders should
continue to ease. This will provide companies with greater
financial flexibility and allow for more growth investment.

Accommodative Fed policy through lower rates also
supports a significant increase in LBO and M&A activity,
as more business owners look to sell with improved
valuations and buyers seek to deploy capital with greater

certainty of economic conditions and lower cost of capital.

With the lower rates and improved clarity, we expect
enterprise values (EV) to expand for private companies

and most notably for companies in the service-based
industries benefitting from secular trends in the U.S.
economy. At Principal Alternative Credit, we focus on
lending to lower and core middle market companies in
these industries, so an increase in enterprise valuation
provides additional support for our first lien senior secured
loans. With that increase in EV, some PE sponsors and
borrowers may seek additional debt. For now, leverage
requests remain quite reasonable given middle market
company EVs and cash flow generation. And even

with some spread tightening, the yield premium of

lower and core middle market direct lending continues

to be attractive relative to larger deals and broadly
syndicated loans. Furthermore, we maintain strong
protective measures including substantial financial
covenants, appropriate leverage levels, and rigorous
underwriting practices, while keeping regular dialogue
with management teams. Those factors should deliver an
attractive risk-adjusted return for this vintage of loans.
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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.

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.

“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.

© 2025 Principal Financial Services, Inc. Principal®, Principal Financial Group®, and Principal and the logomark design are registered trademarks of Principal Financial Services,

Inc.,a Principal Financial Group company, in the United States and are trademarks and services marks of Principal Financial Services, Inc., in various countries around the

world. Principal Alternative Credit is an investment team within Principal Global Investors. Principal Asset Management>" is a trade name of Principal Global Investors, LLC.
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