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The upper-middle-market direct lending landscape is undergoing significant changes,
characterized by the increasing prevalence of higher payment-in-kind (PIK) features and
more lenient covenants in loan agreements. This shift is emblematic of a broader trend
where these lenders are being compelled to acquiesce to more borrower-friendly terms,
effectively blurring the distinctions between the upper middle market and the syndicated
loan market.

Borrower-friendly terms: An upper-middle-market trend

In the upper middle market, the traditional lender advantage is being gradually eroded

as borrowers gain increased negotiating leverage. The data presented in the chart on the
next page illustrates this trend with striking clarity. As the committed debt range increases,
the percentage of issuers with maintenance covenants decreases. For instance, deals
under $350 million exhibit a 97% prevalence of maintenance covenants, whereas deals
exceeding $1 billion witness a significant decline to 38%. This downward trend suggests
that larger deals are more likely to feature more relaxed covenants. The reduction in
maintenance covenants gives borrowers more room to maneuver, potentially increasing
their ability to kick the can down the road when it comes to making tough decisions to
right the ship. This implies that lenders are taking on more risk, as they have fewer triggers
to intervene if the borrower’s financial health begins to deteriorate.
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PIK features: A growing predilection in larger deals

The chart below highlights another critical facet of this trend: the escalating inclusion of
PIK toggles in credit agreements for larger deals. PIK features enable borrowers to pay
interest in kind rather than in cash, thereby providing them with enhanced flexibility in
managing their cash flows. PIK features also mean that lenders are deferring cash receipts,
which can impact their liquidity and ability to respond to other investment opportunities.
The data indicates that over a third of direct lending deals with committed sizes surpassing
$750 million incorporate PIK features. Specifically, 44% of deals in the >$1 billion range
feature PIK toggles, compared to a mere 3% in deals under $350 million. This pronounced
disparity underscores the growing propensity of lenders to accommodate borrower needs
in larger transactions.
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WHAT ARE THE RISKS?

Convergence with the syndicated loan market: implications

and insights

The recent evolution of upper-middle-market direct lending reveals a clear convergence
with the syndicated loan market. As borrower-friendly features such as looser covenants
and PIK toggles become more common, the traditional structural distinctions between
these two are becoming increasingly nebulous. Lenders, in their quest for yield in a
competitive environment, are being forced to relax their standards and offer more favor-
able terms to borrowers. This shift is not without risk, as it potentially exposes lenders to
greater credit risk and reduced recovery prospects in the event of default.

Conclusion

In conclusion, the upper-middle-market direct lending landscape is evolving in response
to changing market dynamics. The increasing prevalence of higher PIKs and looser
covenants in larger deals reflects a trend towards borrower-friendly terms. The transforma-
tion represents more than a cyclical adjustment—it marks a structural shift in how risk and
competition are distributed across the private credit spectrum. As upper-middle-market
deals adopt more borrower-friendly terms, lenders may find greater differentiation and
value in the core and lower-middle markets, where covenant strength, tighter documenta-
tion and relationship-driven origination remain prevalent. Ultimately, this evolution
challenges lenders and investors not just to adapt, but to think about where genuine
opportunity—and resilience—still resides within the broader private credit ecosystem.

Terms:

Payment-in-kind (PIK) toggle: A PIK toggle is a loan feature that allows the borrower to choose
between paying interest in cash or by issuing additional debt, effectively deferring cash interest
payments to preserve liquidity.

All investments involve risks, including possible loss of principal.

Equity securities are subject to price fluctuation and possible loss of principal.

Fixed income securities involve interest rate, credit, inflation and reinvestment risks; and possible loss of principal. As interest rates rise, the value
of fixed income securities falls. Changes in the credit rating of a bond, or in the credit rating or financial strength of a bond’s issuer, insurer or
guarantor, may affect the bond’s value. Low-rated, high-yield bonds are subject to greater price volatility, illiquidity and possibility of default.

Investments in many alternative investment strategies are complex and speculative, entail significant risk and should not be considered a
complete investment program. Depending on the product invested in, an investment in alternative strategies may provide for only limited liquidity
and is suitable only for persons who can afford to lose the entire amount of their investment. An investment strategy focused primarily on privately
held companies presents certain challenges and involves incremental risks as opposed to investments in public companies, such as dealing with
the lack of available information about these companies as well as their general lack of liquidity.

Diversification does not guarantee a profit or protect against a loss.

Any companies and/or case studies referenced herein are used solely for illustrative purposes; any investment may or may not be currently
held by any portfolio advised by Franklin Templeton. The information provided is not a recommendation or individual investment advice for any
particular security, strategy or investment product and is not an indication of the trading intent of any Franklin Templeton managed portfolio.
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IMPORTANT LEGAL INFORMATION

This material is intended to be of general interest only and should not be construed as individual investment advice or a recommendation or
solicitation to buy, sell or hold any security or to adopt any investment strategy. It does not constitute legal or tax advice. This material may not be
reproduced, distributed or published without prior written permission from Franklin Templeton.

The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as of the publication date and
may change without notice. The underlying assumptions and these views are subject to change based on market and other conditions and

may differ from other portfolio managers or of the firm as a whole. The information provided in this material is not intended as a complete analysis
of every material fact regarding any country, region or market. There is no assurance that any prediction, projection or forecast on the economy,
stock market, bond market or the economic trends of the markets will be realized. The value of investments and the income from them can go
down as well as up and you may not get back the full amount that you invested. Past performance is not necessarily indicative nor a guarantee
of future performance. All investments involve risks, including possible loss of principal.

Any research and analysis contained in this material has been procured by Franklin Templeton for its own purposes and may be acted upon in
that connection and, as such, is provided to you incidentally. Data from third-party sources may have been used in the preparation of this material
and Franklin Templeton (“FT”) has not independently verified, validated or audited such data. Although information has been obtained from
sources that Franklin Templeton believes to be reliable, no guarantee can be given as to its accuracy and such information may be incomplete

or condensed and may be subject to change at any time without notice. The mention of any individual securities should neither constitute nor

be construed as a recommendation to purchase, hold or sell any securities, and the information provided regarding such individual securities

(if any) is not a sufficient basis upon which to make an investment decision. FT accepts no liability whatsoever for any loss arising from use of this
information and reliance upon the comments, opinions and analyses in the material is at the sole discretion of the user.

Products, services and information may not be available in all jurisdictions and are offered outside the US by other FT affiliates and/or their
distributors as local laws and regulation permits. Please consult your own financial professional or Franklin Templeton institutional contact for
further information on availability of products and services in your jurisdiction.

Indexes are unmanaged, and one cannot invest directly in an index. They do not reflect any fees, expenses or sales charges.

Brazil: Issued by Franklin Templeton Investimentos (Brasil) Ltda., authorized to render investment management services by CVM per Declaratory Act n. 6.534, issued on October 1,2001. Canada:
Issued by Franklin Templeton Investments Corp., 200 King Street West, Suite 1500 Toronto, ON, M5H3T4, Fax: (416) 364-1163, (800) 387-0830, www.franklintempleton.ca. Offshore Americas:

In the US, this publication is made available by Franklin Templeton, One Franklin Parkway, San Mateo, California 94403-1906. Tel: (800) 239-3894 (USA Toll-Free), (877) 389-0076 (Canada Toll-Free)
and Fax: (727) 299-8736. US: Franklin Templeton, One Franklin Parkway, San Mateo, California 94403-1906, (800) DIAL BEN/342-5236, franklintempleton.com. Investments are not FDIC insured;
may lose value; and are not bank guaranteed.

Issued in Europe by: Franklin Templeton International Services S.a rl. - Supervised by the Commission de Surveillance du Secteur Financier - 8A, rue Albert Borschette, L-1246 Luxembourg -

Tel: +352-46 66 67-1, Fax: +352-342080 9861. Poland: Issued by Templeton Asset Management (Poland) TFI S.A; Rondo ONZ 1; 00-124 Warsaw. Saudi Arabia: Franklin Templeton Financial Company,
Unit 209, Rubeen Plaza, Northern Ring Rd, Hittin District 13512, Riyadh, Saudi Arabia. Regulated by CMA. License no. 23265-22. Tel: +966-112542570. All investments entail risks including loss of principal
investment amount. South Africa: Issued by Franklin Templeton Investments SA (PTY) Ltd, which is an authorized Financial Services Provider. Tel: +27 (21) 8317400, Fax: +27 (21) 8317422. Switzerland:
Issued by Franklin Templeton Switzerland Ltd, Stockerstrasse 38, CH-8002 Zurich. United Arab Emirates: Issued by Franklin Templeton Investments (ME) Limited, authorized and regulated by the
Dubai Financial Services Authority. Dubai office: Franklin Templeton, The Gate, East Wing, Level 2, Dubai International Financial Centre, P.O. Box 506613, Dubai, UA.E. Tel: +9714-4284100, Fax:
+9714-4284140. UK: Issued by Franklin Templeton Investment Management Limited (FTIML), registered office: Cannon Place, 78 Cannon Street, London ECAN 6HL. Tel: +44 (0)20 7073 8500. Authorized
and regulated in the United Kingdom by the Financial Conduct Authority.

Australia: Issued by Franklin Templeton Australia Limited (ABN 76 004 835 849) (Australian Financial Services License Holder No. 240827), Level 47,120 Collins Street, Melbourne, Victoria 3000.
Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 62/F, Two IFC, 8 Finance Street, Central, Hong Kong. Japan: Issued by Franklin Templeton Investments Japan Limited. Korea:
Issued by Franklin Templeton Investment Advisors Korea Co., Ltd., 3rd fl, CCMM Building, 101 Yeouigongwon-ro, Yeongdeungpo-gu, Seoul, Korea 07241. Malaysia: Issued by Franklin Templeton Asset
Management (Malaysia) Sdn. Bhd. & Franklin Templeton GSC Asset Management Sdn. Bhd. This document has not been reviewed by Securities Commission Malaysia. Singapore: Issued by
Templeton Asset Management Ltd. Registration No. (UEN) 199205211E, 7 Temasek Boulevard, #38-03 Suntec Tower One, 038987, Singapore.
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