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The private credit market continues to rapidly expand, supported by investors'
needs for income and portfolio diversification, and borrower demand. That

is especially true in the middle market, where traditional bank lenders have
pulled away from extending credit primarily due to regulatory constraints.
Investors have many opportunities in this burgeoning asset class, but they must
demonstrate caution when it comes manager selection and market approach.

TCW Private Credit Product Specialist Will Lloyd recently sat down with Rick
Miller, founder and Chief Investment Officer of TCW's Private Credit Group,
to talk about private credit's growing role in the middle market.

The following is an edited transcript of their conversation.

W. Lloyd: What will the proposed tariffs mean for middle-market borrowers?

R. Miller: | think it's certainly disruptive and it has inflationary cost pressure
associated with it because you're moving from what had been this long-term
trend of globalization and finding the lowest cost manufacturing in the world,
and now you're moving to something else, which will be more expensive.

| think, by and large, we will adjust. From a credit perspective, however, | think
lenders need to stay vigilant on their borrowers’ ability to identify alternative
manufacturing sources to ensure these companies can continue to provide
customers what they need without any significant disruption in delivery

or dramatic increases in price.

W. Lloyd: Do you expect M&A activity to see a robust recovery in 2025?

R. Miller: There's a tremendous amount of dry powder in both private equity
and private credit. That money will get spent. It has been several years now
where PE firms have not made their normal cadence of distributions to
investors. There is increasing pressure on these owners to transact and
return capital to their LPs, which is driving our expectation for increased M&A
activity. | think maybe the bigger question will be at what enterprise value
multiple will these transactions take place. Up until mid-2023, we experienced
a 12, 13-year period of extremely low interest rates and never-ending rising
enterprise value multiples. Maintaining those multiples in today’s interest-
rate environment is challenging. | think there could be some interesting
opportunities for investors, both on the equity and credit side, under a lower
enterprise value multiple paradigm.
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W. Lloyd: Given recent high interest rates, wouldn’t you have expected defaults to have been higher by now?

R. Miller: In terms of the expectation for defaults, | think you need to remember that in the private asset world, and
specifically in private credit, there is the ability to defer action, and delay reckoning of troubled businesses. You see
these lags in valuations relative to public market pricing, with the quarterly valuation cadence in private markets versus
the daily mark-to-market valuations in the public markets. In private credit, | think the use of defaults as the canary

in the coal mine has probably lost some of its effectiveness although | think it's certainly still applicable in the public
market domain. In private markets, however, the ability to amend documents, to get ahead of any kind of reported
default, is just a lot easier. If you can look out several months or several quarters, you can anticipate a potential default
and amend the document in advance. As a result, an investor should not look solely at the default data to gauge the
current health of the private credit market. This is especially true in the last two years given the record amount of
amendment activity in the private credit market that has allowed borrowers to avoid reporting defaults.

W. Lloyd: Does the growth in “covenant light” lending contribute to that, and do you think it has an impact
on recovery values?

R. Miller: The sheer volume of “cov light” that has entered the middle market - it's probably half the market if you look
at the numbers - also delays any kind of real actionable trigger for lenders. We still view the absence of covenants or
“covenant wide” or “covenant loose” as a mistake that lenders are making. It's one of the primary protections that you
have as a senior secured lender, and our market, for the most part, has given this protection away in an effort to be
more competitive and drive deployment. We don’t think that’s a prudent way to lend, and you need those protections as
a lender. So certainly, the proliferation of “cov light” has led to a decline in reported defaults and ultimately, we believe,
will lead to lower recovery rates for investors.

W. Lloyd: One of the things we’ve seen in the market has been joint ventures between banks and private credit
managers. Does that say anything specific about the state of the middle market?

R. Miller: Certainly, | think it's a continuation of the story of why the private credit asset class exists. | think commercial
bank / private credit partnerships are interesting for a number of reason and investors should consider them. Since

the global financial crisis, borrowing in the middle market has been dominated by private equity-owned borrowers,
accounting for 75-80% of the activity in the asset class. We believe, if an investor wants to expand their private credit
bucket, grow their exposure, and especially if they want to diversify their private credit allocation, they need to look
outside this private equity-dominated lane. | think these commercial bank / private credit partnerships provide
investors with an interesting alternative. Investors would be well-served to consider the differentiated origination
platform opportunity that a commercial bank brings to these partnerships with their captive and unique customer base,
including both sponsored and non-sponsored borrowers.

W. Lloyd: Direct lending emerged as an asset class following the global financial crisis. Are there still opportunities
out there, or is this just a beta trade?

R. Miller: | certainly think that there’s opportunity out there. | think what you're seeing in the middle-market private
credit space is the maturation and evolution of the asset class. As you see interest rate volatility and economic
uncertainty rise, we expect to finally see a dispersion of manager performance. It is important to remember that middle-
market companies really don’t have a lot of other choices in terms of the type of capital they can attract, and as a group,
they are consistent consumers of capital. So, from an opportunity standpoint, | think the answer is yes, there is a steady
ongoing opportunity within private credit middle market for investors. | think the primary challenge going forward will
be manager selection. Probably more so than ever, it is important to look at long-term track records and a manager’s
ability to deal with underperforming businesses and manage through challenging economic environments. l

For more insights from TCW, please visit TCW.com/Insights.
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