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Middle Market Lending:
The Benefits of a Diversified Approach

Combining middle market loans with strategically sourced deals in private
placement and project finance markets allows for a more diversified
portfolio that has the potential to deliver returns that have been less
correlated to economic cycles.
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Middle Market Lending: The Benefits of a Diversified Approach

Since inception
in 2013, only
6% of the loans
we evaluated
made it into
our enhanced
middle market
portfolio.

Covenants
remain
prevalent
among middle
market loans.

A diversified approach to middle market lending

With similar credit quality, yield and structure as middle market loans, private placement
debt and project finance loans are a natural complement for investors looking to invest
in the middle market space. Through this expanded opportunity set, investors can build
a diversified portfolio of loans with attractive terms and stronger structural dynamics for
lenders (Exhibit 1).

Exhibit 1. The expanded opportunity set of Voya’s enhanced middle market approach

Typical middle market fund opportunity set Voya’s enhanced opportunity set

Syndicated loans Club loans Private placement Project finance

= Floating rate loans
syndicated by regional
and money center
banks

= Private bonds and
loans for small-
to-medium size
infrastructure projects
and other structured
opportunities

New Issue:

Private high yield bonds
with covenants

= Tightly held non-
syndicated loans with
more in-depth due
diligence

- Fallen Angels:
= Typically not traded

Underperforming private
bonds sourced on the
secondary market

= Typically, less in-depth
due diligence but with
some degree of liquidity

Unlike other areas of the credit market where borrowers are forgoing or loosening loan
covenants, these structural protections remain intact among middle market loans (Exhibit 2).

Exhibit 2. Cov-lite loans as a percentage of total middle market new issuance volume
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“Cov-lite” loans as a percentage of total middle market loan issuance has generally
been below 10% since 2007. In contrast, cov-lite loans as a percentage of the S&P/LSTA
Leveraged Loan Index are significantly higher, reaching 79% in 2018

Project finance and private placement loans typically include strong structural protections
and hard collateral, and a highly selective approach focused on rigorous underwriting
and bottom-up research can help investors capitalize on the attractive illiquidity
premiums found in these markets.

In the sections that follow, we explore the makeup of these three different areas of
the private credit market and explain how Voya’s enhanced middle market team invests
in each.

'Source: S&P LCD.
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Middle market overview

Middle market lending is a subset of the
broader private credit market space and
typically refers to loans made to companies
with annual revenue between $50 million
and $1 billion.

What are the investment benefits of
middle market lending?

Compared to corporate public bonds and
liquid leveraged loans of similar credit
quality and duration, middle market lending
may achieve additional yield and total
return due to illiquidity premiums, higher
up-front yields, origination fees, and lower
actual credit losses (primarily because of
covenants and other structural attributes
that have potential to help lenders in
preserving and recovering value in the
event of credit degradation).

How big is the market?

The private credit market has grown from
$875 billion in 2020 to $1.4 trillion at the
start of 2023 and is estimated to grow to
$2.3 trillion by 20272

Market participants play different roles

The middle market lending space has
multiple market participants, each serving a
distinctive function:

Insurance companies: These entities
invest in middle market loans seeking
higher yields compared to traditional
fixed-income securities. Their long-term
investment horizons align well with the
typically longer duration of private credit
instruments. Insurance companies are
often more risk-averse, preferring senior
secured loans with lower default risk.

2 Bloomberg historical data, Preqin 2027 estimate; January 2023.

Pension plans: Pension funds invest in
middle market loans as a way to diversify
their portfolios and help achieve steady
income streams. They tend to focus on
higher-quality loans given their obligation
to meet long-term liabilities to pensioners.
Pension plans often invest through
private debt funds or CLOs (Collateralized
Loan Obligations).

CLOs: These structured finance vehicles
pool loans and issue tranches of debt
with varying risk and return profiles. CLOs
enable diversification of lender risk and
provide a mechanism for smaller investors
to gain exposure to middle market loans.

Hedge funds: Hedge funds participate
in middle market lending, often seeking
higher returns through riskier or more
complex loans. They might engage in
distressed debt, mezzanine financing, or
other strategies that involve greater risk
and potential reward.

Mutual funds: These funds collect capital
from individual investors to invest in a
diversified portfolio of loans. They offer
investors liquidity and the opportunity to
invest in private credit with lower minimum
investments compared to other vehicles.

Private debt funds: These funds play a
significant role in middle market lending,
filling the gap left by banks.

Private equity sponsors: These firms
often work in tandem with lenders to
finance leveraged buyouts, acquisitions,
and growth initiatives of middle market
companies. They can influence the
structuring of loans and are key players
in transaction-driven financing in the
middle market.
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Voya’s
enhanced
middle market
team has
flexibility

to derive
value across
the capital
structure.

Middle market capital structure

The capital structure of middle market financing is a layered arrangement of various
types of debt, each with its own risk profile, priority in the event of a default, and return

expectations (Exhibit 3).

Exhibit 3. Overview of middle market financing

First lien

Second lien /
\ Other debt

Source: Voya Investment Management. For illustrative purposes only.

First lien debt

First lien debt holds the highest priority in
terms of repayment and typically has the
lowest risk and includes:

Revolving credit facilities: Flexible lines of
credit allowing companies to borrow, repay,
and re-borrow funds as needed, up to a
predetermined limit. They are often used for
short-term working capital needs.

Term A loans: Amortizing loans, meaning

they are paid down over time with regular
payments of principal and interest. Term A
loans are often used for financing specific
investments or acquisitions.

Special purpose facilities: Loans designed
for a specific purpose, like financing a
particular project, acquisition, or asset
purchase. The terms and structures of
these loans vary greatly depending on
their purpose.

Term B loans: Similar to Term A loans but
usually have a longer maturity and a bullet
repayment structure (where the principal

is paid at the end). Term B loans are often
used to finance larger investments and are
more common in leveraged buyouts.

= Revolving credit facilities = Term Aloan
® Special purpose facilities = Term B loan

= Subordinated to first lien, but still senior to high-
yield bonds and other types of senior unsecured
borrowings / creditor claims.

= High yield bonds
= Mezzanine
m Unitranche

= Warrants
m Preferred equity
= Common equity

Second lien debt

Second lien debt has a lower priority than
first lien debt in the event of a default, which
results in higher risk and typically higher
interest rates. These loans are secured by
the same collateral as the first lien debt but
are subordinate to it. They are riskier and
therefore carry higher interest rates.

Other debt instruments

These forms of debt are typically unsecured
or have a lower priority than both first and
second lien debt.

High yield bonds: These are unsecured
bonds issued by companies and carry
higher risk (and thus higher yield) compared
to investment-grade bonds. They are a
common financing tool for larger middle
market companies.

Mezzanine debt: This is a form of
subordinated debt that often includes
equity-like features (e.g., warrants).
Mezzanine debt fills the gap between senior
debt and equity, providing a balance of risk
and return.
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Voya’s
position

as one of
the largest
IG private
placement
lenders
provides the
team unique
access to
below-1G
components
of the market.

Unitranche debt: This is a hybrid loan
combining senior and subordinated debt
into a single facility with a blended interest
rate. It simplifies the capital structure and
can expedite the financing process but
may come with higher costs. Unitranche
debt is typically senior secured and can
also include a revolver.

Private placement market overview

Private placements are essentially long-
term loans to corporations, 90% of which
are investment grade. Functionally, private
placements are a hybrid of a public bond
and a traditional bank loan. They share
characteristics with public bonds, including
a fixed rate structure and term length.
Similarities with bank loans include greater
upfront due diligence, priority debt and
financial covenant protection, and a more
engaged relationship with borrowers.

While the majority of the market is
investment grade, the market also offers
below investment grade opportunities
through new issuance in the agented
and direct markets. Because insurance
companies and pension funds are the
most common investors in the private
placement market, there is little appetite
for below investment grade securities
among market participants. (Of the
agented new issuance in 2023, only 1%, or
$69 billion, was below investment grade,
as shown in Exhibit 4). This makes for a

favorable market environment for below
investment grade market participants.

Beyond opportunities in new issuance,
Voya’s enhanced middle market team

also sources below investment grade
deals among “fallen angels.” In the private
placement market, a fallen angel refers to a
bond or debt instrument that was originally
issued with an investment grade rating but
has since been downgraded to a non-
investment grade status. This downgrade
typically occurs due to a deterioration

in the issuer’s creditworthiness, which
might be the result of changes in

market conditions, adverse business
developments, or shifts in the issuer’s
financial health.

Investment grade securities are considered
lower risk and are often favored by more
conservative investors, such as pension
funds and insurance companies. When
these securities are downgraded to below
investment grade, they may no longer
meet the investment criteria of these
conservative investors, leading to potential
selloffs and increased market volatility for
these securities.

As a result, Voya’s enhanced middle
market investment team actively looks

for the opportunities created by lenders
becoming forced sellers when investment
grade credits are downgraded.

Exhibit 4. Agented private placement new issuance in 2023

1%

51%

Private Placement Market data is as of 12/31/2023.
Source: BoA USPP Market Snapshot

48% M A- or better
HBBB
m BB+ or lower
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Project finance market overview

Project finance offers contractual cash flows

The infrastructure project financing market
is a specialized segment of finance that
deals with funding the construction and
operation of large-scale infrastructure
projects. This market plays a critical role

in developing and maintaining essential
facilities like roads, bridges, airports, power
plants, and telecommunications networks.

As infrastructure projects progress into
construction, the developers and sponsors
who provided the initial investment capital
typically tap banks for traditional project
financing. However, the amount banks can
lend is often capped at a percentage of the
project’s costs. As a result, flexible, highly
specialized investment managers can
capitalize on this financing inefficiency by
devising creative, more efficient financing
structures, thereby earning upfront fees
and privately negotiating deals with
attractive yields.

From an investment perspective, the long-
term contractual cash flows of infrastructure
projects can isolate investors from broader
market cycle risk and deliver a return
stream that is less correlated to other

asset classes.

Financing vehicles in the project financing
space include:

Off balance sheet joint ventures (JVs)

Off balance sheet joint ventures are a
common structure in infrastructure project
financing. In this arrangement, the project
is financed and operated through a joint
venture company formed by the project
sponsors. This JV is legally and financially
separate from the sponsors’ main
businesses, meaning the liabilities and

assets associated with the project do not
appear on the sponsors’ balance sheets.
This separation helps in risk mitigation and
can improve the creditworthiness of the
project by isolating it from the financial risks
of the parent companies.

HoldCo (holding company) financing

HoldCo financing involves the creation
of a holding company to own the project
assets. This holding company, or HoldCo,
typically raises funds through equity

and debt to finance the project. The
HoldCo structure offers a layer of legal
and financial insulation between the
project and the sponsors, which can be
beneficial in terms of risk management
and tax planning. It also allows for easier
aggregation of multiple projects under
one umbrella, which can be advantageous
for large entities managing multiple
infrastructure initiatives.

Covenants provide built-in risk
protection for middle market loans

Covenants are designed to maintain pari
passu, i.e., equal, treatment with other
creditors and to force prepayment while
the credit is still financeable by its banks
or other lenders. When an exit is not
possible, lenders can renegotiate terms
to increase the yield via fees and coupon
rate increases, or improve recovery rates
if payment default ultimately occurs.
Generally, covenants provide three types
of protection:

= Protect the note holders’ position in the
capital structure

= Protect against credit deterioration
(financial covenants)

= Protect against “event risk,” or the
company favoring its equity holders over
its lenders
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The structure
survives—
Voya’s
enhanced

middle market

team remains
laser focused
on identifying
loans with
strong
covenants
and structural
protections

A bottom-up
strategy with
flexibility to
capitalize

on changing
market
conditions

: The Benefits of a Diversified Approach

The table below provides more detail on the different type of covenants and their advantages:

Exhibit 5. The role of covenants in middle market loans

Private

Covenanttypes placement covenants Protects

Capital structure Liens
protections

Restrict future borrowing with assets and preserve location in the
capital structure

Priority debt Limits all types of claims that can rank ahead of private credit

holders, generally including liens and debt at subsidiaries

Sale of assets Limits borrower’s ability to sell revenue-generating assets. Generally,
a level of asset sales is permitted, after which the borrower must use

proceeds for replacement assets or to pay down debt

Most favored lender  Assures that if the company’s main bank facility gets a different or
more favorable covenant, the private credit lenders will receive the

same benefit

Financial Leverage or DSCR test  Ensures repayment of debt relative to borrower cash flows
protections
Interest/fixed coverage  Ensures limitation of interest relative to cash flows of the company
Net worth Ensures repayment of debt relative to value of the company
Event risk Merger Limits types of mergers and restructuring transactions the company
protections may undertake
Change of control Generally states that if a third party purchases a majority of the equity of
the issuer, the lenders will be able to exit the transaction
Nonpayment cross- Stipulates that if the company does not pay another source of debt, orisin
default or acceleration  default with another source of debt, the private credit facility also will be

in default

Restrictions on
distributions

Limits the distributions the company may make to its shareholders

Deal Sourcing to Create Diversified Portfolios

As middle market lending soars in popularity, loan selection has become more important
than ever. Casting a wider net across middle market loans, private placements and project
financing enables us to uncover more deals that have attractive terms and avoid becoming
over-reliant on one industry or private equity sponsor.

Voya’s enhanced middle market team provides a differentiated sourcing approach relative to
other middle market investors that are reliant on key sponsor relationships for deal sourcing.

This diverse sourcing strategy creates the ability to pivot to the appropriate channel/lending
partners as dictated by market conditions and the relevant opportunity set (Exhibit 6).

Exhibit 6. Voya’s investments by market type (by dollars invested)

m Middle market ~ ® Private placement B Project finance

100%
0%
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Risks of Investing

For example, from 2017 to 2019, there was
a notable step back in middle-market deals,
primarily driven by frothy market conditions
and a degradation in deal documentation.
In the years 2020 and 2022, the middle-
market capital deployment was further
reduced, influenced by the lower quality
of M&A activity. This downturn was largely
attributed to the impacts of Covid-19 and
prevailing market conditions. However,

this period allowed for the identification

of more promising opportunities in private
placements and project financing.

In 2023, the landscape shifted favorably

for middle-market opportunities. Attractive
investment options emerged, offering
double-digit returns for top-of-capital-stack
risks. These opportunities were bolstered
by strong structural protections, such as
financial maintenance covenants and low
loan-to-value ratios (LTVs), as the market
began to lean in favor of lenders once more.

Additionally, private credit played a crucial
role during this time. It effectively filled the
gap created by the dislocation in public
and bank financing markets, offering an
alternative financing solution that became
increasingly important in the evolving
economic landscape.

Combining middle market loans with the
strategic sourcing of deals in the private
placement and project finance markets
reduces risk through a broader spread of
investment types, and taps into different
market dynamics and opportunities as
market conditions change. This enhanced
approach to middle market lending helps
investors build a diversified portfolio of
loans with attractive terms and stronger
structural protections for lenders.

Middle market, private placement and project finance loans: The principal risks are generally those
attributable to bond investing. Holdings are subject to market, issuer, credit, prepayment, extension and other
risks, and their values may fluctuate. Market risk is the risk that securities may decline in value due to factors
affecting the securities markets or particular industries. Issuer risk is the risk that the value of a security may
decline for reasons specific to the issuer, such as changes in its financial condition.

This market insight has been prepared by Voya Investment Management for informational purposes. Nothing contained herein should be construed as (i) an offer
to sell or solicitation of an offer to buy any security or (ii) a recommendation as to the advisability of investing in, purchasing or selling any security. Any opinions
expressed herein reflect our judgment and are subject to change. Certain of the statements contained herein are statements of future expectations and other
forward-looking statements that are based on management’s current views and assumptions and involve known and unknown risks and uncertainties that could
cause actual results, performance or events to differ materially from those expressed or implied in such statements. Actual results, performance or events may
differ materially from those in such statements due to, without limitation, (1) general economic conditions, (2) performance of financial markets, (3) interest rate
levels, (4) increasing levels of loan defaults, (5) changes in laws and regulations and (6) changes in the policies of governments and/or regulatory authorities.

The opinions, views and information expressed in this commentary regarding holdings are subject to change without notice. This document is for informational
purposes only and is not intended as an offer or solicitation to invest. This document does not constitute investment advice and should not be relied upon as such.

Please be advised that Voya Investment Management Co. LLC is a non-Canadian company. We are not registered as a dealer or adviser under Canadian securities
legislation. We operate in the Provinces of Nova Scotia, Ontario and Manitoba based on the international adviser registration exemption provided in National
Instrument 31-103. As such, investors will have more limited rights and recourse than if the investment manager were registered under applicable Canadian

securities laws.

Past performance is no guarantee of future results. All investing involves risks of fluctuating prices and the uncertainties of rates of return and yield inherent in
investing. All security transactions involve substantial risk of loss.

For financial professional or qualified institutional investor use only. Not for inspection by, distribution or quotation to, the general public.
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