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The current market environment is characterised by high valuations in equities and low yields in traditional fixed income markets,
urging investors to seek for alternative, diversified and stronger sources of return. Private debt is on its way to becoming an established
asset class and falls under fixed income and private equity allocations of institutional investors. There is a broad set of opportunities
within the private debt spectrum that spans from investment grade assets (IG CLOs, real assets and real estate senior debt) by lending
across capital structure in mezzanine, to equity and first-loss like assets (distressed debt, CLO equity/warehousing/risk retention),
depending on the risk-return profile of the institution. Navigating from the investment grade to high yield strategies (direct lending,
capital relief trades, distressed debt and special situations) investors identify diversified sources of yield generated from illiquidity,
complexity and regulatory premia. The $600bn private debt industry is set to exceed $1 trillion according to a research paper from the
Alternative Credit Council.
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Figure 1. Industry AUM and breakdown of committed capital and dry powder, Source: Preqin, ACC research

The strategy that lures most allocations from institutional investors within private debt is direct lending, followed by mezzanine and
distressed debt investing according to a Preqin survey in Figure 2. The opportunity in the direct lending arises from the bank
retrenchment due to regulatory requirements. The real risk for direct lending funds capitalising on this opportunity is banks getting
back into the game of SME/lower middle market lending, but the triangle banks-lending funds-borrowers is working towards the
benefit of everyone. Banks provide funds with leverage and the funds provide financing to the borrowers that could be serviced
directly by the banks only by accepting high risk-weighted assets (RWA) charges. The further securitisation and sale of these loans to
institutional asset managers could boost the private credit ecosystem with banks relieving their balance sheets. Figure 2 also highlights
the fundraising momentum of direct lending funds having raised $186bn over the last decade, constituting slightly over 30% of private
debt.
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Figure 2. Fund Types Investors View as Presenting the Best Opportunities and Direct Lending AUM, Source: Preqin Private Debt Spotlight September
2017

The question is why do investors eye on direct lending and what is appealing to adding direct lending strategies to an institutional
portfolio? Figure 3 highlights the access to credit across the corporate capital stack and the enhancement of a portfolio’s risk-return
profile. There is yield compression in private credit strategies, especially in high yield bonds, but, despite that, there are attractive
opportunities in direct lending, CLOs and in typical, more illiquid private equity strategies.
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Figure 3. Corporate Capital Stack Spectrum in US and EU, October 2017, Source: Barclays Research, Moody’s, Stone Mountain Capital Research

Direct lending strategies, both in the US and EU, provide steady, low-volatile income combined with diversified sources of returns.
While direct lending in the US has been a developed asset class, established a decade ago after the financial crisis, in Europe, it
remains underdeveloped. ECB’s buying program for corporate investment-grade bonds has created demand in the lower middle
market space, where banks do not operate, as we can evidence in Figure 4.
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Figure 4. Loans to Non-Financial Corporations Over €1m as of 30/9/2017, Source: ECB Databank

Loans in Europe can represent good value for investors subject to proper selection criteria and market segmentation. The lower middle
market in Europe constitutes one of the most important segments both in the European and global economy. The segment remains
underserved from banks, which focus on the smallest firms and smaller loan amounts and larger corporates enjoy capital market access
via bond issuance. A GE Capital report showed that middle market companies in the top 4 European economies (UK, Germany, Italy,
and France) generate about one third of each country’s private sector earnings and employ the same percentage of each country’s
workforce. According to the July 2017 ECB’s bank lending survey (BLS), loan growth continues to be supported by increasing
demand across all loan categories and by easing credit standards on loans to enterprises, while there is a further increase in net demand
for loans. Furthermore, according to S&P European corporate defaults rates are set to stay low, even below historic averages, with
problems being generated mainly by the energy sector. This shapes a very promising environment for lenders in Europe.
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Figure 5. European Leveraged Loan Default, Source: LCD, S&P European Loan Leverage Index

According to Deloitte Alternative Lender Deal Tracker, direct lending mid-market activity in Europe is peaking in the first two
quarters of 2017, with the first quarter being the second best since the fourth quarter of 2012. Out of 1082 deals, nearly 40% were
made in the UK and the majority of those were used for buyout financing in either senior or unitranche structures. According to the
same report, UK, Germany, France, Benelux and Nordics are the most active areas for deal completion with hospitality, healthcare and
property being the leading sectors.
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Figure 6. Number of Mid-Market Lending Deals Completed in the Euro Area, Source: Deloitte Alternative Lender Deal Tracker

There are key challenges to mid-market lending, which highlight the importance of robust manager selection for every lending
strategy. Credit and structuring risks are mitigated by selecting an experienced team in deal structuring and due diligence and by
having in place conservative covenants. Direct Lending managers must have people on the ground in the countries of their lending
operations and posses the required language skills and local regulatory, lending and restructuring experience. Access to deal flow from
a diversified network of corporations (non-sponsored), sponsors, banks, debt advisors, accountants, and law firms is the key criterion
in selection. Moreover, proper underwriting/scoring with standardized lending agreements and or securitization, should be core in the
selection process. Given the current stage in the credit cycle, a focus on senior secured, first lien, and stretched unitranche should be
targeted in the corporate space. This can further reduce idiosyncratic risks, spanning from fraud and diverted payments to lifestyle
changes. Investors should seek illiquid strategies, where the asset-liability mismatch in is favour of the manager (e.g. the assets have
shorter maturities than the liabilities) and avoid strategies offering “shadow” or headline liquidity, as they bear more risks, when the
credit cycle turns, defaults rise and investors intending to redeem. A very important factor in the manager selection should be the
mitigation of country risk, with most European countries having untested or poor bankruptcy regimes e.g. in Eastern and Southern
Europe. Western Europe, Benelux and Nordics and particularly United Kingdom, Ireland, Germany, Austria, Switzerland, and
Netherlands offer a particularly stable legal and regulatory environment, and European private debt is seeking to capitalise on the
opportunities offered. The legal framework for lending favours the lender and debt collection and restructurings are possible timely.
Other risks include leverage, currency, concentration and documentation can be tackled by proper manager selection to navigate a
complex space. We see major opportunities in European Direct Lending strategies compared to the US, underpinned by less
competition in the lower middle market, a higher degree of traditional bank lending replacement opportunity in Europe with 80% for
banks and only 20% for alternative lenders (invested from the US with 20% bank lending and 80% from alternative lenders) and yield
premia available from illiquidity, complexity and regulation.

This perspective is neither an offer to sell nor a solicitation of an offer to buy an interest in any investment or advisory service by
Stone Mountain Capital LTD. For queries please contact Alexandros Kyparissis under email: alexandros.kyparissis @ stonemountain-
capital.com and Tel.: +44 7843 144007. For further information around our research and advisory services please contact Oliver
Fochler under email: oliver.fochler@stonemountain-capital.com and Tel.: +44 7922 436360. For information about our alternative
investment solutions, please contact:ir@stonemountain-capital.com.

The views expressed in this article are those of the authors and do not necessarily represent the views of, and should not be attributed
to, Stone Mountain Capital LTD. Readers should refer to the Disclaimer.
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STONE MOUNTAIN CAPITAL

Stone Mountain Capital is an advisory boutique established in 2012 and headquartered in London. We are advising 30+ best in class
single hedge fund and fund of fund managers across equity, credit, and tactical trading (global macro and CTAs). In private equity and
private debt, we advise 10+ general partners across the sectors real estate, infrastructure / real assets and capital relief trades (CRT) by
structuring funding vehicles, rating advisory and private placements. As per 9th January 2017, Stone Mountain Capital has total
alternative Assets under Advisory (AuA) of US$ 47 billion. US$ 44.2 billion is mandated in hedge fund and fund of hedge fund AuM
and US$ 2.8 billion in private assets (private equity / private debt) and corporate finance. Stone Mountain Capital has arranged new
capital commitments of US$ 1.03 billion across hedge fund, private asset and corporate finance mandates.

Our Team Our Solutions Our Mandates Our Research OQur News

Contact

We are able to source any specific alternative investment search and maintain relationships with dozens of best-in-class hedge fund
managers, private equity and private debt general partners (GPs) and real estate and infrastructure developers. We don’t pass any costs
on to our investors, since our compensation comes from our mandated managers, GPs and developers. Please contact us, should you
require further information about our solutions.

Connect with Stone Mountain Capital:
O 0 © 6 6 O

Stone Mountain Capital is a limited company (LTD) registered in England & Wales with registered number 8763463. The registered
address is: 31 Compayne Gardens, London NW6 3DD, England, United Kingdom. Stone Mountain Capital LTD is registered (FRN:
729609) as Appointed Representative with the Financial Conduct Authority (‘FCA’) in the United Kingdom. Stone Mountain Capital
LTD is the Distributor of foreign collective investment schemes distributed to qualified investors in Switzerland. Certain of those
foreign collective investment schemes are represented by First Independent Fund Services LTD, which is authorised and regulated by
the Swiss Financial Market Supervisory Authority (‘FINMA') as Swiss Representative of foreign collective investment schemes
pursuant to Art 13 para 2 let. h in the Federal Act on Collective Investment Schemes (CISA). Stone Mountain Capital LTD conducts
securities related activities in the U.S. pursuant to a Securities and Exchange Commission ('SEC') Rule 15a-6 Agreement with Crito
Capital LLC, a U.S. SEC registered broker-dealer, and member of Financial Industry Regulatory Authority (‘FINRA') and Securities
Investor Protection Corporation ('SIPC").
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Any business communication, sent by or on behalf of Stone Mountain Capital LTD or one of its affiliated firms or other entities
(together "Stone Mountain"), is confidential and may be privileged or otherwise protected. This e-mail message is for information
purposes only, it is not a recommendation, advice, offer or solicitation to buy or sell a product or service nor an official confirmation
of any transaction. It is directed at persons who are professionals and is not intended for retail customer use. This e-mail message and
any attachments are for the sole use of the intended recipient(s). Our LTD accepts no liability for the content of this email, or for the
consequences of any actions taken on the basis of the information provided, unless that information is subsequently confirmed in
writing. Any views or opinions presented in this email are solely those of the author and do not necessarily represent those of the
limited company. Any unauthorised review, use, disclosure or distribution is prohibited. If you are not the intended recipient, please
notify the sender by reply e-mail and destroy all copies of the original message and any attachments. By replying to this e-mail, you
consent to Stone Mountain monitoring the content of any e-mails you send to or receive from Stone Mountain. Stone Mountain is not
liable for any opinions expressed by the sender where this is a non-business e-mail. Emails are not secure and cannot be guaranteed
to be error free. Anyone who communicates with us by email is taken to accept these risks. This message is subject to our terms
at: www.stonemountain-capital.com/disclaimer.
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