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Private debt markets are attracting increasing interest from investors, who are actively seeking alternative ways
of yield-producing strategies in a low-yielding traditional market environment. Following Preqin’s classification
of private debt strategies, there are six strategies in which investors can allocate: mezzanine, distressed debt,
special situations, venture debt, fund of funds and direct lending. The downside protection and the diversification
offered to investor portfolios make the asset class enticing, which already accumulated assets under management
of more than $500bn. The 2008 crisis constitutes the milestone for the surge of private debt markets and the
allocations are expected to rise significantly over the coming years.
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Figure 1. Global Target Allocation In Private Debt Source: Preqin Private Debt Spotlight June 2016

Among the aforementioned strategies, the most intriguing and appealing seems to be direct lending and the
reasoning behind this trend has a solid rationale. The shrinkage of banks’ balance sheets due to higher capital
requirements under Basel 11l combined with negative rates from major economies due to extensive QE programs
shaped the environment for the growth of direct lending markets. Direct lending constitutes an asset class, which
provides attractive risk-adjusted unlevered returns and a better diversifier than theoretically low-correlated
equities strategies. Institutional investors such as insurance companies, which face Solvency Il solvency capital
requirements, and pension funds, which search for robust yield with a better asset-liability management in the
long term, appreciate the  stable  and low  volatility returns direct lending offers.

By referring to direct lending, we exclude the online marketplace lending, which is a different story to what
discussed in this perspective. Direct lending appears to rank highly among otherstrategies in the credit spectrum,
offering investors with liquidity/illiquidity premium compared to public markets. The position of direct lending
is notonly a product of reduced bank lending activity, but other factors contribute to their appealin g profile, such
as the reduced liquidity in bond markets provoked by the Volcker rule and the upside potential provided in a
potential increase in interest rates.
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Figure 2. Credit Spectrum Risk-Return Profile, Source: Stone Mountain Capital Research, Citi Velocity

Europe is proving to be a “fertile land” for lending with the fundraising for Europe-focused funds exceeding the
respective on the otherside of the Atlantic as shown in figure 3 below.
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Figure 3. Direct Lending Fundraising: North America vs. Europe Funds, Source: Pregin Private Debt Report 2016

But what makes Europe so special about direct lending and where should investors and managers concentrate
their focus. The answer is in lower middle market and SME lending. European central bank through extensive QE
and LTROs is looking to boost liquidity to markets and politicians are trying to incentivise banks to lend more,
so as to contribute to the economic recovery in the European territory. Despite, the incentives from authorities,

the regulations make the access to finance extremely arduous especially for SMEs, which is evidenced below in
figure 4.
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Figure 4. SME Access to Finance, Source: Stone Mountain Capital Research, ECB Databank
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The European economy is heavily reliant on SMEs for its growth as evidenced in figure 5, which makes their
finance bridging crucial for the sustainability of the European area. Lending to SMEs is challenging due to lack
of quality in data and underdeveloped evaluation and scoring methodologies. The risks in investing in European
SMEs are higher due to the debt culture, which is prevalent in European corporates, as it discourages investing in
companies with high debt ratio. Private debt managers should be cautious and should educate corporates on the
management of the company and incentivise them towards more active equity involvement.
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Figure 5. SME Importance in EU vs. US, Source: EC, SBA, AFME

From a practical perspective direct lending with a European focus is one of the most thought after assets classes
currently. Institutional investors are being offered low rewards in traditional long only bond and equity markets.
European direct lending offers diversification due to a set of different accounting standards across Europe as
compared to the US. The market has been growing 100-150% p.a. since the crisis according to research of Morgan
Stanley. Returns are generally uncorrelated to traditional long only bond and equity benchmarks and persist with
low volatility and close to double digits in the lower middle market and SME segment, which makes those
attractive for institutional investors. As the sector has not yet experienced a credit cycle enhanced due diligence
on investment and operational level is required from investors.

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.

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 is participating at the following ewvents in September

01/09 Fin Tech Meets Risk: A Match Made in Heaven? - PRMIA - London (info)
20/09 Liquid Alternatives - Investor Circle - Zurich (info)
26/09 Longevity Swaps and Life Settlements - CAIA — London (info)
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STONE MOUNTAIN CAPITAL

Stone Mountain Capital is an advisory boutique since 2012 and we are mandated from 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 debt, we structure funding vehicles and are mandated with 10+ managers across the sectors
real estate, infrastructure, renewable energy/cleantech and financial institutions/regulatory capital relief. As per
29th January 2016, Stone Mountain Capital is mandated on total alternative assets of US$ 44.7 billion. US$ 42.7
billion is mandated in hedge fund and fund of hedge fund AuM and US$ 2 billion in private assets (private
equity/private debt) and corporate finance.

Our Team Our Solutions Our Mandates Our Research Our News

Contact

We are able to source any specific alternative investment search and maintain relationships with dozens of best-
in-class hedge fund managers. We don't pass any costs on to our investors, since our compensation comes from
ourmandated hedge fund managers. Please contact us, should you require furtherinformation about ou rsolutions.

Connect with Stone Mountain Capital:
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Stone Mountain Capital LTD (FRN: 729609) is an Appointed Representative of LNG Capital LLP (FRN:
454402), which is authorised and regulated by the Financial Conduct Authority (‘FCA”). 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. pursuantto 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).

Copyright © 2016 Stone Mountain Capital LTD. All rights reserved.

Any business communication, sentby or on behalfof 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
perspective 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 perspective and any links are for the sole use of
the intended recipient(s). Our LTD accepts no liability for the content of this perspective, or for the consequences
of any actionstaken on the basis of the information provided, unless that information is subsequently confirmed
in writing. Any views or opinions presented in this perspectiveare solely those of the author and do
not necessarily represent those of the limited company. Any unauthorised review, use, disclosure or distribution
is prohibited. This message is subject to our terms at: www.stonemountain-capital.convdisclaimer.
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