SITLVER REEK
CAPITAL MANAGEMENT VIEWPO'NT

Middle Market Direct Lending:

Accretive diversification.....but only if structured appropriately
September 2013

With traditional fixed income returns negative year-to-date, investors understand that something
must be done. However, investing with a single manager who holds perhaps twenty loans that do
not trade is not the solution. Unfortunately, that is what some institutional investors are doing
when investing in middle market direct lending, an area that has seen significant recent in-flows.

The purpose of this paper is to outline why mid-market direct lending can provide accretive
diversification and be part of the answer, but only if structured appropriately. We also introduce
a more attractive solution: broader private credit.

Revisiting the Case for Middle Market Direct Lending

Investors have been talking about how low interest rates have been for years and how worried they are about what happens
when rates rise. However, most investors have not done anything and have been handsomely compensated for waiting.
Given the recent uptick in interest rates — roughly 100 basis points on the 10 year US Treasury from May to June and a steady
upward march since then' — investors have seen their traditional fixed income portfolios generate negative returns and are
recognizing that the time for waiting is likely over.

Although the following data are moving targets and will be immediately outdated at time of printing, the below graph puts
numbers around what investors conceptually already know: the significant negative asymmetry in the U.S. Treasury market.
If rates continue upward, investors could experience negative double digit returns. The prospects in traditional corporate
bond markets are directionally similar as credit spreads do not provide enough cushion to ameliorate losses from rises in
interest rates.

Some investors have been looking to leveraged loans as a solution to the rate asymmetry problem. Given that the coupon
payments on bank loans reset with moves in interest rates, leveraged loans help to address one of the key risks associated
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with fixed rate instruments. The seniority in the capital stack
has contributed to the historically low loss rates of the asset
class, which is another positive attribute that investors favor.
But the modest return potential — broadly syndicated loans

currently are returning approximately 5% on a loss-adjusted
yield to maturity basis — are causing investors to consider
less liquid options including middle market direct lending.

The case for mid-market direct lending is compelling: low
default rates™ high recovery rates", limited interest rate
sensitivity and significant upside potential relative to broadly
syndicated loans. And the investment thesis —i.e., the why
and why now — is fairly easy to articulate and understand
Middle
market companies (those with less than $75 million in

because it is a classic supply/demand argument.

EBITDA) are too small and therefore unable to access
traditional capital markets. Historically, these companies
have turned to specialty finance companies, regional banks,
business development companies, collateralized loan
obligations and special investment vehicle structures to
provide capital. Many of these entities did not survive the
2008 financial crisis or did survive in a significantly altered
state, and while capital has returned to the space it has not

done so in enough scale to meaningfully compress spreads.

Illustrative return statistics as of June 2013

Loss Adj.
Spread After Yield to
Spread (bps) Loss (bps) Maturity
High-Yield Bonds 480? 248¢ 3.8%¢
Leveraged Loans 494b 373¢ 5.1%¢
Direct Lending 700 — 1000+ 575-875+ 8% -11%*°

2Source: Merrill Lynch High Yield Master Il OAS (Government)

b Source: LCD Quarterly 2013 Q1

¢ Altman Kuehne Report: High yield default % is the arithmetic average of 1985
— 2010. Recovery % for leveraged loans and high-yield bonds from the same
report. Default % of Leveraged loans is the arithmetic average as per Silver
Creek analysis of S&P LCD data from 3/2000 to 3/2013. Direct lending statistics
are based on our understanding of our managers’ experience.

9 Loss adjusted yield to maturity for high yield bonds and leveraged loans include
Syr swaps of 1.33% as of 6/10/13

¢ Loss adjusted yield to maturity for direct lending includes 5yr swaps of 1.33%
as of 6/10/13 plus 2% of origination fees/Original Issue Discount amortized
over a 5yr loan term
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Prospective Returns on 10-year Treasury
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Source: Bloomberg; Silver Creek calculations; 10-year UST yield as of 8/27/13;
prospective UST returns represent capital gain or loss incurred on a 10-year UST
bond if yields jumped to yields jumped to levels consistent with the 25th, 50th,
75th and 100th percentile of their historical distribution, dating back to 1953.

As shown in the table below, directly originated mid-market
loans command a yield premium of 300 to 600 basis points
over broadly syndicated bank loans.

The spreads, while compelling, are not the sole reason
investors are attracted to mid-market lending and they do
not explain the seemingly counterintuitive lower default and
loss rates relative to the broadly syndicated market.
Contractual concessions in covenants are the second part of
the story. One of the key features that mid-market loan
originators are able to extract is contractual amortization
and/or excess cash sweeps that force deleveraging. Broadly
syndicated loans typically do not have this feature —i.e., they
do not structurally de-risk over time. Leveraged loans also,
on average, have more leverage (approximately 5-7X EBITDA
versus 3-5X EBITDA for mid-market loans) and lower hard
asset coverage. All of these features contribute to the lower
loss rates for middle market loans.  Finally, similar to
leveraged loans, mid-market direct loans are an income
strategy (i.e., the vast majority of total return is accrued
from interest), and there are fees that accrue to investors
(pre-payment penalties, covenant breach fees, warrants and

PIKs") that can add an additional 2 to 6% of incremental
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11% as outlined below. We would

highlight that the mid-market lending 100
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returns outlined below can be further %

enhanced through a modest degree of o

attractively-priced term financing.
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The case for mid-market direct lending
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appears compelling, but investors may
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ask themselves whether they are 0 T

getting paid enough to lock up their
capital. We share detailed thoughts on
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vehicle structure and implementation

below but believe the following graph ~ S°urce: S&P Capital i

provides an interesting perspective on that question. The
significant sell-off during the 2008 financial crisis and
subsequent sharp rebound clearly stand out and illustrate
that investors who could maintain a buy-and-hold approach
were well served versus monetizing the mark-to-market

volatility. It begs the question: do traditional bank loans

funds overstate their liquidity?

Implementation

Vehicle structure and manager selection in middle market
direct lending is critical. Unfortunately, many investors who
are new to the space appear to be utilizing a framework they
learned in the context of liquid credit, not recognizing that
origination-based strategies are fundamentally different
than trading-oriented approaches. A different set of
questions and a different level of analysis are required,
which are more resource intensive and specialized.

While all fixed income strategies are about “avoiding
mistakes” two of the key differences between liquid credit
and mid-market direct lending relate to concentration and
liquidity (or lack thereof). As investors know, traditional
bank loan and high yield managers often construct portfolios
with 1-2% positions and can trade out of positions if their
assessment of a credit or a view on relative value changes.
Mid-market lending portfolios are effectively the opposite —
generally consisting of 20 to 30 loans that are held to
maturity (or re-financed or otherwise retired). The level of
concentration and illiquidity in mid-market direct lending
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makes loss avoidance paramount and, in turn, requires a due
diligence process that emphasizes underwriting and loan
level analysis. Instead of exclusively evaluating the three Ps
-- people, process and price -- cash flow modeling and
sensitivity analysis must be conducted. At Silver Creek we
build iterative scenarios to see how impaired conditions
must become before the portfolio generates a return of
zero. In our analysis we account for a myriad of different
factors which may include different types of loans (sale
leaseback, revenue participation, contract monetization,
etc), the strength of contractual covenants, whether the
deals are “sponsor-backed,” comparisons amongst different
industries and comparisons amongst different underlying
leverage levels.

The difference in analysis does not stop with conducting loan
level analysis. Because direct lending managers are “asset
managers” in the operating sense of the term both
investment and operational resources are needed to
understand how the manager receives payments, services
its loans, monitors covenants and otherwise operates its
origination business. Legal expertise is also required to
understand the manager’s workout expertise in situations
where something goes wrong and a credit becomes
impaired. Again, unlike in liquid credit, mid-market direct
lending managers cannot trade out of problem credits.

The differences do not stop there. Performance-based
analysis is difficult to perform in the context of mid-market
lending, whereas liquid credit investors have a number of
evaluation methods to choose from. Similarly, the risk
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management framework that applies to liquid strategies
(namely, VaR) does not apply to mid-market lending. Trying
to do a comparison of Internal Rates of Return (IRRs), even
taking into account “vintage years,” is challenging since the
use of leverage at the fund level and other factors contribute
to wide dispersions in expected returns. Analyzing defaults
and losses is also of limited value as many of today’s direct
lending funds were launched post-crisis, in a market that has
been largely benign. With the overall default rate for the
industry near historic lows and dispersion between
managers tight, everybody looks good. But there are many
proverbial bodies in mid-market direct lending, and,
unfortunately, an investor new to the space may not know
where they are buried.

In hedge funds there are industry norms for terms and
liquidity, for instance, 2% management fee, 20% incentive
fee and quarterly liquidity with a 45-90 day notice period.
No such conventions exist in mid- market lending.
Investment periods range from two to five years with stated
final maturities ranging from five to eight years with optional
extensions, often at the general partner’s discretion. For
someone new to the asset class it is difficult to determine
what favorable terms are, much less negotiate or create
customized vehicles. At Silver Creek we have developed a
number of creative implementation solutions including:
seeding private lending structures and participating in the
equity upside when the vehicle listed as a publicly traded
business development company; investing directly in
specialty finance companies; and negotiating the ability to
terminate the investment period and effect immediate
harvest or to otherwise modify the investment period.
Someone new to mid-market direct lending likely would
have little choice than to invest in a standardized,
commingled fund and would probably have a difficult time
comparing the myriad of different types of structures that
are currently in the market.

Our comments to this point have been focused on manager
selection, but we understand that things can go wrong
regardless of thorough due diligence. If aninvestor allocates
to a single manager with twenty loans that do not trade and
one credit becomes impaired, what was supposed to be a
conservative investment can become a headache.

Unfortunately, there is not much the investor can do at that

point. But, when building a mid-market lending program,
this concentration risk can be mitigated and managed
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through a multi-manager portfolio that combines managers
with complementary approaches based on factors that may
include loan type, industry, geography, etc. All of which
sounds easy to do but portfolio construction, in our opinion,
is the “secret sauce” to appropriately structuring a middle
market direct lending program.

Broader Opportunity Set

While investors have been actively allocating to mid-market
direct lending we would be remiss if we did not introduce
the broader private credit opportunity set. As previously
mentioned, we view portfolio construction as the “secret
sauce” and believe that a diversified broader private credit
portfolio can provide returns in excess of those solely
offered by mid-market direct lending strategies with similar
liquidity. Said differently, for investors who are considering
a concentrated allocation to direct lending through a
structure with a 7 year final maturity, investors can build a
diversified portfolio of private credit with a similar weighted
average life, better downside protection and higher upside
potential.

Private credit is a broad opportunity set that includes non-
performing loans (NPLs), small balance commercial loans,
consumer insolvency settlements, mortgage servicing rights,
regulatory capital relief trades, aviation finance as well as
other strategies. While some opportunities are structural
(i.e., thereis always a need), others will be attractively priced
and available for purchase only at certain times. European
NPLs currently are one such area. One of our NPL managers
has invested over S1 billion of equity over the past 12
months, having been largely dormant in this geography for
multiple years. Given the low dollar price at time of
purchase, conservative return expectations, at the manager
level, are in excess of 20% net of fees. (The manager has
historically generated nearly a 40% gross IRR on NPL
purchases since the late 1990s). NPLs are only one of many
compelling opportunities that are currently available in the
broader private credit market, an area that has been largely
overlooked by institutional investors and other capital
providers. In turn, it remains one the most attractive areas
of the market — and one that offers a strong alternative to
traditional fixed income.

Concluding Thoughts

Investors understand that the time for waiting is over and
something must be done to address the significant negative
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asymmetry in their traditional fixed income portfolios. Some
have looked to mid- market direct lending as part of the
solution and for good reason: middle market loans offer low
default rates, high recovery rates, limited interest rate
sensitivity and significant upside potential to broadly
syndicated loans. Investors new to the space, however, are
failing to recognize the fundamental differences between
origination-based strategies and trading-oriented
approaches, and some may be investing with a single
manager who holds perhaps twenty loans that do not trade.

As outlined in this paper, mid-market direct lending

investments can be part of the answer to address the
problems faced by traditional fixed income portfolios, but
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only if structured appropriately. A multi-manager approach
that accounts for the nuances of origination strategies is
critical to successful implementation. Moreover, for
investors comfortable with the illiquidity of mid-market
direct lending, a diversified, multi-manager private credit
portfolio is an even better solution that we believe has the
ability to offer better risk-adjusted returns than just mid-
marketing lending investments with similar liquidity.

We welcome the opportunity to have discussions about how
we can help investors implement a solution focused on
middle market direct lending or private credit more broadly
or how we could otherwise be a resource.

Mary Bates is the Director of Credit Strategies at Silver Creek. Her responsibilities include underwriting and monitoring credit-focused

strategies and communicating Silver Creek’s strategies externally. Prior to joining Silver Creek, Ms. Bates spent over eleven years at Hewitt

EnnisKnupp (and the legacy EnnisKnupp & Associates) where she most recently served as a Senior Research Consultant on the Liquid

Alternatives team, focused on credit-related hedge funds. While at HEK, Ms. Bates worked with some of the largest institutional plan

sponsors in the industry on their hedge fund programs, advising on portfolio construction, manager selection and program design. She

also was a key team member of the manager selection phase of the Public-Private Investment Program (PPIP) of Troubled Asset Relief

Program (TARP). Prior to joining Hewitt EnnisKknupp, Ms. Bates began her career at Lehman Brothers in New York where she was an analyst

on the emerging market debt desk. Ms. Bates holds a B.S. in Business Administration with a concentration in finance from Indiana

University.

Mary Bates, Director
206. 774. 5980
mary@silvercreekcapital.com

CONTACT US

TOLL FREE: 1. 866.774.1122

EMAIL: investorreporting@silvercreekcapital.com
WEBSITE: www.silvercreekcapital.com

CONTACT:

Bob Ratliffe, Managing Director bob@silvercreekcapital.com
Brian Hanson, Director of Business Development bhanson@silvercreekcapital.com
Mary Bates, Director of Credit Strategies mary@silvercreekcapital.com

© 2013 Silver Creek. All rights reserved.

Contains forward looking statements. Please refer to important disclosures at the end of this document.

OFFICE:

Bryan Weeks, President and Chief Executive Officer bryan@silvercreekcapital.com

1301 Fifth Avenue, 40th Floor
Seattle, Washington 98101

T | 206. 774. 6000

F | 206. 774. 6010

206. 774. 6000
206. 774. 5996
206. 774. 6005
206. 774. 5980

PRIVATE & CONFIDENTIAL
Page | 5


mailto:mary@silvercreekcapital.com
mailto:investorreporting@silvercreekcapital.com
http://www.silvercreekcapital.com/
mailto:bryan@silvercreekcapital.com
mailto:bob@silvercreekcapital.com
mailto:bhanson@silvercreekcapital.com

SITVEK REEK

Important Disclosures

This document is for informational purposes only and does not constitute an offer or a solicitation of an offer to buy an interest in any fund (each,
a “Fund”) managed by Silver Creek Capital Management LLC and/or any affiliated management company thereof, including without limitation Silver
Creek Advisory Partners LLC (collectively, “Silver Creek”). Offers are made only pursuant to the Confidential Offering Memorandum and the
Subscription Documents of the Fund, which should be read in their entirety. Hedge fund investments may be speculative, highly leveraged, illiquid
and subject to a substantial risk of loss, and as a result are not suitable for many investors. Funds are intended only for sophisticated investors who
are able to assume the risks inherent in investment vehicles of this type and who meet the Funds’ eligibility requirements. No assurance can be given
that any of the Funds will achieve their investment objective or any particular level of returns. An investor may lose money by investing in any of
the Funds. Past results of Funds are not necessarily indicative of future performance, and performance may be volatile.

All figures are unaudited estimates and are based on information from third-party sources that may be inaccurate or incomplete. Silver Creek does not
necessarily have access to information from third-party managers to ensure the accuracy of the information presented, and any information received
from third-party managers may be inaccurate or incomplete. Certain information presented is of a high-level, summary, condensed and aggregated
nature, and is inherently limited, incomplete, and required the application of simplifications, generalizations and assumptions to produce. Individual
reviews may vary due to Silver Creek’s assessment of the risks and other factors associated with the underlying manager. Silver Creek expressly disclaims
any representation or warranty as to the accuracy, completeness, availability or timeliness of the information presented. The information provided does
not necessarily reflect the most up to date or current information available.

Any statements herein that are not based on historical fact, including without limitation, internal rate of return targets, return targets, future
distributions and expected maturity dates, are forward-looking statements. The words “target”, "project”, “plan”, "forecast", "anticipate", "estimate",

"intend", "expect", "should", "believe" and similar expressions also identify forward-looking statements. Forward looking statements present Silver

Creek's expectations, beliefs, plans and objectives regarding future financial performance, and assumptions or judgments concerning such
performance. Although such statements are based on Silver Creek’s current estimates and expectations, and known and/or currently available financial
and economic data, forward-looking statements are inherently uncertain. There are a variety of factors that could cause business conditions and
performance to differ materially and adversely from what is contained in our forward-looking statements. Silver Creek disclaims any obligation to
update forward-looking statements. For a description of some of the factors that could cause actual results to differ from our forward-looking
statements please refer to the “Risk Factors” in the fund’s Confidential Offering Memorandum.

Silver Creek Capital Management LLC (“Silver Creek US”) was organized in 1999 as the successor entity to offer other fund of fund products in addition to
the original fund established by the founders of Silver Creek US in 1994. Silver Creek Capital UK LLP (“Silver Creek UK”) (Registrar of Companies for England
and Wales Number: 0C337686) is a limited liability partnership registered in England with the registered office address of: 4t" Floor, Reading Bridge House,
George Street, Reading, Berkshire, RG1 8LS. Silver Creek UK is authorized and regulated by the Financial Conduct Authority of the United Kingdom (FRN
486092). Silver Creek UK is a wholly owned subsidiary of Silver Creek.

By accepting receipt of this document, you hereby agree and acknowledge that the information contained herein (the “Confidential Information”) is
strictly confidential and may not be reproduced or distributed in any manner. You agree to not disclose any Confidential Information to third parties,
except as provided below. You may only disclose Confidential Information upon a good faith determination that such disclosure is required by judicial
or other governmental order or as otherwise required by law, provided that you have given reasonable notice to and shall consult with counsel of
Silver Creek prior to such disclosure and you shall comply with any applicable protective order or equivalent. You may disclose Confidential
Information to your employees or legal and financial advisors on a need-to-know basis.

' This represents the low (1.66% on May 1, 2013) to high (2.60% on June 25, 2013) change in the 10 year U.S. Treasury between May and June 2013. Source: U.S. Treasury.

iSource: LCD Quarterly 2013 Q1.

iiSource: Bloomberg; Silver Creek calculations; 10-year UST yield as of 8/27/13; prospective UST returns represent capital gain or loss incurred on a 10-year UST bond if
yields jumped to yields jumped to levels consistent with the 25th, 50th, 75th and 100th percentile of their historical distribution, dating back to 1953.

VThe recovery rate for loans less than $200 million over the past 20 years was 86.1% versus 81.0% for loans greater than $200 million. Source: Credit Pro

YPayment In Kind (PIKs) do no pay interest in cash, rather the coupon payment is deferred as new bonds are issued to pay the interest payments.

YI'These represent Silver Creek estimates.
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