
Solar Capital Ltd.
Form 10-K
March 01, 2011
Table of Contents

UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549
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OR
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COMMISSION FILE NUMBER: 814-00754
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Maryland 26-1381340
(State of Incorporation) (I.R.S. Employer

Identification Number)

500 Park Avenue

New York, N.Y. 10022
(Address of principal executive offices) (Zip Code)

Registrant�s telephone number, including area code: (212) 993-1670

Securities registered pursuant to Section 12(b) of the Act:

Title of Each Class Name of Each Exchange on Which Registered
Common Stock, par value

$0.01 per share

The NASDAQ Global Select Market

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.    Yes  ¨    No  x

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act.    Yes  ¨    No  x

Indicate by check mark whether the Registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the Registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.    Yes  x    No  ¨

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T during the preceding 12 months (or for such shorter period that
the registrant was required to submit and post such files).    Yes  ¨    No  ¨

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of Registrant�s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form
10-K or any amendment to this Form 10-K.    x

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of �large accelerated filer,� �accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act.

Large accelerated filer ¨ Accelerated filer ¨

Non-accelerated filer x Smaller Reporting Company ¨
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act)    Yes  ¨    No  x

The aggregate market value of common stock held by non-affiliates of the Registrant on June 30, 2010 based on the closing price on that date of
$19.26 on the NASDAQ Global Select Market was approximately $597.6 million. For the purposes of calculating this amount only, all directors
and executive officers of the Registrant have been treated as affiliates. There were 36,383,158 shares of the Registrant�s common stock
outstanding as of February 28, 2011.
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Portions of the registrant�s Proxy Statement for its 2011 Annual Meeting of Stockholders to be filed not later than 120 days after the end of the
fiscal year covered by this Annual Report on Form 10-K are incorporated by reference into Part III of this Form 10-K.
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PART I

Item 1. Business
Solar Capital Ltd. (�Solar�, the �Company� or �we�), a Maryland corporation formed in November 2007, is a closed-end, externally managed,
non-diversified management investment company that has elected to be treated as a business development company (�BDC�) under the Investment
Company Act of 1940, as amended (the �1940 Act�). In addition, for tax purposes we intend to elect to be treated as a regulated investment
company (�RIC�) under Subchapter M of the Internal Revenue Code of 1986, as amended (the �Code�).

On February 9, 2010, we priced our initial public offering, selling 5.68 million shares. Concurrent with our initial public offering, Michael S.
Gross, our chairman and chief executive officer, and Bruce Spohler, our chief operating officer, collectively purchased an additional 0.6 million
shares through a private placement transaction exempt from registration under the Securities Act of 1933, as amended, or the Securities Act (the
�Concurrent Private Placement�). Solar Capital Ltd. issued an aggregate of approximately 26.65 million shares of common stock and $125 million
in senior unsecured notes (the �Senior Unsecured Notes�) to the existing Solar Capital LLC unit holders in connection with the merger of Solar
Capital LLC with and into Solar Capital Ltd., leaving Solar Capital Ltd. as the surviving entity (the �Solar Capital Merger�), in connection with
our initial public offering. Solar Capital Ltd. had no assets or operations prior to completion of the Solar Capital Merger and as a result, the
books and records of Solar Capital LLC have become the books and records of the surviving entity.

Our investment objective is to generate both current income and capital appreciation through debt and equity investments. We invest primarily
in leveraged middle market companies in the form of senior secured loans, mezzanine loans and equity securities. From time to time, we may
also invest in public companies that are thinly traded. Our business model is focused primarily on the direct origination of investments through
portfolio companies or their financial sponsors. Our investments generally range between $20 million and $100 million each, although we
expect that this investment size will vary proportionately with the size of our capital base. We are managed by Solar Capital Partners, LLC
(�Solar Capital Partners�). Solar Capital Management, LLC (�Solar Capital Management�) provides the administrative services necessary for us to
operate. In addition, we may invest a portion of our portfolio in other types of investments, which we refer to as opportunistic investments,
which are not our primary focus but are intended to enhance our overall returns. These investments may include, but are not limited to, direct
investments in public companies that are not thinly traded and securities of leveraged companies located in select countries outside of the United
States.

As of December 31, 2010, our long term investments totaled $976.2 million and our net asset value was $827.0 million. Our portfolio was
comprised of debt and equity investments in 36 portfolio companies and our income producing assets, which represented 91.2% of our total
portfolio, had a weighted average annualized yield on a fair value basis of approximately 14.3%.

During the year ended December 31, 2010, we originated approximately $272.3 million of new investments in nine portfolio companies and
approximately $68.2 million was invested in 3 existing portfolio companies. For the year ended December 31, 2010, we had approximately
$298.5 million in debt repayments in existing portfolio companies and sales of securities in seven portfolio companies for approximately
$33.1 million.

Solar Capital Partners

Solar Capital Partners, our investment advisor, is controlled by Michael S. Gross, our chairman and chief executive officer, and is led by
Mr. Gross and Bruce Spohler, our chief operating officer. They are supported by a team of dedicated investment professionals, including senior
team members Brian Gerson, Cedric Henley and David Mait. We refer to Messrs. Gross, Spohler, Gerson, Henley and Mait as Solar Capital
Partners� senior investment professionals. Solar Capital Partners� investment team has extensive experience in the private equity and leveraged
lending industries, as well as significant contacts with financial sponsors operating in those industries. The investment team led by
Messrs. Gross and Spohler has invested in 62 different portfolio
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companies for Solar Capital, which investments involved an aggregate of more than 50 different financial sponsors, through December 31, 2010.
Since Solar Capital�s inception, these investment professionals have used their relationships in the middle-market financial sponsor and financial
intermediary community to generate deal flow. As of February 28, 2011, Mr. Gross and Mr. Spohler beneficially owned, either directly or
indirectly, approximately 5.74% and 5.65%, respectively, of our outstanding common stock.

Solar Capital Management

Pursuant to an administration agreement (the �Administration Agreement�), Solar Capital Management furnishes us with office facilities,
equipment and clerical, bookkeeping and record keeping services at such facilities. Under the Administration Agreement, Solar Capital
Management also performs, or oversees the performance of, our required administrative services, which include, among other things, being
responsible for the financial records which we are required to maintain and preparing reports to our stockholders. In addition, Solar Capital
Management assists us in determining and publishing our net asset value, oversees the preparation and filing of our tax returns and the printing
and dissemination of reports to our stockholders, and generally oversees the payment of our expenses and the performance of administrative and
professional services rendered to us by others. Solar Capital Management will also provide on our behalf managerial assistance to those portfolio
companies that request such assistance.

Operating and Regulatory Structure

A BDC is regulated by the 1940 Act. A BDC must be organized in the United States for the purpose of investing in or lending to primarily
private companies and making significant managerial assistance available to them. A BDC may use capital provided by public stockholders and
from other sources to make long-term, private investments in businesses. A BDC provides stockholders the ability to retain the liquidity of a
publicly traded stock while sharing in the possible benefits, if any, of investing in primarily privately owned companies.

We may not change the nature of our business so as to cease to be, or withdraw our election as, a BDC unless authorized by vote of a majority of
the outstanding voting securities, as required by the 1940 Act. A majority of the outstanding voting securities of a company is defined under the
1940 Act as the lesser of: (a) 67% or more of such company�s voting securities present at a meeting if more than 50% of the outstanding voting
securities of such company are present or represented by proxy, or (b) more than 50% of the outstanding voting securities of such company. We
do not anticipate any substantial change in the nature of our business.

As with other companies regulated by the 1940 Act, a BDC must adhere to certain substantive regulatory requirements. A majority of our
directors must be persons who are not interested persons, as that term is defined in the 1940 Act. Additionally, we are required to provide and
maintain a bond issued by a reputable fidelity insurance company to protect the BDC. Furthermore, as a BDC, we are prohibited from protecting
any director or officer against any liability to us or our stockholders arising from willful misfeasance, bad faith, gross negligence or reckless
disregard of the duties involved in the conduct of such person�s office.

As a BDC, we are required to meet a coverage ratio of the value of total assets to total senior securities, which include all of our borrowings and
any preferred stock we may issue in the future, of at least 200%. We may also be prohibited under the 1940 Act from knowingly participating in
certain transactions with our affiliates without the prior approval of our directors who are not interested persons and, in some cases, prior
approval by the Securities and Exchange Commission (�SEC�).

We are generally not able to issue and sell our common stock at a price below net asset value per share. We may, however, sell our common
stock, or warrants, options or rights to acquire our common stock, at a price below the then-current net asset value of our common stock if our
board of directors determines that such sale is in our best interests and the best interests of our stockholders, and our stockholders approve such
sale. In addition, we may generally issue new shares of our common stock at a price below net asset value in rights offerings to existing
stockholders, in payment of dividends and in certain other limited circumstances.
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As a BDC, we are generally limited in our ability to invest in any portfolio company in which our investment adviser or any of its affiliates
currently have an investment or to make any co-investments with our investment adviser or its affiliates without an exemptive order from the
SEC, subject to certain exceptions.

We will be periodically examined by the SEC for compliance with the 1940 Act.

Qualifying Assets

Under the 1940 Act, a BDC may not acquire any asset other than assets of the type listed in Section 55(a) of the 1940 Act, which are referred to
as qualifying assets, unless, at the time the acquisition is made, qualifying assets represent at least 70% of the BDC�s total assets. The principal
categories of qualifying assets relevant to our proposed business are the following:

(1) Securities purchased in transactions not involving any public offering from the issuer of such securities, which issuer (subject to
certain limited exceptions) is an eligible portfolio company, or from any person who is, or has been during the preceding 13 months,
an affiliated person of an eligible portfolio company, or from any other person, subject to such rules as may be prescribed by the
SEC. An eligible portfolio company is defined in the 1940 Act as any issuer which:

(a) is organized under the laws of, and has its principal place of business in, the United States;

(b) is not an investment company (other than a small business investment company wholly owned by the BDC) or a company that would be an
investment company but for certain exclusions under the 1940 Act; and

(c) satisfies any of the following:

i. does not have any class of securities that is traded on a national securities exchange;

ii. has a class of securities listed on a national securities exchange, but has an aggregate market value of outstanding voting and non-voting
common equity of less than $250 million;

iii. is controlled by a BDC or a group of companies including a BDC and the BDC has an affiliated person who is a director of the eligible
portfolio company; or

iv. is a small and solvent company having total assets of not more than $4.0 million and capital and surplus of not less than $2.0 million.

(2) Securities of any eligible portfolio company which we control.

(3) Securities purchased in a private transaction from a U.S. issuer that is not an investment company or from an affiliated person of the
issuer, or in transactions incident thereto, if the issuer is in bankruptcy and subject to reorganization or if the issuer, immediately
prior to the purchase of its securities, was unable to meet its obligations as they came due without material assistance other than
conventional lending or financing arrangements.

(4) Securities of an eligible portfolio company purchased from any person in a private transaction if there is no ready market for such
securities and we already own 60% of the outstanding equity of the eligible portfolio company.

(5) Securities received in exchange for or distributed on or with respect to securities described in (1) through (4) above, or pursuant to
the exercise of warrants or rights relating to such securities.
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(6) Cash, cash equivalents, U.S. government securities or high-quality debt securities maturing in one year or less from the time of
investment.

Managerial Assistance to Portfolio Companies

As a BDC, we offer, and must provide upon request, managerial assistance to our portfolio companies. This assistance could involve, among
other things, monitoring the operations of our portfolio companies, participating in board and management meetings, consulting with and
advising officers of portfolio companies and providing
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other organizational and financial guidance. We may also receive fees for these services. Solar Capital Management will provide such
managerial assistance on our behalf to portfolio companies that request this assistance.

Temporary Investments

Pending investment in other types of �qualifying assets,� as described above, our investments may consist of cash, cash equivalents, U.S.
government securities or high-quality investment grade debt securities maturing in one year or less from the time of investment, which we refer
to, collectively, as temporary investments, so that 70% of our assets are qualifying assets. Typically, we will invest in U.S. Treasury bills or in
repurchase agreements, provided that such agreements are fully collateralized by cash or securities issued by the U.S. government or its
agencies. A repurchase agreement involves the purchase by an investor, such as us, of a specified security and the simultaneous agreement by
the seller to repurchase it at an agreed-upon future date and at a price which is greater than the purchase price by an amount that reflects an
agreed-upon interest rate. There is no percentage restriction on the proportion of our assets that may be invested in such repurchase agreements.
However, if more than 25% of our total assets constitute repurchase agreements from a single counterparty, we would not meet the
diversification tests in order to qualify as a RIC for federal income tax purposes. Thus, we do not intend to enter into repurchase agreements with
a single counterparty in excess of this limit. Our investment adviser will monitor the creditworthiness of the counterparties with which we enter
into repurchase agreement transactions.

Senior Securities

We are permitted, under specified conditions, to issue multiple classes of indebtedness and one class of stock senior to our common stock if our
asset coverage, as defined in the 1940 Act, is at least equal to 200% immediately after each such issuance. In addition, while any senior
securities remain outstanding, we must make provisions to prohibit any distribution to our stockholders or the repurchase of such securities or
shares unless we meet the applicable asset coverage ratios at the time of the distribution or repurchase. We may also borrow amounts up to 5%
of the value of our total assets for temporary or emergency purposes without regard to asset coverage. We may borrow money, which would
magnify the potential for gain or loss on amounts invested and may increase the risk of investing in us.

Code of Ethics

We and Solar Capital Partners have each adopted a code of ethics pursuant to Rule 17j-1 under the 1940 Act and Rule 204A-1 under the
Investment Advisors Act of 1940 (the �Advisers Act�), respectively, that establishes procedures for personal investments and restricts certain
transactions by our personnel. Our codes of ethics generally do not permit investments by our employees in securities that may be purchased or
held by us. You may read and copy these codes of ethics at the SEC�s Public Reference Room in Washington, D.C. You may obtain information
on the operation of the Public Reference Room by calling the SEC at (202) 551-8090. In addition, each code of ethics is available on the
EDGAR Database on the SEC�s Internet site at http://www.sec.gov. You may also obtain copies of the codes of ethics, after paying a duplicating
fee, by electronic request at the following Email address: publicinfo@sec.gov, or by writing the SEC�s Public Reference Section, 100 F Street,
N.E., Washington, D.C. 20549.

Compliance Policies and Procedures

We and our investment adviser have adopted and implemented written policies and procedures reasonably designed to detect and prevent
violation of the federal securities laws and are required to review these compliance policies and procedures annually for their adequacy and the
effectiveness of their implementation and designate a chief compliance officer to be responsible for administering the policies and procedures.
Guy Talarico currently serves as our chief compliance officer.
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Proxy Voting Policies and Procedures

We have delegated our proxy voting responsibility to our investment adviser. The Proxy Voting Policies and Procedures of the Adviser are set
forth below. The guidelines are reviewed periodically by the Adviser and our non-interested directors, and, accordingly, are subject to change.

As an investment adviser registered under the Investment Advisers Act of 1940, our investment adviser has a fiduciary duty to act solely in the
best interests of our clients. As part of this duty, it recognizes that it must vote client securities in a timely manner free of conflicts of interest and
in the best interests of our clients.

These policies and procedures for voting proxies for our investment advisory clients are intended to comply with Section 206 of, and Rule
206(4)-6 under, the Advisers Act.

Our investment adviser votes proxies relating to our portfolio securities in the best interest of our stockholders. We review on a case-by-case
basis each proposal submitted to a stockholder vote to determine its impact on the portfolio securities held by our clients. Although it generally
votes against proposals that may have a negative impact on our clients� portfolio securities, it may vote for such a proposal if there exists
compelling long-term reasons to do so.

The proxy voting decisions of our investment adviser are made by the senior officers who are responsible for monitoring each of our clients�
investments. To ensure that our vote is not the product of a conflict of interest, it will require that: (i) anyone involved in the decision making
process disclose to our managing member any potential conflict that he or she is aware of and any contact that he or she has had with any
interested party regarding a proxy vote; and (ii) employees involved in the decision making process or vote administration are prohibited from
revealing how we intend to vote on a proposal in order to reduce any attempted influence from interested parties.

You may obtain information about how we voted proxies by making a written request for proxy voting information to: Solar Capital Partners
LLC, 500 Park Avenue, New York, NY 10022.

Privacy Principles

We are committed to maintaining the privacy of our stockholders and to safeguarding their non-public personal information. The following
information is provided to help you understand what personal information we collect, how we protect that information and why, in certain cases,
we may share information with select other parties.

Generally, we do not receive any non-public personal information relating to our stockholders, although certain non-public personal information
of our stockholders may become available to us. We do not disclose any non-public personal information about our stockholders or former
stockholders to anyone, except as permitted by law or as is necessary in order to service stockholder accounts (for example, to a transfer agent or
third party administrator).

We restrict access to non-public personal information about our stockholders to employees of our investment adviser and its affiliates with a
legitimate business need for the information. We maintain physical, electronic and procedural safeguards designed to protect the non-public
personal information of our stockholders.

Taxation as a Regulated Investment Company

As a BDC, we intend to elect to be treated, and intend to qualify annually thereafter, as a RIC under Subchapter M of the Code, beginning with
our 2010 taxable year. As a RIC, we generally will not have to pay corporate-level federal income taxes on any ordinary income or capital gains
that we distribute to our stockholders as dividends. To continue to qualify as a RIC, we must, among other things, meet certain
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source-of-income and asset diversification requirements (as described below). In addition, to qualify for RIC tax treatment we must distribute to
our stockholders, for each taxable year, at least 90% of our �investment company taxable income,� which is generally our ordinary income plus the
excess of our realized net short-term capital gains over our realized net long-term capital losses (the �Annual Distribution Requirement�).

If we:

� qualify as a RIC; and

� satisfy the Annual Distribution Requirement;
then we will not be subject to federal income tax on the portion of our investment company taxable income and net capital gain (i.e., realized net
long-term capital gains in excess of realized net short-term capital losses) we distribute to stockholders. We will be subject to U.S. federal
income tax at the regular corporate rates on any income or capital gain not distributed (or deemed distributed) to our stockholders.

We will be subject to a 4% nondeductible federal excise tax on certain undistributed income unless we distribute in a timely manner an amount
at least equal to the sum of (1) 98% of our ordinary income for each calendar year, (2) 98.2% of our capital gain net income for the one-year
period ending October 31 in that calendar year and (3) any income realized, but not distributed, and on which we paid no federal income tax, in
preceding years (the �Excise Tax Avoidance Requirement�). We currently intend to make sufficient distributions each taxable year to satisfy the
Excise Tax Avoidance Requirement.

In order to qualify as a RIC for federal income tax purposes, we must, among other things:

� at all times during each taxable year, have in effect an election to be treated as a BDC under the 1940 Act;

� derive in each taxable year at least 90% of our gross income from (a) dividends, interest, payments with respect to certain securities
loans, gains from the sale of stock or other securities or currencies, or other income derived with respect to our business of investing
in such stock, securities or currencies and (b) net income derived from an interest in a �qualified publicly traded partnership;� and

� diversify our holdings so that at the end of each quarter of the taxable year:

� at least 50% of the value of our assets consists of cash, cash equivalents, U.S. government securities, securities of other RICs,
and other securities if such other securities of any one issuer do not represent more than 5% of the value of our assets or more
than 10% of the outstanding voting securities of the issuer; and

� no more than 25% of the value of our assets is invested in (i) the securities, other than U.S. government securities or securities
of other RICs, of one issuer, (ii) the securities of two or more issuers that are controlled, as determined under applicable tax
rules, by us and that are engaged in the same or similar or related trades or businesses or (iii) the securities of one or more
�qualified publicly traded partnerships.�

We may be required to recognize taxable income in circumstances in which we do not receive cash. For example, if we hold debt obligations
that are treated under applicable tax rules as having original issue discount (such as debt instruments with payment-in-kind (�PIK�) interest or, in
certain cases, increasing interest rates or debt instruments issued with warrants), we must include in income each year a portion of the original
issue discount that accrues over the life of the obligation, regardless of whether cash representing such income is received by us in the same
taxable year. Because any original issue discount accrued will be included in our investment company taxable income for the year of accrual, we
may be required to make a distribution to our stockholders in order to satisfy the Annual Distribution Requirement, even though we will not
have received any corresponding cash amount.
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Because we may use debt financing, we will be subject to certain asset coverage ratio requirements under the 1940 Act and financial covenants
under loan and credit agreements that could, under certain circumstances, restrict us from making distributions necessary to satisfy the Annual
Distribution Requirement. If we are unable to obtain cash from other sources or are otherwise limited in our ability to make distributions, we
could fail to qualify for RIC tax treatment and thus become subject to corporate-level income tax.

Certain of our investment practices may be subject to special and complex U.S. federal income tax provisions that may, among other things:
(i) disallow, suspend or otherwise limit the allowance of certain losses or deductions; (ii) convert lower taxed long-term capital gain into higher
taxed short-term capital gain or ordinary income; (iii) convert an ordinary loss or a deduction into a capital loss (the deductibility of which is
more limited); (iv) cause us to recognize income or gain without a corresponding receipt of cash; (v) adversely affect the time as to when a
purchase or sale of securities is deemed to occur; (vi) adversely alter the characterization of certain complex financial transactions; and
(vii) produce income that will not be qualifying income for purposes of the 90% gross income test described above. We will monitor our
transactions and may make certain tax elections in order to mitigate the potential adverse effect of these provisions.

Gain or loss realized by us from the sale or exchange of warrants acquired by us as well as any loss attributable to the lapse of such warrants
generally will be treated as capital gain or loss. The treatment of such gain or loss as long-term or short-term will depend on how long we held a
particular warrant. Upon the exercise of a warrant acquired by us, our tax basis in the stock purchased under the warrant will equal the sum of
the amount paid for the warrant plus the strike price paid on the exercise of the warrant. Except as set forth in �Failure to Qualify as a Regulated
Investment Company,� the remainder of this discussion assumes we will qualify as a RIC for each taxable year.

Failure to Qualify as a Regulated Investment Company

If we were unable to qualify for treatment as a RIC, we would be subject to tax on all of our taxable income at regular corporate rates. We would
not be able to deduct distributions to stockholders, nor would they be required to be made. Such distributions would be taxable to our
stockholders as dividends and, if made in a taxable year beginning on or before December 31, 2012 and provided certain holding period and
other requirements were met, could qualify for treatment as �qualified dividend income� in the hands of non-corporate stockholders (and thus
eligible for the 15% maximum rate) to the extent of our current and accumulated earnings and profits. Subject to certain limitations under the
Code, corporate distributees would be eligible for the dividends received deduction. Distributions in excess of our current and accumulated
earnings and profits would be treated first as a return of capital to the extent of the stockholder�s tax basis, and any remaining distributions would
be treated as a capital gain. To requalify as a RIC in a subsequent taxable year, we would be required to satisfy the RIC qualification
requirements for that year and dispose of any earnings and profits from any year in which we failed to qualify as a RIC. Subject to a limited
exception applicable to RICs that qualified as such under Subchapter M of the Code for at least one year prior to disqualification and that
requalify as a RIC no later than the second year following the non-qualifying year, we could be subject to tax on any unrealized net built-in gains
in the assets held by us during the period in which we failed to qualify as a RIC that are recognized within the subsequent 10 years, unless we
made a special election to pay corporate-level tax on such built-in gain at the time of our requalification as a RIC.

Investment Advisory Fees

Pursuant to an investment advisory and management agreement (the �Investment Advisory and Management Agreement�), we have agreed to pay
Solar Capital Partners a fee for investment advisory and management services consisting of two components�a base management fee and an
incentive fee. The base management fee is calculated at an annual rate of 2.00% of our gross assets. For services rendered under the Investment
Advisory and Management Agreement, the base management fee is payable quarterly in arrears. The base management fee is calculated based
on the average value of our gross assets at the end of the two most
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recently completed calendar quarters, and appropriately adjusted for any share issuances or repurchases during the current calendar quarter. Base
management fees for any partial month or quarter will be appropriately pro-rated.

The incentive fee has two parts, as follows: one is calculated and payable quarterly in arrears based on our pre-incentive fee net investment
income for the immediately preceding calendar quarter. For this purpose, pre-incentive fee net investment income means interest income,
dividend income and any other income (including any other fees (other than fees for providing managerial assistance), such as commitment,
origination, structuring, diligence and consulting fees or other fees that we receive from portfolio companies) accrued during the calendar
quarter, minus our operating expenses for the quarter (including the base management fee, expenses payable under the Administration
Agreement to Solar Capital Management, and any interest expense and dividends paid on any issued and outstanding preferred stock, but
excluding the incentive fee). Pre-incentive fee net investment income includes, in the case of investments with a deferred interest feature (such
as original issue discount, debt instruments with pay in kind interest and zero coupon securities), accrued income that we have not yet received
in cash. Pre-incentive fee net investment income does not include any realized capital gains, computed net of all realized capital losses or
unrealized capital appreciation or depreciation. Pre-incentive fee net investment income, expressed as a rate of return on the value of our net
assets at the end of the immediately preceding calendar quarter, is compared to a hurdle of 1.75% per quarter (7.00% annualized). Our net
investment income used to calculate this part of the incentive fee is also included in the amount of our gross assets used to calculate the 2.00%
base management fee. We pay Solar Capital Partners an incentive fee with respect to our pre-incentive fee net investment income in each
calendar quarter as follows:

� no incentive fee in any calendar quarter in which our pre-incentive fee net investment income does not exceed the hurdle of 1.75%;

� 100% of our pre-incentive fee net investment income with respect to that portion of such pre-incentive fee net investment income, if
any, that exceeds the hurdle but is less than 2.1875% in any calendar quarter (8.75% annualized). We refer to this portion of our
pre-incentive fee net investment income (which exceeds the hurdle but is less than 2.1875%) as the �catch-up.� The �catch-up� is meant
to provide our investment adviser with 20% of our pre-incentive fee net investment income as if a hurdle did not apply if this net
investment income exceeds 2.1875% in any calendar quarter; and

� 20% of the amount of our pre-incentive fee net investment income, if any, that exceeds 2.1875% in any calendar quarter (8.75%
annualized) is payable to Solar Capital Partners (once the hurdle is reached and the catch-up is achieved, 20% of all pre-incentive fee
investment income thereafter is allocated to Solar Capital Partners).
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The following is a graphical representation of the calculation of the income-related portion of the incentive fee:

Quarterly Incentive Fee Based on Net Investment Income

Pre-Incentive Fee Net Investment Income

(Expressed as a Percentage of the Value of Net Assets)

Percentage of Pre-Incentive Fee Net Investment Income

Allocated to Solar Capital Partners

These calculations are appropriately pro-rated for any period of less than three months and adjusted for any share issuances or repurchases
during the relevant quarter. You should be aware that a rise in the general level of interest rates can be expected to lead to higher interest rates
applicable to our debt investments. Accordingly, an increase in interest rates would make it easier for us to meet or exceed the incentive fee
hurdle rate and may result in a substantial increase of the amount of incentive fees payable to our investment adviser with respect to
pre-incentive fee net investment income.

The second part of the incentive fee is determined and payable in arrears as of the end of each calendar year (or upon termination of the
Investment Advisory and Management Agreement, as of the termination date), and will equal 20% of our realized capital gains, if any, on a
cumulative basis from inception through the end of each calendar year, computed net of all realized capital losses and unrealized capital
depreciation on a cumulative basis, less the aggregate amount of any previously paid capital gain incentive fees with respect to each of the
investments in our portfolio.

Examples of Quarterly Incentive Fee Calculation

Example 1: Income Related Portion of Incentive Fee (*):

Alternative 1:

Assumptions

Investment income (including interest, dividends, fees, etc.) = 1.25%

Hurdle rate (1) = 1.75%

Management fee (2) = 0.50%

Other expenses (legal, accounting, custodian, transfer agent, etc.) (3) = 0.20%

Pre-incentive fee net investment income

(investment income � (management fee + other expenses)) = 0.55%

Pre-incentive net investment income does not exceed hurdle rate, therefore there is no incentive fee.
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Alternative 2:

Assumptions

Investment income (including interest, dividends, fees, etc.) = 2.70%

Hurdle rate (1) = 1.75%

Management fee (2) = 0.50%

Other expenses (legal, accounting, custodian, transfer agent, etc.) (3) = 0.20%

Pre-incentive fee net investment income

(investment income � (management fee + other expenses)) = 2.00%

Incentive fee = 100% × pre-incentive fee net investment income, subject to the �catch-up� (4)

= 100% × (2.00% � 1.75%)

= 0.25%

Alternative 3:

Assumptions

Investment income (including interest, dividends, fees, etc.) = 3.00%

Hurdle rate (1) = 1.75%

Management fee (2) = 0.50%

Other expenses (legal, accounting, custodian, transfer agent, etc.) (3) = 0.20%

Pre-incentive fee net investment income

(investment income � (management fee + other expenses)) = 2.30%

Incentive fee = 20% × pre-incentive fee net investment income, subject to �catch-up� (4)

Incentive fee = 100% × �catch-up� + (20% × (pre-incentive fee net investment income � 2.1875%))

Catch-up = 2.1875% � 1.75%

= 0.4375%

Incentive fee = (100% × 0.4375%) + (20% × (2.3% � 2.1875%))

= 0.4375% + (20% × 0.1125%)

= 0.4375% + 0.0225%

= 0.46%
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(*) The hypothetical amount of pre-incentive fee net investment income shown is based on a percentage of total net assets.
(1) Represents 7% annualized hurdle rate.
(2) Represents 2% annualized management fee.
(3) Excludes organizational and offering expenses.
(4) The �catch-up� provision is intended to provide our investment adviser with an incentive fee of 20% on all of our pre-incentive fee net

investment income as if a hurdle rate did not apply when our net investment income exceeds 2.1875% in any calendar quarter.
Example 2: Capital Gains Portion of Incentive Fee:

Alternative 1:

Assumptions

� Year 1: $20 million investment made in Company A (�Investment A�), and $30 million investment made in Company B (�Investment
B�)

� Year 2: Investment A sold for $50 million and fair market value (�FMV�) of Investment B determined to be $32 million

� Year 3: FMV of Investment B determined to be $25 million

� Year 4: Investment B sold for $31 million
The capital gains portion of the incentive fee would be:

� Year 1: None

� Year 2: Capital gains incentive fee of $6 million ($30 million realized capital gains on sale of Investment A multiplied by 20%)

� Year 3: None
$5 million (20% multiplied by ($30 million cumulative capital gains less $5 million cumulative capital depreciation)) less $6 million (previous
capital gains fee paid in Year 2)

� Year 4: Capital gains incentive fee of $200,000
$6.2 million ($31 million cumulative realized capital gains multiplied by 20%) less $6 million (capital gains fee taken in Year 2)

Alternative 2:

Assumptions
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� Year 1: $20 million investment made in Company A (�Investment A�), $30 million investment made in Company B (�Investment B�)
and $25 million investment made in Company C (�Investment C�)

� Year 2: Investment A sold for $50 million, FMV of Investment B determined to be $25 million and FMV of Investment C
determined to be $25 million

� Year 3: FMV of Investment B determined to be $27 million and Investment C sold for $30 million

� Year 4: FMV of Investment B determined to be $35 million

� Year 5: Investment B sold for $20 million
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The capital gains incentive fee, if any, would be:

� Year 1: None

� Year 2: $5 million capital gains incentive fee
20% multiplied by $25 million ($30 million realized capital gains on Investment A less unrealized capital depreciation on Investment B)

� Year 3: $1.4 million capital gains incentive fee (1)
$6.4 million (20% multiplied by $32 million ($35 million cumulative realized capital gains less $3 million unrealized capital depreciation)) less
$5 million capital gains fee received in Year 2

(1) As illustrated in Year 3 of Alternative 1 above, if Solar Capital were to be wound up on a date other than December 31 of any year,
Solar Capital may have paid aggregate capital gain incentive fees that are more than the amount of such fees that would be payable if
Solar Capital had been wound up on December 31 of such year.

� Year 4: None

� Year 5: None
$5 million (20% multiplied by $25 million (cumulative realized capital gains of $35 million less realized capital losses of $10 million)) less $6.4
million cumulative capital gains fee paid in Year 2 and Year 3

Payment of Our Expenses

All investment professionals of the investment adviser and their respective staffs, when and to the extent engaged in providing investment
advisory and management services, and the compensation and routine overhead expenses of such personnel allocable to such services, are
provided and paid for by Solar Capital Partners. We bear all other costs and expenses of our operations and transactions, including (without
limitation):

� the cost of our organization and public offerings;

� the cost of calculating our net asset value, including the cost of any third-party valuation services;

� the cost of effecting sales and repurchases of our shares and other securities;

� interest payable on debt, if any, to finance our investments;

�

Edgar Filing: Solar Capital Ltd. - Form 10-K

Table of Contents 20



fees payable to third parties relating to, or associated with, making investments, including fees and expenses associated with
performing due diligence reviews of prospective investments and advisory fees;

� transfer agent and custodial fees;

� fees and expenses associated with marketing efforts;

� federal and state registration fees, any stock exchange listing fees;

� federal, state and local taxes;

� independent directors� fees and expenses;

� brokerage commissions;

� fidelity bond, directors and officers errors and omissions liability insurance and other insurance premiums;

� direct costs and expenses of administration, including printing, mailing, long distance telephone and staff;

� fees and expenses associated with independent audits and outside legal costs;
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� costs associated with our reporting and compliance obligations under the 1940 Act and applicable federal and state securities laws;
and

� all other expenses incurred by either Solar Capital Management or us in connection with administering our business, including
payments under the Administration Agreement that will be based upon our allocable portion of overhead and other expenses incurred
by Solar Capital Management in performing its obligations under the Administration Agreement, including rent, the fees and
expenses associated with performing compliance functions, and our allocable portion of the costs of compensation and related
expenses of our chief compliance officer and our chief financial officer and any administrative support staff.

Investments

Solar Capital seeks to create a diverse portfolio that includes senior secured loans, mezzanine loans and equity securities by investing
approximately $20 to $100 million of capital, on average, in the securities of leveraged companies, including middle-market companies. Our
portfolio includes both senior secured loans and mezzanine loans. Structurally, mezzanine loans usually rank subordinate in priority of payment
to senior debt, such as senior bank debt, and are often unsecured. As such, other creditors may rank senior to us in the event of insolvency.
However, mezzanine loans rank senior to common and preferred equity in a borrowers� capital structure. Typically, mezzanine loans have
elements of both debt and equity instruments, offering fixed returns in the form of interest payments associated with senior debt, while providing
lenders an opportunity to participate in the capital appreciation of a borrower, if any, through an equity interest. This equity interest may take the
form of warrants. Due to its higher risk profile and often less restrictive covenants as compared to senior loans, mezzanine loans generally earn a
higher return than senior secured loans. The warrants associated with mezzanine loans are typically detachable, which allows lenders to receive
repayment of their principal on an agreed amortization schedule while retaining their equity interest in the borrower. Mezzanine loans also may
include a �put� feature, which permits the holder to sell its equity interest back to the borrower at a price determined through an agreed formula.
We believe that mezzanine loans offer an attractive investment opportunity based upon their historic returns and resilience during economic
downturns.

In addition to senior secured loans and mezzanine loans, we may invest a portion of our portfolio in opportunistic investments, which are not our
primary focus, but are intended to enhance our returns to our investors. These investments may include direct investments in public companies
that are not thinly traded and securities of leveraged companies located in select countries outside of the United States.

Additionally, we may in the future seek to securitize our loans to generate cash for funding new investments. To securitize loans, we may create
a wholly owned subsidiary and contribute a pool of loans to the subsidiary. This could include the sale of interests in the subsidiary on a
non-recourse basis to purchasers who we would expect to be willing to accept a lower interest rate to invest in investment grade loan pools, and
we would retain a portion of the equity in the securitized pool of loans.

Moreover, we may acquire investments in the secondary market and, in analyzing such investments, we will employ the same analytical process
as we use for our primary investments.
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Our principal focus is to provide senior secured loans and
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