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In this Spring 2018 edition of our Fund Finance
Market Review, we discuss noteworthy
developments in the subscription credit facility
and fund finance markets and provide our views
on the continued proliferation of private credit
funds. We also explore the various forms of
credit supportavailable in the fund finance space
and analyze unencumbered asset pool facilities
as well as fund financing for series LLCs.

Finally, we discuss customary default remedies
available in fund finance and proffer a potential
guide to the accompanying foreclosure process.
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Fund Finance Market Review

Kiel Bowen
Ann Richardson Knox

Our outlook for the fund finance market for 2018 is positive, as we expect the market to build upon the
successes experienced over the last calendar year. In 2017 strong credit performance, record-breaking

fundraising and product expansion fueled significant market growth. In addition to a significant uptick in
the number of traditional subscription credit facility (each, a “Subscription Facility”) closings, Mayer
Brown closed a record number of alternative fund financings. As expected with any mature market,

however, we did see episodic defaults and borrowing base exclusion events in 2017. Such defaults were
primarily technical in nature, and the exclusion events were isolated in respect of individual investors

(each, an “Investor™) and did not indicate broader systemic issues for the Subscription Facility market or

the private equity fund (each, a “Fund”) asset class. Below, we expand on our views on the state of the
fund finance market as well as current trends likely to be relevant in 2018.

} 2017 Fundraisingand 2018 Outlook

Fund fundraising experienced a banner year in
2017. Investor capital commitments (“Capital
Commitments”) raised in 2017 exceeded $453
billion, representing the largest amount of capital
raised in any year, according to Preqin.! This
continues the upward trend experienced in 2016
and is only the second year ever in which total
fundraising has exceeded $400 billion.?

As we predicted in our last Market Review,
Investors continued to flock to a smaller group of
preferred sponsors in a flight to perceived quality,
with fewer funds being closed but with a larger
total Fund size.? This trend was evidenced by
numerous Fund asset classes raising their largest
single funds ever—including buyout, infrastructure
and private debt Funds.* So too, consistent with

prior years, we witnessed significant growth in the
number of Facilities in favor of single managed
accounts (also known as funds-of-one)—a trend we
think will continue in 2018.

The rise of private credit and direct lending Funds
(both in number and size) has been notable as they
continue to fill the gap in the lending market left by
traditional banks scaling back their lending opera-
tions in light of regulations imposed as a result of
the last recession.” Notwithstanding recent indica-
tions that regulators may ease pressure on
traditional banking institutions, many market
participants expect that the leverage loan markets
will continue to be popular with private credit arms
of less-regulated Funds. Thus, the trend of sponsors
forming credit funds has continued its upward
trajectory through 2017 with many sponsors
recruiting traditional bankers to Funds in order to
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increase their capacity and fine-tune their exper-
tise. This optimism in the private credit and direct
lending asset classes was evidenced by 136 vehicles
closed and over $107 billion being raised for funds
in this sector last year.® While we expect 2018 to
continue this trend, many market participants
expect fundraising to ease as a result of the fact
that dry powder is also at a record high as a result
of successful fundraising.”

Consistent with prior years, most of the capital
raised in 2017 originated in North America with
North American-focused private equity Funds
raising $272 billion and Europe-focused funds
raising $108 billion.® Additionally, Preqin’s data
indicates that Investors continue to have a positive
outlook on the industry, with 63 percent of
Investors having a positive perception of private
equity and a majority seeking to increase their
allocation in the longer term.?

} Product Diversification

Consistent with this data, our experience and
anecdotal reports from a variety of market partici-
pants strongly suggest that the Subscription Facility
market continues steady growth and is as robust as
ever. We also continue to see diversification in fund
finance product offerings, including hybrid,
umbrella and unsecured or “second lien” facilities.
In particular, “Alternative Fund Financings,” such
as fund-of-hedge fund financings, management fee
lines, 1940 Act lines (i.e., credit facilities to Funds
that are required to register under the Investment
Company Act) and net asset value credit facilities
have garnered more interest by Funds and lenders
alike. We have also seen more open-ended Funds
interested in Subscription Facilities. Accordingly,
many lenders have customized their loan programs
to capitalize on this need. For more information on
these alternative financings, including structural
considerations, please visit our webpage at
www.mayerbrown.com/experience/Fund-Finance/.
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} Trends and Developments

TAX REFORM

The recent Tax Cuts and Jobs Act passed into law by
the United States will significantly impact Funds
and their portfolios. In addition to the much-publi-
cized drop in US corporate income tax rates,
changes in the tax rates for “pass-through” entities
and the ability to repatriate overseas earnings, the
legislation altered the tax treatment with respect to
“carried interest.”

Carried interest refers to equity interests that the
general partner or sponsors of a Fund may receive as
compensation. By characterizing this compensation
as equity, the general partner or sponsor will benefit
from a lower long-term capital gains tax rate (as
opposed to ordinary income or short-term capital
gains) on such compensation. The deduction for
“carried interest” has largely survived the tax reform
with certain tweaks to how and when it is calculated.
One of the most significant is that in order to obtain
long-term capital gain treatment, the required asset
holding period has been changed from at least one
year to at least three years. Additionally, amounts
that fail to meet the three-year test are not treated as
ordinary income but rather are treated as short-term
capital gain. In addition to the carried interest,
other changes to the tax code also affect Funds and
Facilities, which among others, include:

Deductibility of interest expense - The limitation
of deductibility of interest expense on debt nega-
tively impacts the private equity industry as Funds
often rely upon leverage to finance transaction
purchases and sales. Previously, there was no limit
on the amount of interest that could be deducted.
Favoring the use of leverage by Funds, a company
can now only deduct interest expense equal to 30
percent of its EBITDA (earnings before interest
taxes, depreciation and amortization) (and, after
2022, 30 percent of EBIT (earnings before interest
and taxes)). This will likely result in a higher cost
of capital and may affect valuations for assets
making them relatively more expensive.



Long term Capital Gains - As noted above, the
changes now require Funds to own companies for
three years before getting lower capital gains tax
treatment, although real estate Funds are exempt
from this requirement.

Excise Tax on University Endowments - Certain
private colleges and universities will be subject to
a 1.4-percent excise tax on their net investment
income. Given that these endowments are fre-
quent Investors in Funds, this will likely impact
their strategic planning and the investable assets
available for private equity allocations.

Others - Other changes that may have an impact
include limitations on the usage of net operating
losses and limiting UBTT loss offsets to income to
require such offsets from the same unrelated
business (and not other businesses as was previ-
ously permitted). Additionally, the taxation of
gains and losses on partnership interests owned by
foreign investors have also changed and may also
negatively affect their tax position when they
choose to dispose of such investments in private
equity funds. The totality of the impact of the tax
overhaul on Investors in Funds and Funds them-
selves remains to be seen, and an experienced tax
advisor is necessary to determine the impact on
any particular set of Investors and Funds.

FLEXIBLE BORROWING BASE APPROACHES AND
BRIDGE FACILITIES

Traditionally, lenders in the United States have
employed one of three standard borrowing base
approaches for Facilities: (1) a borrowing base of
only highly rated “included” investors with a high
advance rate; (2) a low advance rate across all
investors for a larger fund; or (3) a two-tier
approach, which provides for both highly rated
included investors with a high advance rate and a
designated investor class, where the latter has a
lower advance rate. However, in the case where a
Subscription Facility is being looked at during the
early stages of fundraising, lenders have not always

had the flexibility to optimize the borrowing base
approach to best fit a Fund’s needs, and Funds have
had to make a decision as to the best approach for
their borrowing base, guided by an estimate of
what their final investor pool will be. More lenders
have started to respond to this issue by offering
flexible borrowing base approaches. One approach
consists of single bank bridge facilities until a final
investor closing. This can help in that the Fund can
determine what borrowing base will ultimately
work best. Other lenders have included an option in
the loan documentation that permits the Fund to
switch to an alternative borrowing base approach
within a short window of time after the final
investor closing. Another approach being used with
more regularity is to increase advance rates once
investors have funded a predetermined percentage
of committed capital. Likewise, as we have noted in
prior Market Reviews and above, more lenders are
offering “hybrid” credit facilities—where the
borrowing base is calculated off both the uncalled
capital commitments and the assets of the Fund.

INCREASED SCRUTINY

Given the significant growth of the Subscription
Facility market, many lenders have reported that
they are being audited by internal risk officers and
bank regulators with greater frequency. Among
other things, these audits have focused on how
lenders calculate and monitor the overall credit
exposure to each Investor, the lender’s portfolio
management systems and whether the lender has
an action plan for both market-wide disruptions
and credit-specific defaults. In response, we are
working with many lenders to adopt a standardized
approach to track investor-by-investor and fund-
by-fund exposure, restructuring their compliance
and portfolio management programs, and adopting
a written policy on how best to address default and
foreclosure scenarios. (For more information on
possible foreclosure remedies, see Default Remedies
under a Subscription Credit Facilities: A Guide to
the Foreclosure Process, page 8.)
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LENDER RESPONSES TO TECHNICAL DEFAULTS

In response to the increased focus by regulators
and auditors and in the rise in the number of
technical defaults, lenders are starting to require
more robust collateral monitoring provisions. For
example, more lenders now require that the collat-
eral accounts be held at the agent bank rather than
a third-party depository. Generally, Funds establish
their treasury management relationships ahead of
entering into a Subscription Facility, resulting in
lenders often agreeing to use the existing accounts
held at a third-party institution as the collateral
accounts. In such event, such accounts are subject
to a lien permitting the agent to take control of the
account during an event of default, including if a
mandatory prepayment is not made. However, more
lenders are now implementing the approach used in
the broader loan markets, which provides a collat-
eral sweep mechanic during the pendency of a
mandatory prepayment from a collateral account,
rather than simply using the control over the
account as a default remedy. Given this approach is
operationally difficult with an account that is not
at the agent bank (due to the need to block and
unblock an account multiple times), another route
to achieving this result is requiring the accounts be
held at the agent bank. This permits intermittent
account blocks and sweeps to be achieved in a
simpler and less costly manner.

ADDITIONAL EXCLUSION EVENTS

As reported in our last Market Review, market
participants have been closely monitoring the
impact of currency controls imposed on Investors
by foreign regulators. As more Investors have
defaulted under their capital commitment in light
of these currency controls over the last quarter,
many lenders are now contemplating adding a
specific “exclusion event” to Subscription Facility
loan documentation that would remove Investors
subject to these restrictions from a Subscription
Facility’s borrowing base. We expect that this
exclusion event and other exclusion events aimed at
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even larger geopolitical issues may develop over the
next year to become common.

} Industry Conferences

FUND FINANCE ASSOCIATION GLOBAL FUND
FINANCE SYMPOSIUM IN NEW YORK

Once again, Mayer Brown will be a platinum
sponsor at the Global Fund Finance Symposium.
Held in New York City on March 21, 2018, this year
marks the symposium’s eighth anniversary. As the
founding institution of the symposium, Mayer
Brown is proud to support the Fund Finance
Association and the significant growth of the
conference—as well as the addition of the European
Fund Finance and Asia-Pacific Fund Finance
symposiums. Building on the prior success, we
expect this year’s symposium to bring together
leading market participants to share their insights
on the trends affecting the fund finance industry.

FUND FINANCE ASSOCIATION WOMEN’S EVENT

Mayer Brown is proud to host the next Women in
Fund Finance event on March 20, 2018, in our New
York office. The Women in Fund Finance Speed
Networking Event is an opportunity to meet with
some of the leading names in alternative investment
for an evening of networking and conversation. To
register for this event or to learn more, please go to
www.womeninfundfinance.com/events.

MAYER BROWN MID-YEAR MARKET REVIEWS

Mayer Brown will also host Mid-Year Market
Reviews in New York City and Chicago this
autumn. These Mid-Year Market Reviews traditionally
address market developments in fund finance and
focus on providing real-world advice on how such
developments should be addressed by market
participants. For more information on these events
or to register, please email Dena Kotsores at
dkotsores@mayerbrown.com.


http://www.womeninfundfinance.com/events

}Conclusion

After 2017 ended with steady growth in the fund
finance market, and given the fund closings
achieved through year end, we expect an uptick in
the number of fund financings to occur in the near
term—especially in favor of private credit funds
and single managed accounts. While the impact on
the recent tax reform remains to be seen, we
envisage that overall health of the market for
Subscription Facilities and other Fund Financings
will continue through 2018. #

Endnotes

1 Pregin Global Private Equity & Venture Capital Spotlight,
January 2018, p. 10.

2 Id.

s Preqin Q4 2017 Fundraising Update, December 2017.

+ Id.

s For more information on this trend, see m.mayerbrown.com/
Files/Publication/0197402c-15f7-449e-87b7-f43e617b316f/
Presentation/PublicationAttachment/1£741412-5427-4917-82{4-
f7518ee59814,/Leveraged-Loan-Regulatory-Spring-2016%20.pdf.

6 Id.

Fund Manager Says Red-Hot Private Debt Market May Cool
Off, Institutional Investor Online, January 21, 2018, by Alicia
McElhaney.

<

s Pregin, p. 10.

9 Id.,p.10
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Default Remedies under Subscription Credit
Facilities: Guide to the Foreclosure Process

Kiel Bowen
Sean Scott

Although the growing market for subscription-
backed credit facilities (each, a “Subscription
Facility”) has witnessed very few defaults or similar
events necessitating non-consensual enforcement
actions (each, a “Default”), Subscription Facility
lenders and other secured parties thereunder (the
“Secured Parties”) nevertheless should understand
and, if necessary be prepared to quickly enforce
their rights in the collateral pledged under such
Subscription Facility—a point consistently reinforced
by both bank regulators and risk teams at many of
our clients. Similarly, private equity fund borrowers
(each, a “Fund”) and fund sponsors should also
understand the remedial actions a Secured Party may
take under a Subscription Facility so that they can be
prepared to respond appropriately should a Default
arise and the Secured Parties elect to exercise their
enforcement rights. Although certain rights and
remedies may be available to Secured Parties following
a Default, in most circumstances the most effective
method of managing a Default will be for the Fund
and the Secured Parties to develop a mutually
agreeable strategy on how best to address the Default.
In the event that the parties cannot agree on a
strategy to work through the Default, the relationship
between the Fund and the Secured Parties has turned
sour or if the circumstances warrant an immediate
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exercise of remedies (e.g., the investors have moved to
remove the Fund’s general partner or change the
investment manager or the Fund or investment
manager has committed fraud), the Secured Parties
may determine exercising remedies in lieu of negoti-
ating a workout is necessary.

To that end, this legal update examines the rights
and remedies typically available to Secured Parties
following a Default under customary, agented
Subscription Facility documentation and provides
recommendations for additional, preemptive
actions that Secured Parties should consider
incorporating into their standard policies to
prepare for the contingency of a Default. It is
important to note, however, that certain remedies
discussed herein may be stayed or otherwise may
be found to be ineffective or unenforceable under
bankruptcy or other applicable law, particularly if
the Fund has been, or is subject to, certain insol-
vency proceedings. While this update includes a
general discussion of the legal principles applicable
to possible enforcement scenarios, the Secured
Parties seeking to exercise remedial measures
under a Subscription Facility should always consult
appropriate counsel with respect to Fund bank-
ruptcies or other specific Defaults.



} Background

A Subscription Facility is typically secured by a lien
on, among other things, the Fund’s (or its general
partner’s) ability to (a) issue and direct capital calls,
(b) receive capital contributions and (c) enforce
default remedies against “defaulting investors”
pursuant to the Fund’s governing document. The
lien on this collateral is granted in favor of the
Subscription Facility’s collateral agent (the “Agent”)
and is perfected under United States law by filing a
Uniform Commercial Code (“UCC”) financing
statement in the applicable filing office.!
Additionally, Subscription Facilities generally
require that the Fund grant a security interest in
favor of the Agent in the deposit or securities
account into which capital contributions are
deposited by investors when called by the Fund (or
its general partner) (the “Collateral Account”).
Perfection of the lien on the Collateral Account is
usually achieved either by requiring the Collateral
Account to be held at and maintained with the
Agent, as account bank, or by the entry into a
tri-party control agreement over the Collateral
Account among the Fund, the Agent, and the
account bank at which the Collateral Account is
held and maintained.?

} Remedies

While most market participants have a general
understanding of the basic nature of Subscription
Facility collateral, sometimes overlooked is how an
Agent, acting for the benefit of the Secured Parties,
would practically enforce remedies against such
collateral following a Default. The following table
sets forth (a) certain actions that Agents and
Secured Parties might contemplate prior to actu-
ally enforcing remedies following a Default
(referred to below as the “Pre-Enforcement Stage”)
and (b) remedies typically available to the Agent
and Secured Parties that should be considered once
the decision to enforce remedies has been made
following a Default (referred to below as the
“Enforcement Stage”). Every Default scenario is
unique, and the Agent and Secured Parties must
take into account the specific facts and circum-
stances giving rise to the Default when determining
the approach to take. Accordingly, the following
table should be treated as a list of potentially
available remedial options and not as a preor-
dained, step-by-step guide. Similarly, while certain
action items below have been categorized as either
“Pre-Enforcement Stage” or “Enforcement Stage,”
the actual facts and circumstances surrounding a
particular Default scenario may lead to different
timing of any specific action or actions. Upon the
occurrence (or suspicion) of a Default, and certainly
prior to the exercise of any remedy, Secured Parties
should consult with competent legal counsel, and
no remedial actions should be initiated without
careful planning; Funds would likewise benefit
from consulting with counsel when it becomes
apparent a Default may arise.

MAYER BROWN



} Pre-Enforcement Stage

ACTION COMMENTARY

1. CONSULT LEGAL COUNSEL Bothin-house and external counsel should be consulted prior to taking remedial measures,and
ideallyas soonasaDefault appears reasonably likely to occur. Engaging counsel early in distress
scenarios usually is more time-and cost-efficient, as the parties may be able to negotiate an
amendment, forbearance or other consensual and mutually agreeable) resolution of a Default
ratherthan requiring enforcementactions to be taken. Likewise, engagingin an open dialogue
with counsel well before enforcing rights and remedies helps to ensure amore complete
understanding of the facts surrounding the Default, thus enabling the Secured Parties to
obtain fulland informed advice from counsel.

Additionally, legal counsel should be consulted inthe Agent’s (and Secured Parties’) confirmation of
theactual existence of a Default prior toany remedy being taken. Secured Parties could potentially
exposethemselvestoliability should they take remedial measuresin the absence of anactual default
underthe Subscription Facility documentation orinamanner that courts later determine to be
improper. With thatin mind, Secured Parties should work with counsel to mitigate the risk of alender
liability claimina Default scenario. For example, legal counsel may suggest the Secured Parties
obtainadeclaratoryjudgmentagainst the Fund prior to enactingany remedies. Legal counsel will
alsohelpthe Agent understandits obligations, including to the lending syndicate, and the requisite
noticeand voting requirements that may govern enforcementactions.

Finally, external counsel representing the Agentin the documentation of the Subscription Facility
may be prohibited from representingthe Agentinan enforcementscenario (e.g.,the Fund
oftentimes will waive a client conflictin connection with documenting the Subscription Facility so
longas such counselagreestoresignas counselforthe Agentinthe event ofanyadverse proceeding
orenforcement scenario related thereto). If thisis the case, the Agent will need time either to seeka
waiver of the conflict or to engage new counsel (in which case, new counsel will need to be apprised
of the Defaultand towork through various pre-enforcement items with the Agent).

2. REVIEW FILES TO MAKE The Agentand its counsel should ensure their loan files are current and complete. All
SURE DOCUMENTS ARE Subscription Facility documentation (including all notices sent between the parties, loan
ORGANIZED AND COMPLETE requests, borrowing base certificates and compliance certificates) and investor documents
(including subscription agreements, side lettersand “most favored nation” elections that
have beendelivered before and after the Subscription Facility has closed) are well organized
toenablethe Agenttoact quickly, if needed.

3. CONFIRM UCC FILINGS ARE  Asarule,UCCfinancingstatements expire fiveyearsafterthe date on which suchfinancing

VALID AND REFRESH LIEN statementsarefiled, unless renewed by the Secured Party,and financing statements arealso

SEARCHES occasionally misfiled by filing offices. The Agent should confirm thatall UCC financing statements
filed duringthe term of the Subscription Facility remainvalid @nd, if not, the Agent should promptly
resolveanyissues regarding such financing statements with the assistance of counsel). New lien
searcheswillnot only confirmthat the UCC financing statements were properly filed, but also may
showany newtax,judgment or other liens ontheassets of the Fund, or other new obligations or
competing liens that may have attached to the collateral. Understanding the universe of what elseis
“outthere”asit relatestothe Secured Parties’lien onthe Subscription Facility collateral will help the
Agent determine how much flexibility it may have in enacting remedies.

4. CONFIRM DELIVERY OF Inmany non-U.S.jurisdictions, perfection and priority of the Agent’s security interest requires
INVESTOR NOTICES that theinvestors receive notice of the Subscription Facilityand the grant of asecurity interest

tothe Agent thereunder. While most Subscription Facilities require these notices to be
delivered both in connection with the initial closing of the Subscription Facility and promptly
uponanew investor joining the Fund, the Agent should confirm that all applicable investors
(including those havingjoinedin subsequent investor closings) have received investor notices,
particularly since the Fund may have failed to strictly comply with this delivery requirement
after theinitial closing of the Subscription Facility.

10 FundFinance Market Review | Spring2018



ACTION COMMENTARY

5.

10.

REVIEW THE ACCOUNT
CONTROL AGREEMENT
(ESPECIALLY IN RELATION
TO TIMING AND NOTICE
REQUIREMENTS)

REQUEST UPDATED
INVESTOR CONTACT
INFORMATION

GAIN ABILITY TO “POST”
TO THE INVESTOR PORTAL

REFRESH GOVERNING

DOCUMENT AND INVESTOR

DOCUMENT DILIGENCE,
ESPECIALLY RELATED TO
CAPITAL CALL MECHANICS
AND EXCUSE RIGHTS

. TAKE INVENTORY OF

ALL DEFAULTS

PREPARE RESERVATION OF
RIGHTS LETTER AND/OR A
NOTICE OF DEFAULT

While awell-drafted control agreement will provide the Agent with perfection control over the
Collateral Account on day one, most control agreements fora Subscription Facility require
advance notice to be provided by the Agent to theaccount bankasaprerequisite for the Agent to
exercise exclusive control over the Collateral Account (typically two or more business days).
Agents contemplating taking remedial steps followinga Default should factor such timinginto
their decision-making process.

Similarly, many controlagreements prescribe specific notice procedures, particularly with
respect tothe Agent deliveringanotice of exclusive control overthe Collateral Account (e.g.,
notices of exclusive control must be sent by faxand signed by aspecific officer of the Agent for
whomtheaccount bank has received evidence ofincumbency or authority). Agents therefore
should familiarize themselves with any express notice requirementsand be prepared toact
quickly to comply withany such requirements.

Ifit needstoissueacapital call to repay outstanding obligations under the Subscription Facility, the
Agentwillneed the contactinformation foreach investor. While investor subscriptionagreements
should contain contact information for each investor, such contact information is typically current
asofthe datetheinvestorjoinedthe Fund @nd suchinformationfrequently changes aftersuch
date). Accordingly,ina Default scenario the Agent should promptly request updated investor
contactinformationfromthe Fund, evenifthe Fundis otherwise required under the Subscription
Facility documentation to provide ongoing updates of suchinvestor contact information. While
most Subscription Facilities require prompt notice of any changes to suchinvestor contact
information, the Fund may not have strictly adheredto this requirement (and, inany event, having
contactinformation confirmed, up-to-date and readily available will assist and make more efficient
anyforeclosure process undertaken by the Agentand/or the Secured Parties).

Most Funds issue capital calls via Internet portals to which each investor hasaccess rights. In
the event the Agent plans to or mustissue a capital call as part of taking remedial measures
afteraDefault,issuing such capital call viathe Internet investor portal will likely be the most
efficient way of doing so. Investors presumably will be more inclined to fund their capital
contributions ontime @@nd without challenging such capital call) if the Agent’s process of
calling capital followinga Default largely mirrors the Fund’s typical capital call process (and
delivery means), with which the investors are already familiar.

The Agentand its counsel should refresh their diligence of the Fund’s governing document
provisions relatingto capital calls (e.g., the period within which investors must fund capital
contributions when called), the calculation of capital calls (e.g., whether capital contributions
must be funded “pro rata” when called) and any applicable investor excuse rights or overcall
limitations. The Agent should account forany investor excuse rights or overcall limitationsin its
initial capital callin order to avoid having to issue multiple capital calls to the investors.

The Agentshould thoroughly reviewall existing Defaults under the Subscription Facility. Ifa
material Default has occurred,anincreased risk exists that other technical Defaults or undiscov-
ered material Defaults have also occurred. All Defaults should be addressed and evaluatedin
connectionwithanyassessment of howto best proceed.

The Agent should consult with counsel to determine if it should send a written notice of
default orareservation of rights letter to the Fund. Such written notice of default or
reservation of rights letter can help establish a documentary precedent acknowledging the
Agent’s attention and response to the Default.

MAYER BROWN



ACTION COMMENTARY

11. CONDUCT ASITE VISIT The Agent will typically have the right to conduct asite visit to the Fund to review the Fund’s books
andrecords,evenif no Default has yet occurred or exists. Aftera Default, however, the Agent
should consider conductingasite visit to collect any needed data that could potentially be helpful
inthe enforcement process (e.g., investor contact information, investor correspondence,
applicable records relating to the use of loan proceeds).

12. ORGANIZE CONFERENCE The Agent should hold conference calls with their counsel, the Secured Parties,and where
CALLS WITH THE SECURED applicable, the Fund and their counsel,to examine the nature of the Defaults, any mitigating or
PARTIES aggravating circumstancesand to determine the best course of action.

13. ORGANIZE CONFERENCE The Agent may also consider organizing (likely with the Fund) Investor and/or Advisory Board
CALLS WITH INVESTORS OR  conference callstoidentifyany Defaults or otherissues for the Investors, gauge their reactionand
THE FUND’S ADVISORY remind them of their contractual obligation to make capital contributions.

BOARD

14. OPEN REPLACEMENT The Agent may also consider opening one or more replacement Collateral Accounts, held at the

COLLATERAL ACCOUNTS Agent, to mitigate operational risk associated with the account bank. Additionally, most control

agreements permit the account bank to terminate the controlagreement governingthe
Collateral Account by giving prior notice (typically, thirty days). Ina Default scenario,an account
bank may wishto extractitself fromthe dispute and simply terminate the controlagreement or
closethe Collateral Account. In orderto avoid a scenario wherein the Agent temporarily lacks a
Collateral Account (or control of such accounts for perfection purposes), the Agent may wish to
openoneormore new Collateral Accountsasamatter of course.

Nevertheless, due to ERISA concerns and requirements often included within the governing
document of the Fund, replacement Collateral Accounts may need to be openedin the name of
the Fund (in which case the Agent may need to use the power-of-attorney grantedin the
Subscription Facility documentation to opensuch replacement Collateral Accounts). Forany
replacement Collateral Account, the Agent should ensureit placesa“blocked at all times”
instruction onsuchaccount toavoid any operational risk with a shifting control concept.

15. CALCULATE OUTSTANDING  TheAgentshould calculate the existing outstanding obligations under the Subscription Facility
OBLIGATIONS (including unpaid principal, letter of credit liabilities, accrued interest, unused fees, letter of credit
fees,agency fees, facility fees, obligations underany secured hedges and fees and expenses of
counsel), which will assist the Agent in understanding the total riskinherentin a Default scenario.

16. PREPARE FOR CASH Letter of creditissuers should consider opening cash collateralaccounts for any outstanding
COLLATERALIZATION OF letters of creditand preparing related documentation (e.g., controlagreements over such cash
LETTERS OF CREDIT collateralaccounts).

17. REQUEST PRE-SIGNED The Agent shouldalso consider requiring the Fund to deliver pre-signed, but undated, capital call
CAPITAL CALL NOTICES noticesin escrow (which could then be delivered by the Agent, viathe power of attorney granted

under the Subscription Facility documentation). Possession of (and ability to deliver) these
pre-signed capital call notices in the form typically delivered to investors,and signed by the
individual who typically signs such capital call notices, could allow the Agent to recover from the
investors more efficiently.

12 FundFinance Market Review | Spring2018



ACTION COMMENTARY

18. PREPARE CAPITAL CALL The Agent should consider preparing capital call notices, usingthe most recent capital call notices
NOTICES deliveredtoinvestorsasatemplate (unless in possession of pre-signed capital call notices, as

discussed above). Investors receivinga capital call notice in the same form typically delivered by
the Fund willincrease the likelihood that investors will fund their capital contributions on time
(and without challengingthe call). Additionally, the most recent capital calls will oftentimes
include each Investor’s current notice information (hence one reason why most Subscription
Facilities require that all capital call notices (and not simply an exemplar copy) be delivered to the
Agent concurrently with the distribution to the investors).

The Agent shouldalso consider howit frames the purpose of the capital call (@ description of
whichistypicallyincludedin each capital call notice). The facts and circumstances surrounding
the delivery of a capital call by the Agent (includingif a Default exists) will help determine the
proper tone and message describing the purposes of the capital call @nd the Agent should
consult with experienced counsel to discuss proposed approaches).

19. IDENTIFY INTERNAL Toavoid lender liability claims, Secured Parties should, prior to any enforcement followinga
CONFLICTS OF INTEREST Default,beaware of,and account for,anyactual or potential conflicts of interest affecting the
Secured Parties.

20. REQUEST ADDITIONAL To mitigate risk, the Agent and Secured Parties may also consider requestingadditional collateral
COLLATERAL (e.g.,cash collateraland otherassets of the Fund (including the Fund’s equity positions in
portfolio companies)).

21. RESTRUCTURE THE The Agentand Secured Parties additionally should consider using the Default to negotiate a
SUBSCRIPTION FACILITY restructuring of the Subscription Facility (e.g, restricting the borrowing base mechanics,
DOCUMENTATION adjusting pricing,imposingadditional mandatory prepayment and/or notice requirements).

22. CONSIDER REQUIREMENTS  Intheeventthe Secured Parties decide to notimpose remedies followinga Default, the Agent
FOR (INCLUDING should workwith counsel to documentawaiver of the Default (includingany potential fees or
CONCESSIONS FOR) WAIVER other consideration therefor). Documenting waivers is especially important to protect the

Secured Parties’ positionand to guard against a potential claim that, through a“course of

dealing,” the Secured Parties have effectively waived their rights to enforce remedies relating to

certaintypes of Defaults inthe future.

OF THE DEFAULT

23. ASSIGN OR PARTICIPATE THE Individual lenders may want to consider whether they wish to remain “in the deal”in an enforce-
LOAN ment scenario, including potential foreclosure on the collateral or if they instead prefer to seek to
assignor participate their interestin the loan to an existing lender or toanother third party.

MAYER BROWN

13



} Enforcement Stage

ACTION COMMENTARY

1. CHARGE DEFAULT INTEREST Dependingonthespecific Subscription Facility documentation, the Agent (or the Secured
Parties) may need to affirmatively elect to charge default interest.

2. SUSPEND THE AVAILABILITY Inordertomitigate lossesassociated with break-funding, LIBOR conversions and continuations
OF LIBOR LOANS may be blocked.

3. TAKE EXCLUSIVE CONTROL The Agent may be entitled to sweep the Collateral Account to repay obligations or, if the control
OVER THE COLLATERAL agreement does not require adaily sweep, simply freeze funds deposited in the Collateral
Account (and the ability for the Fund to withdraw such funds orissue instructions related

ACCOUNT
thereto) whileanacceptable resolution with the Fund is negotiated.

4. NOTIFY INVESTORS In certain circumstances, the Agent might consider distributing notices to the investors

OF THE DEFAULT informingthem of the occurrence of a Default under the Subscription Facility. Thisapproach can
be advantageousin certain Default scenarios, such as where the general partner has (or may
have) committed fraud against the investors (thus creatingan increased risk that the investors
might be less likely to cooperate with the Fundin funding capital contributions).

5. INSTRUCT THE FUND TO While the Agent cannot always count onacooperative Fund post-Default,in many cases (except,
ISSUE A CAPITAL CALL perhaps, where fraud has been committed and other, similar events), the odds of afull recovery

will likely be optimized if the Fund (or the general partner) itselfissues a capital callin formand
manner consistent with the Fund’s (or the general partner’s) standard practice. Many
Subscription Facilities will specifically grant the Agent the right to instruct the Fund (or its
general partner) toissue such a post-Default capital callas a stand-alone contractual remedy (in
additionto the security interests grantedin the collateral).

6. ISSUE A CAPITAL CALL Ifin possession of pre-signed capital call notices, the Agent may consider utilizing the power of
VIA THE POWER OF attorney granted in the Subscription Facility documentation to deliver such capital call notices
ATTORNEY totheinvestors.

Alternatively, the Agent could potentially use its power of attorney to prepare and sign capital
callnotices (as the Fund’s attorney-in-fact). Using the power of attorney (instead of the
collateralassignment,as described below) could prove useful in avoiding certain ERISA concerns
relatingtoissues of privity betweenthe Agentandtheinvestors.

7. ISSUE A CAPITAL CALL In other circumstances, particularly where the Fund (or its general partner) has committed
VIA THE COLLATERAL fraud against the investors, the investors may be more inclined to funda capital call if such capital
ASSIGNMENT callisissuedinthe name of the Agent (as collateral assignee of the Fund).

8. PREPARE OVERCALL If the Agent madea capital call, while such initial capital call is pending, the Agent should prepare
CAPITAL CALLS asecondset of capital call notices for use should ashortfall occurin connection with funding the

initial capital callasaresult of adefaulting or excused investor failingtofundall ora portion of its
required capital contribution.

9. ENACT DEFAULT REMEDIES  TheAgentcanenforce (or leverageits right to enforce) the enumerated remedies set forthin
AGAINST INVESTORS the Fund’s governing document against any defaulting investor. This course of action, however,
likely should bearemedy of last resort (e.g.,to be used if an overcall on the non-defaulting
investors (to make up funding shortfalls due to defaulting or excused investors) is still insuffi-
cienttorecoupallamounts due and owingto the Secured Parties),and the Agent should consult
with counsel prior toany such enforcement.
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ACTION COMMENTARY

10. TERMINATE THE REVOLVING Terminatingthe revolving commitments will “term-out” the obligations.
COMMITMENTS

11. ACCELERATE THE MATURITY  Acceleratingthe Subscription Facility maturity date and declaringall obligations thereunder
DATE AND DECLARE ALL immediately due and payable will enable the Agent to demand prepayment of all obligations
OBLIGATIONS DUE prior to the scheduled maturity or repayment date (which,as noted above, would help mitigate

added risk during the process of enforcing rights and remedies following a Default).
AND PAYABLE

12. APPLY THE ENFORCEMENT The Agent shouldallocate post-Default remedial proceeds received from the Fundinaccor-
PROCEEDS dance with the enforcement waterfall foundin the Subscription Facility documentation,
includingto cash collateralize letters of credit, to settle secured hedges and to pay expenses.

13. ENACT REMEDIES Inthe eventavailable remedies contemplated in the Subscription Facility documentation (and as
UNDER THE UCC, OFFSET describedabove) do not adequately resultin the Fund’s full repayment of the Fund’s obligations
LAWS AND OTHER thereunder,the Agent should consider other possible remedies available under the UCC or other

APPLICABLE LAW applicablelaw - including offset, litigation,and pursuing relief under applicable insolvency laws.

}Conclusion Endnotes

While the Subscription Facility market has histori- 1 Under UCC § 9-310, a financing statement must be filed to perfect

¢ ally experience d very few instances of Defaults. and all security interests (other than those security interests perfected
b

via a different method (e.g., via control) expressly enumerated in

even fewer requiring the exercise of many of the
the UCC).

above described remedies, Funds, Agents and
Secured Parties should be familiar with available

©

Under UCC § 9-314, a security interest in a Collateral Account

. . e . 1. may be perfected by control (e.g., if the Collateral Account is a
remedial options under Subscription Facility docu- ¥ . P Y ©s o .
deposit account, the Agent has a perfected security interest in

mentation and Fund constituent documentation the Collateral Account if the Collateral Account (1) is held at

following the occurrence of a Default. Although the and maintained with the Agent; (2) the Fund, the Agent and the
table provided above sets forth a litany of such account bank have agreed in an authenticated record that the
remedial options, some of those options may not be account bank will comply with instructions originated by the

available or recommendable in any p articular Agent directing disposition of the funds in the Collateral Account

. . . . without further consent by the Fund or (3) the Agent becomes the
situation, and market participants should always ) )
account bank’s customer with respect to the Collateral Account).

consult with experienced counsel to effectively
manage a Default without exposing themselves to

undue risk or liability. #
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Forms of Credit Support in Fund Finance

Jon Rosaluk
Mark Dempsey

In the fund finance market, there are a wide array
of financing structures that are utilized by private
investment funds (“Funds”) to improve liquidity
and/or obtain leverage and a variety of collateral
and credit support packages that lenders rely upon
for repayment.!

While the fund finance market has unique charac-
teristics when compared to other types of corporate
borrowers, the types of credit support used by
Funds and lenders have much in common with
traditional lending facilities and rely heavily on
tried and true lending instruments. This article will
examine three types of credit support commonly
used in the fund finance market: (i) the unfunded
equity capital commitments of limited partners of a
Fund (“Capital Commitments”), (ii) a guaranty
(“Guaranty”) and (iii) an equity commitment letter
(“ECL”). Each of these forms of credit support are
broadly accepted cornerstones of fund finance that
provide a suitable and reliable means by which a
Fund can access debt while providing a lender with
an enhanced credit profile in any transaction.

} Capital Commitments

Perhaps the most well-known type of credit support
in the fund finance market is the unfunded Capital
Commitments of third-party investors in a Fund.
Under a subscription-backed credit facility or a
capital call facility (“Subscription Facility”), a Fund
and its general partner pledge (a) the rights to the
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unfunded Capital Commitments of the limited
partners, (b) the right of the general partner of the
Fund to make a call (“Capital Call”) upon the
unfunded Capital Commitments of the limited
partners after an event of default and to enforce the
payment thereof pursuant to the terms of the
partnership agreement, and (c) the account into
which the limited partners fund capital contribu-
tions in response to a Capital Call, in each case in
order to secure the obligations of the Fund owing to
a lender.? Upon a default by the Fund under the
Subscription Facility, a lender may enforce the right
of the general partner of the Fund to make a Capital
Call upon the unfunded Capital Commitments of
the limited partners and require the payment of
capital contributions pursuant to the terms of the
partnership agreement. As contrasted with other
types of credit support, such as a Guaranty, the
obligation of the limited partners to honor their
Capital Commitments and make capital contribu-
tions in response to a Capital Call will run directly
in favor of the Fund as opposed to the lender.

Capital Commitments, however, do not necessarily
need to be pledged as collateral in support of
repayment obligations and can be used as credit
support in facilities that are not a standard
Subscription Facility. For instance, in connection
with a Fund level credit facility that is secured by
all or a portion of the Fund’s underlying investment
portfolio, the collateral pledged by the Fund may



consist of deposit or securities accounts or the
equity shares held by the Fund in a portfolio com-
pany and various rights relating thereto. For these
types of facilities, the unfunded Capital
Commitments may be viewed by a lender as a
potential source of repayment rather than as a
direct part of the collateral. To support this view,
the loan documents for such a facility may include
representations, warranties and covenants related
to the amount of unfunded Capital Commitments
that must be maintained by the Fund for the dura-
tion of the facility, with the expectation that if the
underlying assets of the Fund are insufficient to
repay the facility, there is another liquid and sub-
stantive source of repayment that the Fund may rely
upon. This type of credit support may provide the
Fund with needed flexibility to avoid placing a lien
on the Capital Commitments, which may in fact be
prohibited under the terms of the partnership
agreement, while allowing a lender to rely on the
Fund’s access to the Capital Commitments as a
potential source of repayment. Using Capital
Commitments as credit enhancement may provide a
Fund with significant debt opportunities while at
the same time bolstering its credit profile in the
eyes of a lender.

} Guaranties

A second type of credit support commonly used in
the fund finance market is a Guaranty. A Guaranty
is an agreement by one entity (“Guarantor”) in favor
of a lender to support the repayment by a principal
obligor of its outstanding obligations to such lender
in connection with a credit facility. The Guarantor
is most commonly a Fund that provides a Guaranty
in support of the obligations incurred by one of its
subsidiaries or portfolio companies, but a Guaranty
may also be provided by a sponsor, a feeder fund or
portfolio company, in each case to support repay-
ment by the Fund of its obligations. Guaranties have
wide applications in the fund finance market, and
the use of a Guaranty may be preferable in a sce-
nario where a portfolio company incurs debt but
does not itself have the ability to call upon the

unfunded Capital Commitments of the parent Fund.
The Fund may agree to provide a Guaranty in such
instance in order to provide the appropriate amount
of credit support requested by the lender to support
the repayment obligations of the portfolio company.
The obligation of the Guarantor to make payments
under a Guaranty on behalf of the principal obligor,
should it default on its obligations, runs directly in
favor of the lender.

There are several types of Guaranties employed in
the fund finance market, and they will vary both in
scope of the guaranteed obligations and the liability
of the Guarantor thereunder. The scope of a “bad-
boy” Guaranty, for instance, is typically limited to
losses incurred due to certain bad-acts or material
misrepresentations made by the general partner of a
Fund under a credit facility, but will not be triggered
by the Fund’s financial ability to make payments to
the lender. Payments from the Guarantor under a
“bad-boy” Guaranty will only be required if the loss
results directly from the bad-act or false misrepre-
sentation specifically covered by the terms of such
Guaranty. Whether a Guaranty is a guaranty of
payment versus a guaranty of collection is another
distinction. A guaranty of payment will typically be
an absolute and unconditional Guaranty that permits
the lender to seek payment directly from the
Guarantor without any obligation to first seek
payment from the principal obligor. A guaranty of
collection, also known as a conditional guaranty, will
require that the lender exhaust its remedies against
the principal obligor (including, without limitation,
foreclosing on any collateral) prior to seeking pay-
ment from the Guarantor. Under New York law, a
guaranty of payment is presumed unless the parties
have otherwise explicitly agreed that the Guaranty is
a guaranty of collection.’

The relationship of the Guarantor to the principal
obligor is as important as the substance of the
Guaranty itself. Upstream guaranties (i.e., a
Guaranty given by a subsidiary of a Fund), cross-
stream guaranties (i.e., a Guaranty given by a sister
entity or other affiliate of a Fund) or downstream/
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parent guaranties (i.e., a Guaranty given by a Fund to
support a portfolio company) are all potential types
of Guaranties that may be employed in the fund
finance market. Understanding the nexus between
the Guarantor and the principal obligor will allow a
lender to assess the validity of a Guaranty and
whether the Guarantor has received adequate and
fair consideration in exchange for providing the
Guaranty. This analysis is fundamental to the
enforceability of the Guaranty, is particularly rel-
evant in respect of an upstream or cross-stream
Guaranty, and will be necessary to help avoid any
fraudulent transfer defenses that other creditors of a
Guarantor may invoke if a Guarantor is later deemed
insolvent after making a payment under the
Guaranty.* Experienced legal counsel can assist both
Funds and lenders in navigating the specifics of using
a Guaranty as credit support.

} Equity Commitment Letters

A third commonly used form of credit support in the
fund finance market is an ECL. An ECL is an
agreement that evidences a commitment to contrib-
ute capital or other financial support by one entity
(the “ECL Provider”) in favor of another entity (the
“ECL Recipient”) and may be used to demonstrate
to a lender that the ECL Recipient has additional
resources for the repayment of its obligations under
a credit facility.’ Use of an ECL may be more expe-
dient or efficient in some instances than arranging
for other types of credit support and provide a
potentially significant credit enhancement. ECLs
have broad application in the fund finance market,
but the most common scenario for employing an
ECL is when a Fund issues an ECL in favor of one of
its portfolio companies to support repayment of
debt incurred by such portfolio company. A lender
may be wary of relying strictly on the performance
of a portfolio company for purposes of repayment,
and the use of an ECL by a Fund in this instance
will provide added comfort to the lender that there
are additional sources of repayment available to the
portfolio company. There are a variety of applica-
tions for an ECL, and the use thereof does not need
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to be limited to the Fund/portfolio company sce-
nario described here for illustration.

An ECL should be distinguished from other similar
arrangements, such as a keepwell agreement, pursuant
to which a sponsor may undertake to monitor and
safeguard the financial health of a Fund, or a letter of
support/comfort letter, the purpose of which is to
provide a lender with some assurance that a Fund will
be able to meet its obligations to such lender. In the
fund finance market, an ECL should be viewed as a
commitment by the ECL Provider to contribute capital
to the ECL Recipient and stands in contrast to a
keepwell agreement or letter of support/comfort letter
that are merely statements of intent rather than an
actual commitment to undertake financial support.
The obligation of the ECL Provider to contribute
capital under and pursuant to the terms of the ECL
runs in favor of the ECL Recipient, with only the ECL
Recipient having the right to enforce the terms of the
ECL. A lender, however, may be specifically designated
as a third-party beneficiary under the terms of the
ECL, and the rights of the ECL Recipient under and
pursuant to the ECL can also be collaterally assigned
to a lender under a credit facility.

Each ECL is a bespoke instrument that implements
the specific level of credit support required and the
conditions under which such credit support will be
available. For purposes of the fund finance market,
an ECL will also likely include, among other things,
waivers of defenses, counterclaims and offset rights
(including with respect to those rights arising under
the US Bankruptcy Code that may pertain to a
bankrupt ECL Recipient) in respect of the ECL
Provider’s obligation to contribute capital to the
ECL Recipient and other suretyship-related
defenses that may be available to an ECL Provider
under applicable law. Experienced legal counsel can
assist both Funds and lenders in tailoring an ECL to
achieve the necessary level of credit support while
ensuring that it is distinguishable from other types
of credit support.



} Comparing Capital Commitments, Guaranties
and ECLs

While Capital Commitments, Guaranties and ECLs
can each be used as credit support in the fund
finance market, the nuances specific to each type of
credit support will dictate the effectiveness of the
applicable credit support when applied to a specific
lending arrangement.

As noted above, the use of unfunded Capital
Commitments as credit support (as opposed to
being pledged to the lender as collateral under a
Subscription Facility) will run in favor of the Fund.
The lender, by placing parameters around maintain-
ing a certain level of unfunded Capital
Commitments, is effectively relying on a liquidity
test and ensuring that capital will be available to
the Fund in order to repay indebtedness owed the
lender. The lender will not have the ability, however,
to enforce the payment of the unfunded Capital
Commitments when used simply as credit support
as opposed to collateral. In contrast, a Guaranty is
credit support that runs in favor of the lender and
allows the lender to seek payment directly from the
Guarantor. With direct recourse to the Guarantor
under a Guaranty, a lender will effectively have two
sources of repayment - the principal obligor and the
Guarantor. An ECL will artificially create two
sources of repayment (the ECL Recipient and the
ECL Provider), but the ECL will only run directly in
favor of the ECL Recipient. The use of a collateral
assignment of an ECL, however, will permit the
lender to enforce the terms of the ECL on behalf of
the ECL Recipient.

}Conclusion

The use of Capital Commitments, Guaranties and
ECLs are all appropriate ways to provide credit
enhancement in the fund finance market and can be
utilized effectively in numerous situations. Each of
these types of credit support, while tailored to the
particular characteristics of fund finance, are not
novel to fund finance and are widely accepted forms

of credit support in lending generally. Despite the
prevalent use of these forms of credit support, the
effectiveness of the credit enhancement and the
strength of the credit support provided thereby
must be determined on a case-by-case basis. The
strengths and weaknesses of Capital Commitments,
Guaranties and ECLs must be determined by
analyzing a variety of factors including the proposed
credit structure, the supporting documentation and
the specific language included therein. Only after a
detailed review can any of these forms of credit
support be viewed as the preferred solution in a
given financing. When used properly and with the
assistance of experienced legal counsel, each
method of credit support can provide a creative
solution that delivers needed access to debt and
liquidity for a Fund and appropriate credit support
for a risk-averse lender. #

Endnotes

1 For a detailed update on current trends and developments in the
fund finance market, please see Mayer Brown’s Fund Finance
Market Review Spring 2018 page 3.

> For a more detailed description of the subscription facility
market and features of the subscription-backed credit facility
product in general, please see our article “Subscription Credit
Facility Market Review” in Fund Finance Market Review, Fall
2016 at www.mayerbrown.com/Fund-Finance-Market-Review-
--Fall-2016-09-26-2016

3 NY Gen Oblig L § 15-701 (2016).
+ See Restatement (Third) of the Law of Suretyship and Guaranty § 9.

s Equity commitment letters are often used in more traditional
acquisition financings as evidence that the acquisition vehicle
has sufficient funds to complete the acquisition but are equally
effective in the fund finance market as a commitment to ensure
repayment of the indebtedness incurred by a Fund or one of its
portfolio companies.
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Lending to Series Limited Liability Companies:
Subscription Credit Facility Considerations

Kristin Rylko
Haukur Gudmundsson
Vincent Zuffante

} Introduction

As the private equity asset class continues to expand'
and private equity fund managers respond to demand
by investors for ever-more bespoke products and
tailored investments, there has been an increase in
the use of alternative fund structures to accommodate
such demand. In addition to the proliferation of
separate accounts, funds-of-one and co-investment
structures, the use of vehicles that employ series, cell
or other asset and liability segregation technology has
increased, bringing with it opportunities and poten-
tial challenges when leverage at the fund or individual
series level is sought.

The use of series in a limited liability company (a
“Series LLC”)? offers many potential benefits to a
private equity fund (a “Fund”) manager and its
investors; however, for lenders interested in advanc-
ing credit to a Series LLC or a series thereof, it is
important to understand how Series LLCs differ
from traditional forms of limited liability entities.
This article discusses the nature and benefits of
Series Entities in the private equity context?, as well
as potential issues that lenders will want to take
into account when considering advancing credit to
a series under a Series Entities secured by investor
capital commitments.*
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} Background

A Series LLC is generally created pursuant to the
laws of the applicable jurisdiction of formation. A
defining feature of a Series LLC is the ability to
create an unlimited number of segregated subunits
or series (each, a “Series”) under the umbrella of a
single “master” LLC (or LP), permitting each Series
to have separate members, managers, equity
interests, assets, liabilities and business objectives
associated to it, with an internal liability shield as
among the Series that is intended to be enforceable
against creditors and other counterparties. This is
in contrast to a traditional limited liability com-
pany, which may have different classes of members
that have different rights, assets or liabilities
associated with such class, but such internal
organizational structure is not intended to impact
the obligations and liability of the limited liability
company as against creditors and counterparties.

At its heart, the Series structure promises the
ability to segregate the assets and liabilities of each
Series, such that the liabilities and other contrac-
tual obligations of any given Series may be enforced
only against the assets of that particular Series and
not the assets of any other Series or the “master”
entity itself, so long as the relevant statutory
formation and procedural requirements are met.’
In this respect, a Series LLC with liability



segregation promises owners the personal liability
protection as against third parties of a limited
liability company, while also permitting contractual
flexibility to effectively create mini-LLCs under the
Series LLC umbrella, whose activities are insulated
from each other and the Series LLC itself. Thus, in
the Fund context, each Series can have different
investors, with different investment strategies and
commitment periods associated with it, as if each
Series was an individual stand-alone vehicle.

In the context of a Fund formed as a Series LLC,
each Series may be governed by a common master
Fund-level limited liability company (an “Operating
Agreement”), or by both a Series-specific Operating
Agreement (or supplement or addendum) and a
master Fund-level Operating Agreement. Each
such Operating Agreement may provide different
operational, distribution, and membership mechan-
ics with respect to each Series, and each Series may
be administered by a separate manager, although
the same manager (or general partner) is often used
for all Series in a Series LLC. Funds may use Series
LLC technology to facilitate establishment of
different Investor commitment periods for each
Series and to house separate investments in indi-
vidual Series, thereby permitting investors to
commit capital to the Fund for particular periods or
specified uses.®

Other potential benefits to implementing a Series
structure include reduced formation and adminis-
trative cost. In some States, use of a Series LLC
allows a Fund to avoid registering multiple entities
with the State of organization, maintaining mul-
tiple registered agents and filing multiple sets of
annual reports and tax returns. Further, rather
than requiring a Fund sponsor to form a new entity
each time new investor capital is raised, the Fund’s
Operating Agreement may provide for the creation
of additional Series from time to time. Funds that
use a master Fund-level Operating Agreement to
govern each Series may also reduce legal costs
associated with the creation and negotiation of

multiple fund vehicles and Operating Agreements.
Aside from possible savings attributable to reduced
long-term formation and start-up costs, use of
Series Entities may result in minimized filing costs,
State franchise fees and compliance costs as well as
tax savings as compared to creating separate
entities instead of Series of a Series LLC.

While there are many potential benefits to a Series LLC
organizational structure, there may be risks in certain
circumstances as well. There remains uncertainty as to
the State and federal income tax treatment of Series
Entities and the Series within a Series LLC, as well as
their treatment for employment tax purposes.” In
addition, as more fully described below, it is not clear
whether the separate liability protection of a Series will
be upheld by the courts of a State that has not enacted
legislation providing for Series provisions for State law
liability purposes.® Further, accountants, lawyers and
other service providers may not have sufficient famil-
iarity with the series structure to provide adequate
advice on the unique issues that may arise in relation to
a Series LLC.

} Facility Structure and Loan Documentation;
Special Considerations for Series Entities

The basic loan documentation for a Facility advanced
to a Series under a Series LLC borrower is similar to
the loan documentation typically used for a Fund that
does not have a Series construct and will usually
include the following: (a) a credit agreement that
contains all of the terms of the loan, borrowing
mechanics, conditions precedent, representations,
warranties and covenants, events of default and
miscellaneous provisions typically found in a com-
mercial credit agreement; (b) a promissory note; (c) a
pledge or security agreement pursuant to which the
Lender is granted a security interest in the Collateral;
(d) account control agreement(s) over the account(s)
into which investors fund Capital Contributions in
response to a Capital Call to perfect the Lender’s
security interest therein and permit the Lender to
block withdrawals from such account(s); (¢) Uniform
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Commercial Code financing statements filed in
respect of Article 9 collateral against the applicable
debtors; and (f) other customary deliverables such as
officer’s certificates certifying as to the relevant
organizational documents, resolutions and incum-
bency signatures, opinion letters and other diligence
deliverables, as appropriate. While the basic loan
documents required under a Facility made to a Series
under a Series LL.C are comparable to those under a
Facility made to a traditional commingled Fund,
there are a number of potential issues that should be
considered during the underwriting and documenta-
tion process, as more fully described below.

A.OPERATING AGREEMENT PROVISIONS.

As with any Fund finance product, the Operating
Agreement of a Series LLC will need to be scruti-
nized prior to execution of a Facility to ensure that
the Operating Agreement contains adequate
Facility-related provisions. In addition, because the
assets and liabilities of a Series in a Series LLC are
often intended to be separate and distinct from
those of another Series and the Series LLC itself,
the Lender will need to confirm whether the
Operating Agreement adequately provides for such
segregated liability. This is particularly important
in determining the borrower structure, understand-
ing which Capital Commitments are associated
with (and thus available to) which Series, and
assessing the potential impact on one Series of debt
being incurred by another Series. For example, in
the Operating Agreement for a Series LLC, one
would expect to see prohibitions on the ability of
the Fund manager to issue a Capital Call to, incur
indebtedness on behalf of, or grant a security
interest in the assets of, one Series to repay indebt-
edness incurred with respect to another Series. As
such, the borrowing base for a Facility involving a
Series LLC would need to be established on a
Series-by-Series basis, with several liability among
the Series. As described above, however, there are
Funds that employ Series technology for reasons
other than asset and liability segregation, in which
case, a joint and several Series-borrower structure
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may be permissible, which would impact how a
Lender underwrites a Facility.

B. STATE LAW; RECOGNITION BY COURTS;
BANKRUPTCY CONSIDERATIONS.

A Lender that is considering offering a Facility to a
Series of a Series LLC will want to understand
whether the Fund’s State of formation, as well as the
governing law of the Facility, recognizes a Series
LLC structure. The Series LLC was first recognized
under Delaware law in 1996, and under current
Delaware law, a Series is authorized, in its own
name, to enter into contracts, hold assets, grant liens
and security interests in those assets, and sue and be
sued.® As of the date of publication of this article,
however, only about a third of States recognize the
Series LLC, and among the States that do, there is no
uniformity in law.!° In order for the segregation of
assets and liabilities of a Series to be recognized,
some States require specific legal hurdles to be
cleared during the formation process, including the
use of specific language applicable to the Series in
the Operating Agreement, and some States require
certain procedures to be maintained during the life
of the Fund, such as the maintenance of separate
books and records with respect to each Series. Other
States, such as Illinois, require each Series to publi-
cally register with the State. Understanding the
State’s Series LLC statutes will help a Lender assess
whether the necessary formalities have been
observed by the Series LL.C, whether it is possible to
structure a Facility to a Series of a Series LLC on a
Series-by-Series basis and whether the Facility
should contain statute-specific covenants.

As the Series LLC is a relatively new creature of State
law, there is limited jurisprudence addressing the
interrelation between States that have statutes that
provide for the segregation of assets and liabilities
between Series and those that do not, and it is not
settled whether courts in States that do not have
Series LLC statutes would recognize the segregation
of assets and liabilities across Series formed under the
laws of another State with a permitting statute.
Further, the treatment of a Series LLC and the Series



thereof under the US Bankruptcy Code is uncertain.”
It is unclear whether Series may constitute a “debtor”
under the Bankruptcy Code and thus if a Series may
file bankruptcy independent of the Series LLC and
other related Series, and whether a bankruptcy court
would uphold the segregation of assets and liabilities
if a Series related to a Series Borrower or the Series
LLC itself was subject to a bankruptcy proceeding.'?

In addition, a Lender should be aware that the
application of the equitable doctrine of substantive
consolidation could impact the outcome of a bank-
ruptcy case involving a Series LLC. The substantive
consolidation doctrine permits a Bankruptcy Court to
disregard the separate legal existence of entities when
they are determined to operate more as a single entity
instead of as separate individual entities. Because the
internal liability shield afforded by a Series LLC does
not hold when a Series LLC fails to satisfy the statu-
tory requirements for achieving separate liability, a
Series LLC may be at greater risk for being substan-
tively consolidated than individual limited liability
companies that sit under a parent limited liability
company.’® As such, to minimize the risk of substan-
tive consolidation, a Lender to a Series of a Series LL.C
will want to ensure that the Series borrower is acting
in its own name (which is clearly identified in the
Operating Agreement), is generally acting indepen-
dently of each other Series), maintains separate books
and records, does not commingle assets or prepare
consolidated financial statements, and is not cross-
accelerated, cross-guaranteed or cross-collateralized
with any other Series or the Series LLC. Accordingly,
it may be prudent for a Lender to require that the
Operating Agreement of each Series and/or the Series
LLC, and any debt instrument entered into by any
Series or the Series LLC and a Lender, contain
provisions (i) acknowledging the segregation of assets
and liabilities between the Series, (ii) providing that a
creditor has recourse only to the assets of the particu-
lar Series to which the debt relates and not to the
assets of the Series LLC or any other Series, and (iii)
providing that a creditor shall not be entitled to
petition for the liquidation or bankruptcy of any
Series or the Series LLC on the basis of the failure of a

borrower Series to repay any debts or liabilities owing
to a creditor. On the other hand, assuming no third-
party creditor has a lien on the Capital Commitments
related to any other Series, one can envision scenarios
under which substantive consolidation resulting in
elimination of the internal liability shields in a
bankruptcy proceeding could potentially benefit a
Facility Lender by increasing the pool of Investors
upon which a Capital Call could be made to repay
indebtedness. A review of the relevant State statues
and case law may reveal that other State-specific
provisions should also be included in the loan docu-
mentation for Facility to a Series.

C.SECURITY INTEREST AND PERFECTION MATTERS.

State law governing the formation of the Series LLC
and the Series must be carefully considered in
connection with secured Facilities, as such laws will
inform what steps should be taken by a Lender to
perfect its security interest in the Collateral. Asa
threshold issue, a Lender will need to confirm how
the Capital Commitments are held, as Series LLC
statutes often permit multiple alternatives; for
example, the Capital Commitments under the
Operating Agreement may be held by the Series
LLC itself, through a nominee or by a particular
Series of the Series LLC, and if held by a Series, it is
not always clear what the name of the Series may
be. A Series may or may not be a legal person
separate from its related Series LLC under the laws
of its jurisdiction of formation; if the Series is not a
separate legal person, then the Series possibly
cannot be a “debtor” for purposes of Article 9 of the
Uniform Commercial Code (the “UCC”). As a
result, consideration should be given as to whether
the Series LLC, in addition to the Series borrower
itself, should be included as a grantor under the
security and pledge documentation and in the
related UCC financing statement filings.

Assuming the Series can be a “debtor” under Article
9 of the UCC, the Series may not necessarily be a
separate “registered organization” for Article 9
purposes, unlike the Series LLC itself to which the
Series is associated.* This is relevant for the UCC
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Article 9 rules for determining where to file a UCC
financing statement and the legal name of the
Series to use in a UCC filing. Under UCC Article 9,
a “registered organization” is “located” for Article 9
purposes in the State of its jurisdiction of forma-
tion.! Thus, for example, a Lender would file a
UCC against a Delaware limited liability company
in Delaware; however, if the Delaware limited
liability company is a Series LLC, and the borrower
Series has its sole place of business in New York,
then it may be the case that a UCC filing against the
Series should be in New York and not in Delaware.'

Further, the legal name of the Series to use for
purposes of filing a UCC financing statement may
be uncertain given the Lender may not be able to
look to the “registered organization” naming rule
(i.e., one looks to the registered organization’s name
as stated on the public organic record most recently
filed with the organization’s jurisdiction of forma-
tion (e.g., a certificate of formation for a Delaware
limited liability company)). For example, if the
Operating Agreement of ABC, LLC provides for
Series 2018-1, is the legal name of such Series “ABC,
LLC, Series 2018-1" or “Series 2018-1 of ABC, LLC”
or “Series 2018-1"? In some cases, the Operating
Agreement or certificate of formation of the Series
LLC, as applicable, may refer to a Series in multiple
ways. Because of such uncertainties, it may be
prudent for a Lender to file multiple financing
statements and require that the Fund specifically
name each Series in the Operating Agreement and
refer to each Series in a consistent way throughout
the Operating Agreement and in its business
dealings. In light of these ambiguities, careful legal
analysis will be needed in order to ensure that the
Lender’s security interest in relation to a Series
borrower is adequately granted and properly
perfected. A Lender will also want to consider what
legal opinions are feasible in light of the potential
uncertainty around these collateral issues and what
level of opinion comfort it will need in extending a
Facility to a Series.
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D. OTHER FACILITY CONSIDERATIONS.

As mentioned above, in connection with document-
ing a Facility, the Lender should consider whether
Series-specific and statutory-related restrictions
are appropriate. The parties may agree that the
creation of a new Series or any change to the name
or structure of an existing Series shall require
Lender approval. The parties may also agree
whether any new Series will require Lender
approval as a general matter, and also prior to such
Series being added as a Borrower and receiving its
own borrowing base under a Facility (as may be
done in a legally several umbrella Facility struc-
ture). It is not unusual for such Facilities to include
ongoing representations and warranties to be given
by the Fund to the Lender as to various statements
of fact relating to the operating of the Series to
address the consideration and issues described
above. In conceptualizing how to address some of
the unique features of a Series LLC, Lenders may
look to some of the technology used in credit
facilities to Irish collective asset-management
vehicles and Cayman Islands-exempted segregated
portfolio companies, which employ segregation
technology not dissimilar to a Series LLC (albeit,
under different legal regimes).

}Conclusion

As more Fund sponsors consider implementing
Series LLC structures because of the cost and
administrative benefits they may offer, the number
of Facilities featuring a Series LLC is likely to grow
in the coming years. Lenders considering advanc-
ing a Facility to a Series of a Series LLC should be
aware that there remains uncertainty surrounding
the treatment of a Series under State law and the
Bankruptcy Code, but that there are techniques
available to help mitigate the related risks. With
adequate legal and credit due diligence and careful
structuring, Lenders may be able to arrange credit
Facilities to Series that meet the needs of its Fund
clients while also adequately protecting the
Lenders’ downside credit risk.



Please feel free to contact the authors with ques-
tions regarding Facilities to Series LLCs or the
various structuring alternatives and considerations
attendant to such Facilities. #
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Structural Changes in Hedge Fund

Financing Transactions

Bryan Barreras

A fund of hedge funds (“FoHF”) is an investment
vehicle that offers its investors exposure to a portfo-
lio of hedge funds selected by the investment
manager of the fund. The investment manager uses
his/her knowledge, diligence and expertise to select
and manage the hedge fund portfolio, saving his/her
investors from the need and the operational and
resource commitments to do so. In implementing
their investment strategy, FoHFs often utilize
financing transactions for various purposes, among
them to provide leverage and liquidity. Regardless
of purpose, because these funds have no natural life
span, the financing transactions typically remain in
place for lengthy periods of time. And because of
their relatively long durations, these transactions
often require amendments to accommodate changes
to the fund, transaction or structure of the pledged
collateral. While many such amendments are
routine in nature and may require limited legal
analysis, amendments related to, or arising out of,
certain changes to the structure of the fund or its
investment portfolio present potential legal issues
that should be considered in detail.

} Discussion

The hedge funds that comprise the investment
portfolio of a FOHF typically offer liquidity only
through redemptions, and these hedge funds have
the ability to restrict redemptions upon certain
events. During the 2008 financial crisis and the
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resultant reduction in the value and liquidity of
investments in hedge funds generally!, many FoHFs
were faced with investor redemption requests and
often restricted or delayed access to their hedge
fund investments (through to the implementation of
gates or the suspension of redemptions). Among
other things, the crisis highlighted the importance
of financing transactions to FoHFs as a tool to
manage their liquidity requirements— such transac-
tions could be drawn upon to meet investor
redemption requests if a FoOHF was unable or
reluctant to redeem its underlying hedge fund
investments. As a result, such funds now typically
maintain financing transactions even if they are not
pursuing a leveraged investment strategy, poten-
tially for the duration of the fund. Given the many
changes that such a fund can undergo during its life,
these financing transactions often require amend-
ment or modification, and such amendments can be
routine or they can be quite complex and present
potential legal, regulatory, structural and other
issues. This article will highlight some common
changes to the structure of a financing transaction
that present legal issues to be considered and
addressed.

} Change of Custodian

Most FoHFs hold their hedge fund portfolios
through a third-party custodian (as opposed to
holding the hedge funds directly), and this is



especially true for funds with financing transactions
in place. A typical FoHF financing transaction is
secured by, among other things, a pledge of the
fund’s hedge fund portfolio. Having this portfolio
held through a custodian in a securities account
substantially simplifies the collateral structure and
allows the bank? to perfect its security interest by
entering into a control agreement with the custo-
dian.? The custodian also serves as an institutional
third party that the bank can rely on for reporting
and to control ordinary-course investments, move-
ments of cash and redemptions of the hedge fund
portfolio (and ultimately to effect redemptions of
the portfolio of hedge funds in the event the bank
needs to enforce its remedies under a financing
transaction following an event of default).

Because the custodian plays such a key role in these
financing transactions, a proposed change of
custodian by the fund raises issues that need to be
properly considered and addressed (such as whether
the bank will consent to the change), as well as the
following:

*  Many custodians that serve FoHFs have a global
presence, so it is not uncommon for a change
of custodian to result in a change of applicable
law with respect to the bank’s security interest,
requiring local counsel in the new custodian’s
jurisdiction to be engaged and new security docu-
ments to be executed.

«  Operationally, re-registering the hedge fund
portfolio to the new custodian may take several
months, during which time the bank will require
a perfected security interest over the custody
accounts at both the prior and new custodian (as
well as reporting from both custodians during this
time).

» The Hague Securities Convention, which became
effective in the United States in April 2017,
has been especially relevant for FoHF financ-
ing transactions due to both the nature of the
pledged collateral and the global presence of the
custodians that serve this market, as mentioned

above. The Hague Securities Convention should be
considered for any financing transaction, espe-
cially those with a non-US custodian (in part due
to its “qualifying office” requirement).’

} Change of Fund Structure

A change in the structure of the fund would typi-
cally take the form of the addition or removal of
feeder funds and/or guarantors, which could involve
a new jurisdiction (if any such entity was formed in
a different jurisdiction). This could be requested in
order to provide leverage or liquidity at the level of a
feeder fund, to gain access to additional collateral
or to facilitate derivatives transactions (such as
foreign-exchange transactions) at a feeder fund.
While not as common as adding or removing an
entity, a change of jurisdiction of the fund could be
requested by the fund. Such a change with respect
to the fund may be sought as a way to increase the
investor base available to the fund. Some issues to
be considered here include:

*  The ability of an entity to provide a guaranty, or
the extent of such guaranty, may be limited and/
or restricted (and, even if not strictly limited,
may raise fiduciary concerns that should be
considered). In addition, certain jurisdictions
impose additional requirements with respect to
guaranties.

*  Because of the affiliation between a feeder fund
and a master fund, a pledge consent is typically
obtained from the master fund (if the feeder fund
is pledging its master fund shares), and such
consent may grant other rights to the bank (which
again may raise fiduciary concerns that should
be considered). Whether any additional security
is required (such as a guaranty from the master
fund) will need to be determined.

¢ Certain jurisdictions require funds to engage a
local custodian. To the extent the fund wishes
to continue to use its existing custodian, a sub-
custody arrangement may be requested by the
fund, which raises the points mentioned under
“Change of Custodian” above.
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} Change of Form of Transaction

A change to the form of the financing transaction
(for example, from a note purchase or a derivative
transaction to a credit facility) is not common and,
when it does occur, it is typically at the request of
the bank, most commonly in response to regulatory
requirements or the transfer of the transaction to a
different group within the bank. One example that
led to such changes was the implementation of the
Dodd-Frank Act, which affected certain FoHF
financing transactions that were in the form of
derivatives transactions.

Another change to be considered here is the addi-
tion or replacement of a bank in the transaction.
Because financing transactions with FoHFs have
traditionally been in the form of bilateral or occa-
sionally club transactions, the financing documents
do not always include the mechanics to easily add
or replace a bank.

e While a change to the form of a financing transac-
tion presents a number of issues, one in particular
to highlight here is the security interest of the
bank. To the extent the pledged collateral remains
the same (which may not be the case if the
original transaction was a derivative transaction
where the bank owned the hedge fund portfolio),
the bank will want to maintain the priority of its
security interest (or put in place a new or revised
security interest, if necessary).®

e A principal consideration when adding or replac-
ing a bank is whether all banks will be party to
the same financing agreement. While utilizing
a single financing agreement (with an agent to
act on behalf of the banks) may be mechanically
simpler, the banks may wish to employ their own
collateral valuation models and/or have different
pricing and other terms and therefore prefer
separate agreements (and the fund may also
prefer separate agreements for similar reasons),
necessitating an intercreditor agreement and/or
some form of sharing or segregation of the fund’s
hedge fund portfolio as collateral.
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} Other Matters Requiring Consideration

While this article has focused on structural changes
to financing transactions, there are other changes
that arise in order to maintain such long-dated
transactions that should be mentioned as well. To
note just a few, these include: (i) facility increases
(due to, e.g., organic growth of the fund or an
increase in the use of leverage); (ii) maturity exten-
sions (to keep the facility in place); (iii) revisions to
investment guidelines and/or haircut models (e.g.,
to accommodate changes in the portfolio of hedge
funds); and (iv) breach cures (e.g., to reflect changes
in the collateral or the operations of the fund over
time). While these changes tend to be relatively
routine and often require a simple amendment,
procedures and/or responsibilities should be put in
place to ensure that these changes are properly
authorized and addressed in a timely and proper
manner and to ensure that any legal issues that may
arise are identified and considered.

Finally, there is one last point that should be noted
with respect to amendments to transactions. The
form of the amendment to address any of the
matters raised herein can affect the rights of the
parties to these transactions. Care should be taken
to ensure that the amendment does not constitute a
novation of the existing transaction (unless this is
desired), especially if any agreements are being
amended and restated, as this could result in the
termination of the related security interest.’

}Conclusion

Financing transactions with FoHFs can be an
attractive product. For the funds, they can address
liquidity and leverage requirements and can be
used to facilitate transactions such as derivatives
that would otherwise require the fund to hold cash.
As for the bank, as these transactions often remain
in place for as long as the fund itself remains active,
they can provide long-term relationships with funds
and fund managers. However, they require atten-
tion and maintenance to address the needs and



changes of the fund and to protect the security

interest, and other benefits, of the bank providing

the financing. #
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Hedge fund industry assets under management (AUM) decreased
from more than $2 trillion in 2007 to less than $1.5 trillion in
2008. Hedge fund AUM remained below $2 trillion until late
2013. BarclayHedge - Hedge Fund Industry Assets Under Man-
agement — Historical Growth of Assets.

FoHF financing transactions take the form of, among others,
credit facilities, note issuances and derivative transactions. For
ease of presentation, this article generally discusses credit facili-
ties—most issues presented herein are relevant to each of these
transaction forms.

See www.mayerbrown.com/files/Publication/a444{5f4-2fa2-
42a5-8779-12064cb84b24/Presentation/PublicationAttachment
€20e94:33-1b84-4a67-a43e-1c896cbc79al/Fund-of-Funds-Fi-
nancing.pdf for a discussion of the pledge of a securities account

holding assets that may be subject to transfer restrictions.

Because the pledged asset is the fund’s custody account and the
rights related thereto, a pledge under the law of the custodian’s
jurisdiction is usually required.

See www.mayerbrown.com/files/Publication/4aaa2cb9-
a25f-4b4f-aa79-d282bc9d4032/Presentation
PublicationAttachment/3307e5af-af83-4ec9-847c-
dad50de4cf9c¢/170511-UPDATE-BF-Lending-FundFinance.
pdf for a discussion of the Hague Securities Convention, which

includes the requirement to maintain a qualifying office.

See www.mayerbrown.com/Amended-and-Restated-Financing-
Agreement-Should-Clearly-State-If-Not-Intended-as-Nova-
tion-11-29-2016/ for a discussion relating to maintenance of
security interests.

See ibid for a discussion relating to amending and restating
financing transactions.
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Unencumbered Asset Pool Credit Facilities:
An Alternative to Subscription, NAV

and Hybrid Products

Todd Bundrant
Vincent Zuffante
Kristin Rylko

} Introduction

As the fund finance market continues to expand, we
have seen a growing interest among real estate and
other private equity funds (each, a “Fund”) in
unleashing the value of their assets to optimize
investment returns. In order to meet the financing
needs of these Funds, a growing number of banks
and other credit institutions (each, a “Lender”) are
providing credit facility products supported by a
pool of the Fund’s unencumbered assets (each a
“UAP Facility”). While loan availability under UAP
Facilities is most often based on the value of a
Fund’s unencumbered real properties, recently we
have seen unencumbered private equity assets serve
as a basis of loan availability in an increasing
number of transactions. In light of this trend, this
article will discuss common features of UAP
Facilities and compare UAP Facilities to subscrip-
tion-backed credit facilities (also known as “capital
call” or “capital commitment” facilities, and each a
“Subscription Facility”), net asset value credit
facilities (each a “NAV Facility”) and hybrid credit
facilities (each a “Hybrid Facility”).

}Common Features of Subscription Facilities,
NAV Facilities and Hybrid Facilities

Loan availability under a Subscription Facility is
subject to a borrowing base, which is typically tied
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to the value of the pledged uncalled capital commit-
ments of investors satisfying certain eligibility
requirements, multiplied by an advance rate.
Subscription facilities commonly outline certain
events (e.g., investor bankruptcy, failure to fund
capital contributions, withdrawal or excuse rights)
that exclude investors from the borrowing base
calculation. In connection with a Subscription
Facility, a Lender will customarily receive a pledge
by the Fund and its general partner of their respec-
tive rights: (1) in and to unfunded capital
commitments of the investors in the Fund; (2) to
make capital calls and enforce the obligations of the
investors to contribute capital; and (3) to the deposit
accounts into which the investors are required to
fund their capital contributions.

In contrast to Subscription Credit Facilities (which
look “up” to capital commitments of investors to
determine loan amount availability), NAV Facilities
look “down” to the net asset value of the underlying
portfolio investments of the Fund in determining
borrowing availability. Consequently, NAV Facilities
may be particularly useful for mature Funds in
which the investors have already funded a majority
of their capital commitments and the Fund has
deployed this equity for purposes of assembling a
portfolio of investments. Loan availability under a
NAV Facility is customarily limited to the net asset
value of the “Eligible Investments,” multiplied by an



advance rate, subject to certain adjustments and
limitations. Similar to Subscription Facilities,
Lenders under a NAV Facility will typically impose
certain eligibility criteria when determining which
Eligible Investments to include in the borrowing
base (including considerations based upon invest-
ment strategy, liquidity and diversification of
investments), and ongoing inclusion is subject to the
absence of specified adverse credit/exclusion events
(e.g., liens, bankruptcy or insolvency events with
respect to the investments; failure by the Fund or
portfolio company to pay obligations; breaches of
material contracts with respect to the investments;
etc.). Although some Lenders will consider NAV
Facilities on an unsecured basis in the case of
high-quality asset classes, most Lenders will require
a pledge of collateral that typically includes: (1)
distributions and liquidation proceeds from the
Fund’s portfolio investments; (2) equity interests of
holding companies through which the Fund holds
such investments; and (3) in certain cases, equity
interests relating to the investments themselves.!

Hybrid Facilities represent a combination of the
collateral characteristics supporting Subscription
Facilities and NAV Facilities an approach that
allows Funds and Lenders maximum flexibility in
structuring the credit facility. And although Hybrid
Facilities were originally utilized by Funds nearing
the end of their investment period (and following
the accumulation of portfolio investments), they are
now also being put in place at the time of the initial
investor closing to provide seamless funding
throughout a Fund’s lifecycle. In determining loan
availability under a Hybrid Facility, Lenders will
typically look down to the net asset value of the
underlying portfolio investments of the Fund, as
they would in a NAV Facility; however, unlike a
NAV Facility, Hybrid Facilities almost always
include a borrowing base component tied to
undrawn investor commitments and covenants that
ensure there is a sufficient surplus of uncalled
capital commitments. As a result, hybrid facility
Lenders typically coordinate between product

groups and share institutional knowledge in order
to provide bespoke collateral support solutions in
the form of uncalled capital commitments and a
pool of known and potentially unknown portfolio
assets (as proceeds from the Hybrid Facility may be
used to purchase these assets). And because support
for a Hybrid Facility is typically made up of some
combination of the collateral pledged under
Subscription Facilities and NAV Facilities, both
Lenders and Funds are able to craft customized
liquidity solutions based on the availability and
suitability of such collateral.

} Common Features of UAP Facilities

Unlike Subscription Facilities (which look to the
uncalled capital commitments of certain investors)
or NAV Facilities and Hybrid Facilities (which
primarily look to the net asset value of Eligible
Investments), UAP Facilities look to the value of a
subset or pool of the Fund’s and/or its affiliates
unencumbered assets to determine loan availability
and are unsecured. Lenders will only give borrow-
ing base credit with respect to assets that are
unencumbered, meaning the assets are free and
clear of all secured indebtedness and liens and
encumbrances, and the value of such assets is
typically multiplied by an advance rate and subject
to certain deal-specific adjustments. Similar to
Subscription Credit Facilities, NAV Facilities and
Hybrid Facilities, Lenders will often impose addi-
tional borrowing base eligibility requirements when
determining loan availability under a UAP Facility.
For example, in a UAP Facility where the unencum-
bered asset pool is real estate, common eligibility
criteria include requirements that: (1) the owner of
the property has no secured or unsecured indebted-
ness with respect to the property, subject to certain
carve-outs; (2) the owner of the property has the
rights to create liens on the property to secure its
indebtedness and to sell, transfer or otherwise
dispose of the property; (3) the property is fully
developed and the improvements thereon are
completed; (4) the property is wholly owned by the
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Fund or an affiliate thereof; (5) the property is
located within a specific geographic area; and (6)
the property is in compliance with laws and regula-
tions and is free from major architectural
deficiencies, title defects, environmental conditions
or other adverse matters. Likewise, UAP Facilities
typically provide mechanics for removal of unen-
cumbered assets that may cease to satisfy the
eligibility criteria and addition of unencumbered
assets that meet the eligibility requirements after
the closing of the facility.

The ability to add and remove assets from the
availability pool provides the Fund with tremen-
dous flexibility relating to its financing options for
such assets. In many cases, a Fund may utilize a
UAP Facility during the process of acquiring a
portfolio of investments due to the efficiency of
adding assets to the line. Thereafter, a Fund may
optimize individual asset pricing and liquidity by
negotiating secured financing terms (and simply
removing the asset from the UAP Facility pool).
And although UAP Facilities are commonly com-
prised of unencumbered real estate assets, in recent
years we have also seen Lenders extend credit to
Funds and their affiliates based on the net asset
value of unencumbered private equity assets. The
borrowing base for these UAP Facilities have
included pools of equity interests in a Fund or
portfolio company, portfolio company indebtedness
and equity securities issued by an entity in connec-
tion with collateralized loan obligations.

In terms of UAP Facility covenants, perhaps the
most prominent provision is the negative pledge
with respect to the unencumbered assets (meaning
that the Fund and the other loan parties agree not
to pledge the unencumbered assets receiving
borrowing base credit to secure indebtedness). And
unlike a NAV Facility, which will typically prohibit
liens on all assets of the Fund and its affiliates
(subject to specific carve-outs), the negative pledge
featured in a UAP facility is customarily limited to
the unencumbered assets receiving borrowing base
credit and the equity of the entities holding such

32 FundFinance Market Review | Spring2018

assets, thus affording the Fund and its affiliates the
flexibility to encumber properties that are excluded
from the borrowing base to meet ongoing business
needs. UAP Facilities typically also include finan-
cial covenants applicable to the Fund and/or its
affiliates, such as maximum leverage ratios, maxi-
mum indebtedness levels, minimum net worth,
interest coverage, fixed charge coverage, etc. These
covenants serve to give the Lender comfort as to the
financial health of the applicable loan parties.

While the nature and extent of the collateral is a
distinguishing feature of Subscription Credit
Facilities, NAV Facilities and Hybrid Facilities, UAP
Facilities, by contrast, are typically unsecured. As
such, Lenders will often require each owner of the
unencumbered assets included in the borrowing base
to fully guaranty the obligations under the UAP
Facility to the extent that such owner is not a direct
borrower under the facility. UAP Facilities also often
include specific financial covenants addressing the
unencumbered assets used to support the borrowing
base, such as minimum asset value, minimum
number of assets and concentration limits with
respect to such assets (e.g., no more than a certain
percentage of the aggregate value of unencumbered
assets is attributable to any single unencumbered
asset or no more than a certain percentage of assets
are located in a single jurisdiction). Some UAP
Facilities include a covenant that the Fund will grant
a security interest in some or all of the unencum-
bered assets included in the borrowing base if
certain performance metrics are not satisfied.
Further, UAP Facilities may also be structured
without a borrowing base, in which case the Lenders
rely on financial and other covenants to monitor the
asset pool and financial condition of the Fund.

}Conclusion

As the fund finance market matures, Lenders and
Funds continue to explore new and innovative ways
to finance investments and otherwise obtain
liquidity from existing pools of assets. Alongside
the rise in NAV Facilities and Hybrid Facilities, we



have seen a number of Funds in recent years seek
out financing under UAP Facilities for a growing
number of asset classes. Because UAP Facilities
provide Funds with an alternative method for
satisfying financing needs and optimizing returns
for Fund Investors, we expect to see continued
growth of these facilities in the coming years. #

Endnote

1 For further discussion of NAV and Hybrid Facilities, see “Net
Asset Value Credit Facilities” in the Mayer Brown Fund Fi-
nance Market Review (Summer 2013), available at www.
mayerbrown.com/files/Publication/5fd578e0-4b3c-44.ca-
9bel-067497f87f8b/Presentation/PublicationAttachment,
f7a7e13d-58af-4d95-9b92-271daf64e4f7/Mayer%20Brown
Fund-Finance-Market-Review-Summer-2013.pdf, and “Hybrid
Credit Facilities” in the Mayer Brown Fund Finance Market

Review (Fall 2017), available at www.mayerbrown.com/files/
Publication/5d762917-53ee-4b79-abba-8628bdbe46a0/Presen-
tation/PublicationAttachment/5f0404.04-e76e-4bfa-8e07-ale-
6528bebb3/Fund-Finance Review Fall 2017.pdf.
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