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This week we continue our focus on NAV loans and, more specifically, a common structuring issue for NAV
secondaries facilities: the “indirect pledge.” For our purposes, NAV secondaries facilities refer to loans to secondary
private equity funds (i.e., funds that invest in other private equity funds, primarily by purchasing existing commitments
from limited partners seeking to exit their investments). For these types of facilities, the value of the borrower’s portfolio
of fund investments (“Portfolio Investments”) support its loan obligations. As discussed below in greater detail, the
primary structural risk for a transaction of this type is that lenders typically will not have a direct security interest in the
assets that support the borrower’s loan obligations (i.e., the Portfolio Investments themselves), instead taking an
“indirect pledge.”

Almost universally, the terms of the underlying fund documentation governing each of the Portfolio Investments will
stipulate that granting direct security in the Portfolio Investment, in addition to any future transfer of such Portfolio
Investment (i.e., in connection with a foreclosure by a secured creditor), will require the consent of the portfolio fund’s
general partner or manager (as applicable). Obtaining such consents can be a cumbersome process for which there is
no assurance of success, as some general partners may be wary of pre-consenting to a transfer of a Portfolio
Investment to an unknown third-party transferee in a foreclosure scenario without imposing conditions. In order to
mitigate these issues, NAV secondaries facilities are typically structured so that the borrower will hold the Portfolio
Investments in a wholly owned special purpose vehicle (“SPV”). This structure allows the borrower to pledge the equity
interests in the SPV to the lenders as collateral for its loan obligations. In other words, by pledging the equity interests
in the SPV, the borrower provides the lenders with an “indirect pledge” of the Portfolio Investments. Note that in
addition to the pledge of the limited partnership interests (or equivalent) in the SPV, the lenders would also typically
receive a pledge of the management rights of the SPV. This would be obtained either via a pledge by the SPV’s
general partner of its general partnership interest therein or a pledge by the SPV general partner’s parent entity of its
equity interests in the general partner. To avoid any leakage of value from the underlying fund portfolio, the SPV will
also complete the collateral package by providing the lenders with security over the SPV’s cash accounts to which
distributions from the Portfolio Investments are paid. It is also worth pointing out that what we have described here is
the most common/simple structure for NAV secondaries facilities and that there are variations of this structure, with the
common theme being an “indirect” (as opposed to direct) pledge of the Portfolio Investments supporting the loan
obligations.

There are a number of issues that lenders must be cognizant of when dealing with “indirect pledge” structures. We
have highlighted a couple of these key considerations below:

Indirect pledge means indirect foreclosure. Since there is no direct pledge of any of the Portfolio Investments,
lenders will not be in a position to unilaterally liquidate individual Portfolio Investments in a foreclosure. It is a fairly
common misconception that upon an event of default, the lenders can just take “control” of the SPV and liquidate the
Portfolio Investments as they see fit, then returning the SPV (with the remaining assets) to the pledgor. However,
secured creditors may not necessarily be afforded such rights under applicable law, at least not without the consent
and cooperation of the borrower and the SPV. Instead, upon an event of default, the lenders are limited to foreclosing
on the assets that actually constitute the collateral, which in this scenario would be a sale of the equity interests in the
SPV (i.e., an “indirect” foreclosure of the Portfolio Investments). What this means practically is that any foreclosure
would require the sale of the entirety of the portfolio of Portfolio Investments together. This lack of flexibility may not
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result in maximization of the liquidation value of the portfolio, as buyers in a foreclosure sale may be more interested in
certain Portfolio Investments than in others. In order to mitigate this concern, we frequently see contractual obligations
for the borrower to take the lenders’ instructions following an event of default regarding the disposition of individual
Portfolio Investments. More so, given that these facilities are typically significantly over-collateralized, the borrower is
incentivized to work cooperatively with lenders in identifying specific Portfolio Investments to be liquidated in order to
maximize the residual value to the borrower following a foreclosure.

Indirect pledge and transfer restrictions. Just as the general partner of a Portfolio Investment may object to the
borrower’s grant of a direct security interest in such Portfolio Investment, that same general partner may similarly
object to (a) the creation of the “indirect” security interest arising from the pledge of equity interests in the SPV and/or
(b) the “indirect” sale or other liquidation of the Portfolio Investments via a foreclosure sale of the equity interests in the
SPV. Taken together, if it sought to interfere, a motivated general partner may adversely affect the timing, process and
(potentially) the ultimate ability of the lenders to practically implement certain of its enforcement rights provided under
the collateral documentation (as described above). Lenders may seek to mitigate this risk by conducting additional due
diligence of the underlying fund documentation governing each of the Portfolio Investments. In particular, the
substance of such review should focus on: (i) whether such underlying fund documentation prohibits indirect pledges
and transfers (either generically or with a detailed prohibition that more clearly describes the facility’s collateral
package) and (ii) the specified consequences of a breach of such a prohibition. For example, the limited partnership
agreement for a Portfolio Investment may simply specify that an indirect pledge or transfer is “null and void”;
alternatively, it may specify more punitive consequences, such as deeming the relevant limited partner (in this
scenario, the SPV) a defaulting partner that loses voting rights and/or rights to distributions, that is subject to a forced
sale of its interest, and/or that is subject to a write-down of its equity by the general partner of such portfolio fund.
While lenders may take different views as to the significance of a portfolio fund’s limited partnership agreement
declaring an indirect pledge or transfer “null and void” (i.e., a pledge or transfer where the relevant persons are not
actually parties to the limited partnership agreement in the first place), lenders and borrowers both want to avoid
violating any such prohibition that has specific punitive contractual consequences for such violations. Borrowers do not
want their financing arrangements negatively impacting the value of their investments, and lenders do not want to lend
against assets whose value will be impaired either by the existence of the indirect security or the lenders’ attempts to
foreclose thereon. In these instances, the parties should seek the upfront consent of the relevant Portfolio Investment’s
general partner to the indirect pledge (and, if possible,) the indirect transfer of such Portfolio Investment upon
foreclosure. If the borrower is unable to obtain such a consent for such a Portfolio Investment, lenders may assign a
reduced value (which may be zero) to that Portfolio Investment in calculating the borrowing base for the loan.

As should be clear from the discussion above, the indirect pledge structure that is commonly used for NAV secondaries
facilities is an imperfect solution to the issues that arise when seeking to lend against, and take security over, private
equity fund interests. However, most of the resulting concerns can be significantly mitigated by careful structuring to
ensure lender and borrower incentives are aligned, and by doing thoughtful diligence of the Portfolio Investments.



