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In this article we look at the lender's right to challenge a sponsor’s valuation of their investments in the context of a
NAV-backed financing. This right to challenge is a relatively recent development in these transactions, which has come
in and out of vogue depending on the general state of the market, with a notable rise at the beginning of the pandemic
due to concerns over the accuracy of valuations in the near term.

All the same, as NAV facilities become more and more prevalent in the market, we are seeing something approaching
a settled market position when it comes to the triggers, exercise and consequences of a lender’s right to challenge
valuations. Below is a summary of the most commonly negotiated aspects.

For context, this article speaks primarily to European bank-led NAV facilities lent against one or more direct private
equity investments. Other asset classes will work quite differently — in particular, private credit, which typically follows
the well-established norms of the ABL space, or secondaries, where there may be less scope to challenge a valuation
owing to the underlying reporting not being produced by the borrower but by the investee sponsor.

» Triggers to challenge. The facility agreement will typically include various provisions that flow from the level of the
LTV ratio, such as margin ratchets, cash sweep percentages and drawstops, as well as financial covenants. The
trigger to a challenge right that we see most often is based on the lenders, following delivery of the relevant
reporting, taking the view that the reported LTV is incorrect to the extent that a different margin or cash sweep
percentage would apply, or there would be a drawstop or a financial covenant breach. Alternatively, there may be a
hardwired percentage by which the lender must believe that the value has been overstated.

« Who can challenge. In a syndicated facility, individual lenders may have the right to challenge a valuation or it may
be a majority lender decision, and this will vary from deal-to-deal.

« When a challenge can be made. There will typically be a set period following delivery of the relevant reporting for
the lender to challenge a valuation, which will clearly be a point of focus for a sponsor not wanting to have a
potential revaluation hanging over them for an extended period of time. There may be a consultation period before
any third-party valuer is appointed, during which the lenders and sponsor will conduct good-faith discussions to
agree a valuation between themselves for a set period of time, and if a resolution cannot be reached, then the
process becomes more formal. Timeframes vary but tend to be a matter of a few weeks from delivery of the initial
reporting to appointment of a third-party valuation agent, during which time distributions may be restricted. There
may also be a set period during which the valuation must be completed. The time allowed to make the challenge
and appoint the third-party valuer is important — too short a time can leave the lenders with an unworkable mechanic
that practically times them out of being able to make the challenge in accordance with the challenge mechanic
requirements.

+ Regularity of challenge. There will usually be a limit on how often a lender can challenge a valuation, typically
starting from once per quarter with overall annual limits. However, these limits may be disapplied where a challenge
is deemed successful (please see below) or a default is continuing.

« Appointment of valuation agent. The agent appointed will most often need to be from a pre-agreed list of names,
or by agreement between the sponsor and lenders. Where agreement between the sponsor and lenders is required
this needs to be factored into the timing for making the appointment to avoid a situation where the sponsor can
frustrate the use of the mechanic through its failure to agree the valuer in a timely fashion.

« Valuation scope and methodology. This goes to the heart of what a revaluation is intended to achieve. While a
lender will want the valuation agent’s scope to be as broad as possible, sponsors will prefer to limit it to a review of
the sponsor’s application of its own valuation methodology as set out in the relevant reporting and not the
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underlying data or choice of methodology. In any event, the sponsor will need to agree to provide all access
necessary for the agent to carry out their agreed scope. Which investments are included will also be a point for
discussion — should the review be only in respect of the investment(s) that the lender thought overstated in the
report or in the entire portfolio? It may be that a critical mass threshold is agreed, whereby an initial challenge is only
in respect of the relevant investment(s), but repeated concerns or successful challenges allow the lender to open up
the entire portfolio.

Successful challenge. What constitutes a successful challenge will be a matter of negotiation, and is often pegged
to the initial trigger, i.e., success may mean that the revaluation determines that a higher margin or cash sweep
threshold should apply or there is a drawstop or a financial covenant breach (a “Facility-Based Event”), and/or that
the relevant investment(s) is marked down by a set percentage on the reported value.

Consequences. Where success is determined by reference to a Facility-Based Event, the third-party valuation will
be used to re-calculate the LTV ratio, which will then automatically be applied to set the margin, cash sweep
percentage, etc., until the next report. Alternatively, where success means demonstrating a set percentage reduction
on the reported value, it may be that it is only by hitting that percentage reduction that the LTV is re-calculated — for
example, where the success threshold is set at a 10% reduction but the revaluation only results in a 5% reduction,
the entire reported valuation continues to be used for LTV purposes (not the 95% determined by the valuer). This
can result in a perverse position where it is shown that a different ratchet should apply but because the variation
does not meet the required percentage variation, both the existing valuation and ratchet stand and the challenge is
considered to have failed. The greater the required percentage variation the greater the risk of such an outcome.
Another material consequence of a valuation being deemed successful is the allocation of the costs of the valuation
between borrower and lender.



