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Over the past 18 months, as we have previously discussed here, here and here, use by private equity funds of both
NAV loans and preferred equity solutions has increased. For our purposes, NAV loans are loans to private equity funds
that are supported, either on a secured or unsecured basis, by the value of the assets of the private equity fund. The
loans are senior obligations of the borrowing fund and are documented under loan agreements with robust
representations, covenants and events of default. The loan covenants typically place limitations on the activities of the
borrowing fund, such as the amount of overall indebtedness it may incur, its ability to pledge or dispose of investments
and its use of cash received from portfolio investments. NAV loans have fixed maturities that can only be extended by
agreement of the lenders and have largely fixed returns to lenders (typically in the form of a floating interest rate plus a
spread).

Preferred equity solutions provide capital to a private equity fund via the issuance and sale of equity capital, or
“preferred shares,” which preferred shares are not secured by the assets of the private equity fund. The claims of
preferred shareholders are senior to the claims of the issuing fund’s ordinary equity investors, but are junior to the
claims of debt creditors. Preferred shares typically impose fewer restrictions on the activities of the issuing fund and
don’t have fixed maturities. They also afford more flexibility to structure the return to the capital provider (i.e., the
purchaser of the preferred shares), often giving the preferred shareholder a priority claim to distributions from a fund’s
investment portfolio up to a certain multiple of the purchase price of the preferred shares (the hurdle rate of return).
This threshold level, if met, provides the purchaser of the preferred shares a minimum rate of return on its investment
before the right of ordinary investors to receive further distributions of capital resumes. Even after the hurdle rate of
return has been achieved, though, the preferred shareholder may retain some additional (but reduced) entitlement to
the residual value of the fund’s investment portfolio alongside ordinary investors.

Both NAV loans and preferred shares provide capital that enables private equity funds to monetize or expand their
investment portfolios, and we often encounter these two options in the context of a private equity fund determining how
best to raise capital for such purposes — i.e., whether the fund prefers the lower cost of a loan or the flexibility of
preferred shares. Not surprisingly, though, we are increasingly seeing NAV loans and preferred equity solutions being
deployed together, with investors in private equity funds (including secondaries funds) using NAV loans to finance their
purchases of preferred shares.

Lending against preferred shares rather than portfolio investments raises unique issues. We highlight certain
considerations for lenders for these types of facilities below:

o Valuation. Lenders need to make sure that the valuation of the pledged preferred shares for borrowing base and
LTV calculations is tailored to the distribution and liquidation rights attributable to the preferred shares in the issuing
fund’s constituent documents. In addition, given that preferred shares still rank behind any debt claims, lenders
need to ensure that any debt incurred by the issuing fund is accounted for in producing such valuations.

« Cash Flows. Once the hurdle rate of return has been met for the preferred shares, the value of the preferred shares
will be significantly reduced, even if there is a significant amount of value remaining in the portfolio. Lenders should
structure cash sweeps and loan amortization provisions to ensure that the loan obligations are repaid before the
hurdle rate of return is met.

« Passive Investments. Preferred shares are commonly structured as passive investments with respect to the
issuing fund and its underlying portfolio. Unlike a foreclosure on an investment portfolio under a NAV loan, lenders
will not assume any active rights of management or disposition with respect to the underlying investments on
foreclosure. Lenders should carefully diligence the constituent documents of the issuing fund to make sure the
distribution and liquidation rights of the holders of preferred shares are sufficiently hardwired.
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+ Diligence and Consent. Although preferred shares provide economic exposure to a portfolio of investments, that
exposure is provided through securities issued by a single fund. The ability of foreclosing lenders to effect a
disposition of preferred shares pledged as collateral will depend on the terms of those preferred shares. Wherever
possible, lenders should obtain consent from the issuing fund to both (i) the pledge of the preferred shares that are
pledged to secure the loan obligations and (ii) the transfer of such preferred shares upon a foreclosure by the
lenders.
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The Fund Finance Association this week released the agenda and speakers for FFA University. Click here to review.
The virtual event is September 21st and is designed for new bankers and lawyers transacting under U.S. law. For more
information or to register, click here.
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The Fund Finance Association Next Gen network is hosting an event with psychologist, counsellor and trainer Mandy
Rutter. Sign up to learn more about the three dimensions of burnout and how we can grow and adapt to better
manage and prevent burnout.


https://us06web.zoom.us/webinar/register/WN_kZin8_B-QVGTYlgsyaOk_A
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In this week’s Fund Fanatics episode, Jeff Maier and Scott Aleali begin their conversation with Michael Sidgmore, Co-
Founder and Partner at Broadhaven Capital Partners, by stepping into the rapidly developing trend in alternative
investment assets — Alt Alt Assets, the merging of finance and culture. Part 1 of this two-part discussion highlights the
potential for private equity, as the democratization of access to non-traditional assets gains steam. Check out Part 1
here.
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Congrats to Cadwalader Fund Finance team attorneys who were recently included in the 2022 (2nd annual) edition of
the Best Lawyers: Ones to Watch in America® for their work in “Banking and Finance Law.”

This series recognizes newer attorneys who are in private practice and who were selected based on the reviews of
peers in their same practice area(s) and in the same geographic region.

We are gratified to see Danyeale, Mark, Eric and Olivia recognized for their many contributions to our practice!

To view all the Best Lawyers in America 2022 results, please visit here.
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