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By Chad Stackhouse
Partner | Fund Finance

By Ryan Gee
Associate | Fund Finance

We have recently been fielding a number of questions from our lender clients on the application
of certain investor side letter provisions on the collateral package that secures the repayment of
a subscription credit facility. A typical collateral package for subscription credit facilities consists
of the fund’s limited partners’ unfunded capital commitments, capital contribution proceeds, and
the general partner’s right to call capital from the limited partners. It is common for investors to
enter into side letters, which are separate written agreements with the fund which amend,
supplement, and alter the terms of the investors’ rights and obligations under its limited
partnership agreement with the fund. These changes agreed to by the fund in a side letter may
have material implications on a lender’s subscription credit facility. Here we take a look at
certain side letter provisions that impact a subscription credit facility, how these provisions
operate, and how lenders look to mitigate the risks associated with the consequences of the
side letter provisions.

Most Favored Nation (MFN) Clause

A MFN provision seeks to provide assurances to an investor that they will receive the same
terms and benefits that a fund may offer to another investor in the fund. The MFN permits such
investor to elect the more favorable right granted to such other investor in their side letter. MFN
provisions generally appear in the investor’s side letter, but it is important to also review the
applicable partnership agreement closely to determine if a MFN provision is included as well.
The various MFN provisions may be problematic from a lender’s perspective, as one negative
side letter provision, such as a defense against an unconditional funding requirement, could
spread to multiple investors if the MFN provision is broadly drafted and doesn’t contain
limitations or carve-outs narrowing the provisions that an investor can elect into from such side
letters.

MFN provisions typically contain limitations on what the investor may elect from other investors’
side letters. One of the most common limitations is that an investor can only elect provisions
that were granted to other investors with a capital commitment equal to or less than the
investor. Investors may also often aggregate their capital commitments with affiliates for the
purposes of MFN, so lenders must be mindful of this aspect when determining which provisions
may be electable by other investors.
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There are also substantive mitigating limitations that may be included in MFN provisions.
Generally, these limitations prevent an investor from electing via MFN any side letter provision
that other investors received related to (i) laws or statutes that specifically regulate the activities
of the other investor and require special rights in order to comply, (ii) rights granted to other
investors related to their place of organization, for tax purposes, to their ERISA status, and (iii)
any reduction in management fee percentage or carried interest percentage.

Lenders must stay apprised of how the MFN is drafted when it has been determined that an
investor has a non-lender-friendly side letter provision. Excluding one investor from the
borrowing base isn’t ideal but manageable and may still provide sufficient availability and
collateral coverage to support the credit facility. However, if the investors each receive very
broad MFN provisions, the exclusion of multiple investors from the borrowing base would
significantly compromise the lender’s ability to extend credit and may even preclude the deal
from moving forward.

Reservation of Sovereign Immunity

Certain investors, by virtue of being a governmental entity or agency, such as state
governments, public pensions, and state university endowment funds, may have immunity from
contractual claims and other lawsuits through a reservation of sovereign immunity included in
the investor’s side letter. Generally speaking, these entities and agencies may be immune from
suit and liability due to the legal protection provided by the sovereign immunity doctrine
pursuant to the Eleventh Amendment of the United States Constitution and even a number of
state Constitutions. The reservation of sovereign immunity clause in a side letter may also
include that the investor does not agree to fund without setoff, counterclaim, or defense. These
provisions may create an uncertain risk for a lender if not waived or mitigated, as the sovereign
immunity protections may cast doubt on the ability of a lender to successfully enforce its rights
to call capital from the sovereign investor in the event of a default under a credit facility.

However, exceptions to broad sovereign immunity do exist, as many states have enacted
statutes that expressly waive immunity for contractual claims in commercial transactions (i.e., a
sovereign investor making a capital commitment to a private fund with a subscription credit
facility in place). There are also common law waivers that have been upheld by state supreme
courts on the basis that when a state, including its agents and instrumentalities, enters into a
commercial contract, the state consents to being sued and waives its sovereign immunity with
respect to its contractual obligations.

In the event a reservation of sovereign immunity provision appears in an investor’s side letter, it
is critical from a lender’s standpoint to confirm that the provision also includes sufficient
mitigating language. While the mitigating language can come in a variety of forms, such as a
full waiver, an acknowledgment that the investor remains obligated to contribute capital, etc.,
lender’s counsel must make sure this additional language is adequately covered in the side
letter. The mitigating language can be straightforward, and something similar to the below, at
the end of the sovereign immunity provision, can be very beneficial from the lender’s
perspective:

“The foregoing shall not be interpreted to relieve the Investor from any of its contractual
obligations under the Partnership Agreement and applicable Subscription Agreement,



including, without limitation, with respect to funding its Capital Contributions or returning
distributions.”

Another more encompassing example of sovereign immunity mitigating language is
represented by the following:

“Notwithstanding the foregoing, nothing in this foregoing paragraph shall be construed to
compromise or limit the contractual obligations of the Investor under the Partnership
Agreement or the Investor’s subscription agreement, including without limitation the
Investor’s obligation to contribute capital, make payments or return distribution to the
Partnership, when and as called, in accordance with the terms and conditions of the
Partnership Agreement and the Investor’s subscription agreement, and nothing contained
herein shall reduce or modify the rights of the General Partner or the Partnership to seek to
enforce such obligations of the Investor at law or in equity.”

If the side letter is in final form without any mitigating language, and it is unlikely that the side
letter can be amended, lenders may also request that the investor deliver a separate Investor
Letter. Investor Letters can be an effective method of mitigating a reservation of sovereign
immunity provision, as it puts the investor within contractual privity with the lender. An Investor
Letter is an acknowledgement and agreement by an investor for the purpose and benefit of a
lender extending credit to a fund in a subscription credit facility. While the Investor Letter can
come in many forms, an effective Investor Letter will acknowledge (i) the credit facility, (ii) that
the investor will honor its capital commitment to the fund, and (iii) that the investor will make
capital contributions when called by the fund to repay outstanding fund obligations to the
lender. Investor Letters may also provide an agreement by the investor to unconditionally fund
capital contributions for the purpose of repaying any outstanding obligations without defense,
setoff, or counterclaim.

Lenders should remain diligent of the various sovereign immunity provisions that can exist in a
side letter, and the different mechanics that can be implemented and relied on in order to
mitigate the applicable sovereign immunity provision.

Cease Funding/Withdrawal Rights

A cease funding right in a side letter is a provision that allows for an investor to immediately
stop funding any capital contributions to the fund when called by the general partner without
being declared a defaulting investor, and withdrawal from the fund. Typical cease funding rights
are related to (i) placement agent disclosure provisions, (ii) political candidate campaign
contributions, and (iii) ERISA and tax purposes. These cease funding and withdrawal rights
present a major concern for lenders. There is significant risk to a lender’s repayment source if
the fund’s ability to repay the obligations under a credit facility is compromised by an investor
exercising a cease funding right. The commitment by the investors to honor their capital call
obligations is an important part of the lender’s collateral and source of repayment, so the
prevalence of cease funding rights within side letters can vastly change a lender’s underwriting
process.

Typically, investors with cease funding rights are excluded from the borrowing base. However, a
more complicated issue arises when an investor with significant fund concentration has entered
into a side letter with a cease funding right and the investor’s commitment needs to be included



in the borrowing base to unlock the requested availability under the credit facility. Apart from
excluding the investor, there are certain representations and covenants that should be added to
a credit agreement to mitigate these cease funding and withdrawal provisions. For placement
agent disclosures, the representations may include disclosure compliance and covenants, and
an event of default if the fund fails to comply with the side letter provisions that trigger the
cease funding and withdrawal rights. An expedited clean-down period may also be added to the
credit agreement in order to minimize the risk of having any loan obligations outstanding for an
extended period, which would ensure that the fund is paying down the loan balance more
frequently to reduce the risk of the cease funding event occurring while there are outstanding
obligations.

In most cases involving cease funding rights, the practical solution for a lender is to exclude the
investor from the borrowing base. However, when this solution isn’t feasible or exclusion is
impractical, lenders must be aware of and familiar with the other available options to help
mitigate against the potential risks associated with investor’s right to cease funding or
withdrawal from the fund.

While we touched on only three separate side letter provisions, these three are some of the
most common we see lenders ask questions about and try to navigate when setting up a new
credit facility. It is always best practice to review the side letters as soon as possible during the
underwriting process and, hopefully, even when the side letters are in draft form. This additional
time is beneficial so that the parties can work through the above-mentioned side letter
provisions and any other problematic side letter provisions in advance of a closing or funding
request under a credit facility.
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The Fund Finance Association European Symposium was held this week in London, bringing
the industry together in Europe for the first time since 2019. 

The event was a tremendous success, with a packed agenda spanning three days from the
opening reception on Monday through to the conclusion of the symposium with the Women in
Fund Finance Networking Brunch on Wednesday morning.   

The main conference day on Tuesday saw the industry return to the Landmark Hotel for a full
program of networking events and panel presentations, a highlight of which, for many, was the
fireside chat with Steven Bartlett presented by Emma Russell. 

The panel sessions throughout the day covered a broad range of topics. For example, the
"Mind the Gap" panel hosted by Navdeep Benning discussed the structuring and merit of GP
support facilities and financings to continuation funds, while, in the "Dragon’s Den" session,
Kathryn Cecil led the panel through a discussion of the viability and need for pre-close credit
lines. 

It was great to hear so many different products being discussed under the fund finance
umbrella, showcasing how much our market has evolved. And in both the sessions and
networking events, non-bank lenders and NAV and pref financings seemed to be the topics of
the day, with a detailed discussion of pref and NAV structures (that included our own Sam
Hutchinson) in the "NAV – The Journey Continues" panel hosted by Leon Stephenson.

Wednesday's Women in Fund Finance brunch was very well attended (despite an enthusiastic
showing at the karaoke the night before!) and included a range of speakers and, rightly, a round
of applause for the FFA team who helped to make the conference such a success.

Adding to that round of applause, our thanks go to the FFA team for organizing such a fantastic
event, to the sponsors and to the various speakers and presenters for sharing their thoughts
with us all.

More will no doubt follow on the conference in later FFF editions, but while we wait for the
official FFA photos to be published, below are a few snaps from the event.
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Cadwalader’s financial services team will host the third part of its four-part series focused on
capital relief trades on July 13. Part 3, titled “U.S. Legal and Regulatory Considerations” and
led by partners Jed Miller, Daniel Meade and Ivan Loncar, will look at: Securities Law
(Disclosure); Risk Retention; Tax; Swap Regulation; Commodity Pool; Insurance Regulation;
Volcker Rule; Regulation W; and the Banking Holding Company Act.

You may register here for the July 13 (1-2 p.m.) webinar.

You may also view replays of Parts 1 (“CRT Overview and Regulatory Capital Basics”) and 2
(“Unpacking Regulation Q”) of the webinar series.
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Private Funds CFO – ‘FFA European Symposium Blog: We’re Gonna
Need a Bigger Boat’
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Private Funds CFO provides initial highlights from the packed Fund Finance Association
European Symposium. Non-bank NAV lenders expect to benefit from higher rates, insurance
company inflows, NAV/preferred equity hybrids and more, reports PFCFO. Full news here.
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Maples Group Publishes Global Market Reviews in the Latest Edition
of Its FUNDed Newsletter
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Maples Group recently released its June 2022 edition of FUNDed: An Industry Newsletter for
the Global Fund Finance Market, which features a series of global market reviews, including
specific reviews of the fund finance markets in the United States, Europe and Asia. One of the
global market trends highlighted is the steady growth of ESG transactions over recent years
and why to expect that growth to continue throughout 2022. The newsletter also featured other
articles, including a thoughtful overview of Irish Collective Asset-Management Vehicles (i.e.,
ICAVs) and another that provides practical takeaways on the Jersey Limited Partnership −
2022 Amendments from a lender’s perspective. Find access to the full newsletter here.
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