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This article continues our prior discussion of the risk of “bad acts” by a borrower in certain NAV loan structures. For our
purposes, NAV loans are loans to alternative investment entities (e.g., private equity funds, secondaries funds, hedge
funds, funds of hedge funds, pension funds and family office vehicles) that are underwritten, either on a secured or
unsecured basis, by the value of the entity’s investments. Even in secured NAV loan facilities, rather than a direct
pledge of the underwritten assets for the financing (i.e., the fund’s portfolio of investments), lenders typically will only
receive a pledge of the management and economic interests in one or more controlled subsidiary holding vehicles
(“HoldCo”) that hold the investments (i.e., an “indirect pledge” of the investments). As a result, the borrowers typically
maintain complete control over the assets that the lenders are underwriting.

As a result, on top of the “market risk” inherent in NAV loans (i.e., the risk that the value of the borrower’s investments
will decline), because a borrower typically remains in control of its investments, such structures involve a degree of
“bad acts” risk. For our purposes, “bad acts” refer to actions by the borrower that cause or result in the investments
ceasing to be owned by the borrower, or becoming subject to the claims of other creditors, in each case, in
contravention of the terms of the NAV loan. Examples of bad acts might include a borrower (i) transferring an
investment to an affiliate, (ii) selling an investment at less than full value or for illiquid consideration, (iii) pledging an
investment to another creditor or (iv) directing proceeds of an investment to an account other than the pledged
account. Lenders will negotiate detailed covenants limiting such actions, but since the lenders do not control these
assets, they are heavily reliant on the borrower to comply with such negotiated limits. While breach of the covenants
may give rise to an event of default, such breach already may have impaired the value of the investment pool (and the
creditworthiness of the borrower) in a way that makes it less likely that the loan will be repaid in full.

Factors we identified for consideration in Part 1 of this article (see here) to assess the risk of bad acts occurring
included (i) the profile of the borrower; (ii) the scope of the lenders’ relationships with the borrower; and (iii) the nature
of the investment portfolio on which the loan is underwritten. In Part 2 of this article, we explore approaches lenders
can take to mitigate bad acts risk. Unfortunately, there is no one-size-fits-all solution. Whether one or more of these
approaches is appropriate for a given transaction will depend heavily on the facts and circumstances of the parties, the
borrower’s investment structure and the collateral.

Structural Mitigants

Custody Arrangements. Lenders can require that investments be transferred to a custodian and held in a custody
account. Under this approach, the custodian becomes the registered owner of the investment and has the sole right to
give instructions to the issuer of the investment. The custodian will be party to an account control agreement detailing
the circumstances under which the custodian will take instructions from the borrower and the lenders in respect of the
investments. Given that there is an independent third party in control of the investments, custody arrangements are the
most effective approach to ensuring bad acts do not occur; however, they are not a practical solution for some
transactions. They impose additional costs on the borrower, and they require the borrower to interact with its underlying
investments through the custodian. And not all investments can be held with a custodian. (For example, most
custodians will not custody interests in private equity funds due to concerns around liability for unfunded capital
commitments.) Further, custody arrangements may also have drawbacks from a lender perspective. Where an
investment portfolio is held by a HoldCo, the entire portfolio typically can be sold in foreclosure via a sale of the
interests in the HoldCo to the extent pledged as collateral for the NAV loan. However, a custody account cannot simply
be transferred to a third party. Instead, a transfer of the custodied investments will often require the custodian to
approach the issuer of each investment for consent to a transfer.

Direct Pledge. While secured NAV loans most commonly use indirect pledge structures, in certain instances lenders
may insist on direct pledges of the underwritten investments. A direct pledge ensures that the lender can exercise
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rights in respect of each investment. Pledge consents from the issuers of the underlying investments may limit
transfers of the investments without lender consent, and may provide for proceeds of the investments to be paid to a
pledged collateral account controlled by the lender. Negotiating individual consents with the issuer of each investment
can be time-consuming and difficult, though, so this approach is often limited to financings of investment portfolios with
a limited number of positions.

Modification of Constituent Documents. Protections against bad acts can be addressed in the constituent documents of
the HoldCo. One approach is to disclose the existence of the financing in the constituent documents and to disclose
that certain actions (such as a sale of an investment, incurrence of debt or a distribution of assets to equity holders)
may only be taken with the consent of the lenders, or in accordance with other conditions specified in the loan
documents. The goal of including such provisions is to condition the authority of the HoldCo to engage in certain
transactions and activities that could be adverse to the lenders, and to put potential creditors or transaction
counterparties on notice as to negotiated limitations in the loan documents. Going a step further, the constituent
documents may be revised to require the HoldCo to have an independent manager or director that will be responsible
for protecting the interests of the lenders in certain instances. In these structures, the independent manager's or
director's consent would be required for certain transactions or activities consistent with the terms of the NAV loan
documents.

Additional Credit Support

Often, the borrower in a NAV loan is owned by a more creditworthy parent fund. The risk of a loss resulting from bad
acts in respect of the underwritten investments can be mitigated where the lenders have recourse to the parent fund.
This recourse typically comes in one of two forms:

Formal Credit Support. The parent fund may guaranty the obligations of the borrower under the facility or commit to
fund capital to the borrower to enable it to pay its debts. Such capital commitments often arise under the constituent
documents of the borrower (in which case the borrower may pledge those capital commitments, or may merely
covenant to maintain a minimum level of uncalled capital relevant to the amount of the loan). They also may arise in
the context of an equity commitment letter, which the parent fund provides in connection with the NAV loan. In each
case, the recourse to the parent fund mitigates the lenders’ complete reliance on the underlying investment assets as
the sole source of repayment. Such recourse also may incentivize the parent fund to ensure that the borrower does not
engage in bad acts in respect of the underlying investments, since it will be on the hook for any deficiency that results
in repaying the loan.

Conditional/Bad Boy Guaranty. Where a parent fund is unwilling to fully guaranty repayment of the loan, a contingent,
or “bad boy,” guaranty may be appropriate. Under a contingent guaranty, the obligation of the parent fund to repay the
loan only arises upon the occurrence of specified bad acts. These bad acts generally are within the control of the
parent fund to prevent. Given the contingent nature of the payment obligation, the parent fund may not have to record
a debt liability as a result of providing such a guaranty.

Due Diligence and Reporting

Lenders can also rely on various reporting and diligence measures to monitor for any potential bad acts. This has the
benefit of both (i) deterring bad acts by ensuring that any such actions will ultimately be detected and (ii) alerting
lenders to any bad acts as soon as possible, so that appropriate remedies can be implemented. These measures can
take on a number of forms, and below we discuss a few of these.

Audited Financial Statements. Requiring borrowers to deliver audited financial statements on an annual and/or
quarterly basis provides lenders with the comfort that an independent party has reviewed and confirmed the
composition of the borrower’s and/or HoldCo’s assets. Lenders can then use the audited financials to confirm a
borrower’s compliance/non-compliance with NAV loan covenants regarding dispositions of investments and the
veracity of borrower-provided reporting regarding its investment portfolio. However, relying on audited financials as a
third-party check on bad acts has one glaring shortcoming: timing. Audited financial statements take significant time
and resources to prepare. As a result, they are often provided on a significant time lag for the period that they are
covering (i.e., several months). Additionally, funds typically will only provide audited financial statements on an annual
basis. So while audited financial statements do provide an independently verified snapshot of a borrower’s assets, this
comfort is typically only available on an annual basis and, even then, the information is typically stale by several
months by the time of delivery.



NAV Statements. For NAV loans where the underwritten assets are third-party managed investments (e.g.,
secondaries funds, funds of hedge funds, REITS, third-party managed co-investments, etc.), lenders also may require
NAV or capital account statements from the manager or issuer of the investments. As with audited financial statements,
these third-party-provided statements will similarly provide lenders with the comfort that an independent party is
confirming the borrower’s ownership of the relevant investment. While the independent party here won’t be a regulated
and reputable accounting firm (as with audited financial statements), NAV and capital account statements have the
added benefit of typically being provided more frequently (e.g., on quarterly basis) and with less of a time lag than
audited financial statements.

Transfer Agreements and Law Firm Letters. Another example of independent documentation that lenders can look to
for verification of a borrower’s ownership of its purported investments are copies of the transfer agreements or
subscription documentation governing the relevant investment. These will typically will be prepared or at least
countersigned by the issuer, manager, general partner, etc. of the relevant investment. From time to time, we also see
lenders require letters from law firms that worked on the borrower’s acquisition of the relevant investments confirming
that the relevant acquisition was successfully closed. In each of these cases, the lenders receive some form of
independent comfort that the borrower did own the relevant investments at some point; however, the obvious limitation
here is that these are not forms of ongoing/periodic verification of the borrower’s continued ownership of the relevant
investments.

Periodic Portfolio Audits/Inspection. Lenders sometimes will also require borrowers to agree to periodic
audits/inspections of a borrower’s portfolio (whether in whole or in part) to verify ownership. This can either be
structured as a right for the lenders or their agents to audit the borrower’s portfolio or for a reputable independent firm
to perform the audit. We most commonly see this agreed to by family office borrowers that may not otherwise prepare
audited financial statements.

Notwithstanding the inherent risk of “bad acts” in certain NAV loan structures, there are a number of different tools (as
discussed above) that lenders can employ to mitigate these risks. While this article seeks to summarize these tools, we
continue to see market participants come up with novel approaches to address these concerns and ensure that lender
and borrower interests are aligned. We will be sure to keep you updated.
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The fundraising outlook has become more complicated in recent months. No question, year-to-date data looks good.
PitchBook, for example, reports that 191 U.S. PE funds raised $176 billion in the first half, annualizing ahead of last
year’s full-year fund value raised of approximately $340 billion. More broadly, global private capital raised in the first
half totaled $645 billion, according to Preqin data, which, while lower than in 2021, sets the industry up for another
trillion-dollar-plus year.

Those numbers, however, are in the rearview mirror at this point, and a host of factors are clouding the forward
outlook:

e The record pace of fundraising over the past 18 months is reportedly exhausting LP bandwidth. PitchBook
highlighted the theme in its recent Q2 PE Breakdown, noting, “This is perhaps the most crowded fundraising
market in history.” Some LPs reportedly already exhausted their full-year 2022 allocations in the first half. PitchBook
points out, however, that the top platforms are successfully plowing through the turmoil to get flagship fundraises
closed.

« The velocity of capital, particularly in the buyout market, is slowing. The downshift in deployment and deceleration in
exits means a slower return of capital to investors to recycle proceeds into new commitments. The overall business
cycle suggests that deployments and exits are likely to stay lower.

A challenging IPO market is contributing to the decline in exits. The 10 U.S. IPOs raising $339 million in July marked
the slowest month since January 2016, according to Bloomberg data.

« Avaluation disconnect between public and private markets partially explains the drought in IPOs and may have a
lingering effect. This valuation disconnect is apparent in the fact that only one out of the more than 70 U.S. IPOs
completed to date in 2022 priced above the marketed range, making for the fewest above-range pricings in two
decades, according to Bloomberg. Buyout exits via IPOs are likely to stay muted until private and public views on
valuations converge. Reuters touched on the same theme this week in “Dreaded ‘down rounds’ shave billions off
startup valuations.”

« Declines in public markets can mean that LP portfolios can become more heavily weighted towards private
strategies. As the theory goes, LPs that become unintentionally overweight private investments may scale back new
private capital allocations in what is known as the denominator effect. Broad market private fund performance data
is reported on a significant lag, but we suspect that the relative public versus private performance differences are
not significant enough to materially impact fundraising at this point. Year-to-date, the S&P 500 is down 10.9% and
the Bloomberg U.S. Aggregate Bond Index has posted a total return of -8.8%. We don’t see these returns as wholly
out of step with the private fund return numbers that were mentioned in Q2 earnings calls.

In assessing the significance of these factors to the fund finance market, we think there are a few important points to
keep in mind. First, buyout funds don’t define the entire industry. The broader private equity category accounts for 58%
of the dollars raised in the private markets year-to-date, according to Preqin data, whereas 15 to 20 years ago private
equity funds often made up 65-70% of the private capital raised in a given year. We see the broadening trend
accelerating going forward. KKR & Co. Inc., a pioneer in the buyout industry, for example, reported that 40% of the
firm’s new capital raised in Q2 went to infrastructure and real estate strategies. In the same vein, Rede Partners
recently reported, in its inaugural Private Credit Report, that 82% of surveyed LPs expect to increase allocations to
private credit in the year ahead. Challenges in capital raising for buyout funds shouldn’t be automatically imputed to
other strategies.

Second, the link between fundraising and fund finance origination volume operates at a lag. For new facilities that we
closed in 2021, the date between the LPA execution and credit facility closing averaged about 220 days. This suggests
to us that the robust fundraising activity in the first half has already laid the groundwork for continued growth in fund
finance origination in the second half.

This is not to say that the developments in capital raisings are immaterial. Fundraising timelines are likely to stretch
longer, more fund closings are likely to push into 2023, and the 2023 calendar could also stack up to compete for finite
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LP attention and allocations. These points, however, are more material to the fund finance outlook for next year than
for 2022.

Separate from fundraising, bank balance sheet availability will be a key determinant of fund finance origination volume
for the remainder of the year. The specific concern is that deposit outflows could drive a greater sensitivity to adding
risk-weighted assets. (On this point, we previously covered capital relief trades as a balance sheet management
tool.) In Q2, total bank assets declined by 1.1% ($255.9 billion) as deposits dropped by 1.9% ($369.9 billion),
according call report data compiled by BankRegData. The decline in assets was the largest since Q1 2009, and the
deposit drawdown set a new historic record.

But, here again, nuances matter. The overall decline in assets was largely driven by reductions in cash balances and
securities holdings. Loans and leases, in fact, posted the largest-ever dollar increase in the quarter, rising by 3.7%
($410.6 billion). C&l lending is leading the growth. Bank C&I loan exposure rose by $48.0 billion in July, while Treasury
and mortgage-backed securities declined by $35.3 billion (real estate loans exposure also increased), according to the
Fed’s latest H.8 data.

The big-picture trends driving balance sheet allocation are intuitive. The 2022 operating environment for fee
businesses has been challenging, with investment banking, asset management, and mortgage origination revenues
coming under pressure. The regime change in interest rates and uncertainty on QT has made fixed income securities
investments more challenging. On the other hand, higher rates are allowing banks to shift into higher yielding assets
through loan growth, driving gains to net interest margin and net interest income.

While the pace of deposit outflows and sensitivity to risk-weighted assets will be important to watch going forward, we
don’t see any adverse impact on lending trends to date in the data. Of course, specifics vary between institutions. But
we expect to see loan growth continue to be a key driver of bank earnings.

Headlines have turned more cautious in recent weeks. We think fund finance participants should expect a multi-speed
market. Certain sponsor platforms and strategies will continue to show greater traction in fundraising than others. On
the lender side, origination capacity trends will also vary between institutions. While this is less uniformly positive than
the past two years, we expect the overall demand for fund finance credit and the supply of available capital from
lenders to support sustained growth through the rest of the year.
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Private Funds CFO: The Rise of ESG-Linked Fund Financing
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Private Funds CFO interviewed industry leaders Anastasia Kaup of Fund Finance Partners, Vicky Du of Standard
Chartered, and Katie Cotterell of Bridgepoint Credit on the rise of ESG-linked fund financing. You can access the

article here.
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Women in Fund Finance will be hosting a fireside chat with Gretchen Carlson and Julie Roginsky, the founders of the
"Lift Our Voices" organization. The event will take place in New York City on September 13 and will specifically focus
on discrimination and harassment in the workplace. Gretchen and Julie will also discuss the work they are doing to ban

NDAs and forced arbitration clauses around the country. To register and learn more about the upcoming event, please
click here.
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The Rise of ESG and Sustainable Fund Finance in Europe
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Walkers and MUFG Investor Services have issued a joint report on ESG trends in the European fund finance market.
Spurred by legislation and investor demand, ESG considerations are focusing asset managers’ investment decisions
towards sustainable finance in the EU. This type of investing aligns the borrower and lender towards the common goal
of achieving measurable positive objectives. Though accompanied by increased disclosure requirements, ESG fund
finance has created opportunities for lenders to offer exciting new products. To learn more about ESG fund finance in
the EU, please click here.
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Be sure to save the date — Tuesday, October 25 — for Women in Fund Finance's inaugural panel and networking event
in Charlotte, North Carolina. Additional details regarding topics, panel details and agenda will follow.
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~Webinar Series

CAPITAL RELIEF TRADES

Cadwalader’s financial services team concluded its four-part series on capital relief trades earlier this week. You can
access webinar replays here:

o Part 1: CRT Overview and Regulatory Capital Basics

e Part 2: Unpacking Regulation Q: CRT Structuring

o Part 3: U.S. Legal and Regulatory Considerations

e Part 4: CRT Structuring in the United Kingdom and EU
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Cadwalader Hiring Senior Fund Finance Attorney or Counsel
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Cadwalader is seeking senior-level attorneys with 7+ years of relevant experience for its Fund Finance practice in New
York, Washington, DC, or Charlotte. Qualified candidates will have experience in syndicated lending, commercial
lending, leverage finance, fund formation, CLOs, asset-based lending, NAV financings, or acquisition financings.
Candidates must possess excellent academic credentials and solid law firm legal experience. Selected candidates will
get extensive interaction with preeminent bank and lending clients. For more info, please visit here.
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Bernie Evan Cashel Dreshawn Kamal Joseph
D'ambrosi Hays Koski McFadden Queishat Schretzmann

We are very pleased to welcome several attorneys to our Fund Finance group and our firm. We look forward to their

contributions as part of our growing team, which now numbers 81 attorneys and paralegals globally dedicated to fund
finance.

Joining the firm recently are:

« Bernie D’Ambrosi (Charlotte)

Evan Hays (Charlotte)

Cashel Koski (Charlotte)

Dreshawn McFadden (Charlotte)

Kamal Qteishat (Charlotte)

Joseph Schretzmann (New York)



