Whose line is it anyway?

Subscription credit lines have become an essential component of financing for private
equity firms. pfm gathered private equity executives, a lawyer and a banker to discuss
how they are treated in the industry
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he subscription line of credit,

conceived in the late 1980s for

real estate developers, has be-
come a necessary form of fund financ-
ing for private equity firms to cover
short-term needs. These facilities al-
low GPs to deploy capital at short no-
tice using short-term debt and delay
calling capital from investors.

In June, pfim gathered three exec-
utives from private equity firms, a
banker who oversees credit products
and an attorney who specializes in the
facilities to discuss their impact on
private equity.

“You have some deals that are go-
ing along — they might close, they
may not close — and you have expens-
es,” says Jonathan Schwartz, chief op-
erating officer of NewSpring Capital,
a lower mid-market firm with about
$1.7 billion in assets under manage-
ment.

“We've always used these lines of
credit to manage the cashflow of the
business where I can get easy access to
capital,” he says. “I can then use it as
I see fit, and then pay it down at a 5
percent capital call, 10 percent capital
call so that it’s meaningful to the in-
vestor. And it’s not a nuisance. Maybe
you're calling it two or three times a
year, not five or six. So that’s the way
I've looked at it for the past 20 years.”

Borrowing for bridge financing

is big business for banks. The Fund
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Finance Association, an advocac
y
group for fund finance, cites one es-

timate that puts the value of commit-
ted subscription credit facilities held
by banks and other financial institu-
tions worldwide at about $400 bil-
lion.

Staying levered

While there is currently no oversight
on subscription lines of credit, pri-
vate equity firms are closely moni-
toring regulators’ take on debt, both
in terms of its effect on performance
and whether it represents systemic
risk.

The lower to mid-market space
in private equity and the larger lev-
eraged buyout firms have different
views on what debt looks like, says

Joshua Cherry-Seto, chief finan-
cial officer at Blue Wolf Capital, a
mid-market firm. While financial
firms are far from the highly lever-
aged days of the 2008 financial crisis
brought on by credit derivatives, pri-
vate equity shops should pay atten-
tion to their debt levels, even when
that means drawing on temporary
lines of credit, he said.

One way regulators should view
debt levels, Cherry-Seto says, is try-
ing to figure outa private equity firm’s
look-through leverage. The look-
through leverage is the real leverage
on its own, though each instance is
ring-fenced from affecting the other
portfolio companies, he says.

For many mid-market firms, in-
cluding Blue Wolf, their level of debt

Things would
have to go really
wrong for [LPs]
not to be able to
meet a capital
call, minimizing
any systemic
risk associated
with having their
commitments called
all at once

Michael Robin

has remained quite modest, usually
at two to four times EBITDA levels,
despite rising valuations, he adds.

“The fund level debt, to the extent
it is short term — ours is at 90 days —
is fully backed by unfunded commit-
ments and is not very at risk, partic-
ularly with required coverage ratios,”
Cherry-Seto says.

As a way of monitoring systemic
risk among its clients, Citi Private
Bank maintains a database of thou-
sands of limited partners, most of
which are pension funds, sovereign
wealth funds and other institution-
al investors, says Michael Robin, a
managing director at Citi who spe-
cializes in subscription credit facili-
ties. Performing that monitoring in-
cludes tracking their allocations to
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private equity — invested and com-
mitted. The bank also tracks their li-
quidity in cash, fixed income securi-
ties, public equities and hedge funds,
Robin says.

The data show the biggest inves-
tors in private equity, mostly pension
funds, have only 10 percent of their
plan assets on average invested in pri-
vate equity (as low as 5 percent and
potentially as high as 15 percent), in-
cluding the unfunded commitment.

Liquidity for these funds tends to
be at 60-70 percent of plan assets, he
says.

“Things would have to go real-
ly wrong for them not to be able to
meet a capital call, minimizing any
systemic risk associated with having
their commitments called all at once.
The institutional investors will still
be able, especially among the bigger
investors, to meet their capital call,”
Robin says.

Between the lines

Noah Becker, CFO of LLR Partners,
says that while they have some leverage
characteristics, the use of lines — and for
that matter, of debt at portfolio com-
panies — does not create leverage risk
in the same way as true leveraged posi-
tions because they are self-contained. If
one portfolio company is overleveraged,
it doesn’t affect other portfolio compa-
nies. Similarly, line usage doesn’t in-
crease the risk to LPs. If their commit-
ment is $100 million, then $100 million
is their maximum exposure; their capi-
tal at risk hasn’t increased.

Still, LPs would want to be in-
formed, Becker says.

“The LPs want to learn more about
what’s going on to understand if there
is systemic risk in these lines. And I
almost believe that as more disclo-
sures come out and they understand
and further analyze the pros and cons
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Jonathan Schwartz is president and chief operat-
ing officer at NewSpring Capital, a lower mid-mar-
ket firm based in Radnor, Pennsylvania. The firm
has invested in more than 140 companies since it
was founded in 2000, and has about $1.7 billion in
assets under management.

Noah Becker is the chief financial officer for lower
mid-market firm LLR Partners, which he joined in
2012. Based in Philadelphia, LLR targets a set of in-
dustries, with a focus on technology and services
businesses and education, and has raised more
than $3 billion across five funds.

Joshua Cherry-Seto is chief financial officer and
chief compliance officer at New York-based
mid-market Blue Wolf Capital Partners, which has
$1.5 billion in AUM. The firm'’s portfolio of compa-
nies includes energy, healthcare, forest and build-
ing products and infrastructure and electrical ser-
vices.

Michael Robin is a managing director and the
global head of financial sponsors lending at Citi
Private Bank. Robin oversees credit products tai-
lored to the needs of private equity funds, relat-
ed management companies and their sponsor
groups. Prior to joining Citigroup in 1995, Rob-
in held various positions at NatWest Bank, Fleet
Bank and Barclays Bank in mid-market lending.

Ellen Gibson McGinnis is a partner at law firm
Haynes and Boone, a trusted counsel for US and
foreign commercial and investment banks as lend-
ers to private equity funds. McGinnis specializes
in subscription-secured credit facilities, having
worked on the product since its initial develop-
ment in the late 1980s. She also serves as co-chair
of the firm’s fund finance practice group.
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of the lines I think many will lean to-
ward using lines more heavily.”

Transparency matters
So, how much should LPs be told?

In June 2017, the Institution-
al Limited Partners Association is-
sued guidelines on best practice for
LPs and GPs on subscription lines of
credit. One of the concerns the lob-
by group noted was the alignment
of interests between the parties and
whether facilities should be used to
boost fund performance figures.

For Cherry-Seto, investors have
been discussing in recent years man-
agement of the J-curve and using the
lines of credit to extend how long it
takes to take capital calls. For inves-
tors focused on the internal rate of

The consensus

is the more

disclosure, the better.

Transparency is

good, and you want

your LPs to have full
information

Ellen Gibson McGinnis

return, this is a benefit, but at the ex-
pense of a lower ultimate multiple.

“This is not a universal preference,
so we continue to focus on how capi-
tal call lines give us greater operation-
al efficiency,” he says.

Becker says that his firm finds LPs
are asking for information based
on the ILPA guidelines, and so far
it hasn’t received any pushback on
terms for the subscription lines.

“We are starting to get the questions
and comments on providing the ILPA
information,” he says. “We’re going to
do it. We're happy to do it. The more
information the LPs have, the better —
the more they understand it. Informed
LPs mean a better relationship, and
we’ll see where that moves. We don’t

believe in publishing data for the sake

of data and just sending a bunch of
numbers out. But were always happy
to provide meaningful information.”

Similarly, Schwartz is not experi-
encing LP pushback on credit lines
when drafting limited partnership
agreements. His firm typically pays
back within six months.

‘That would be in line with ILPA’s
recommend guideline of 2 maximum
of 180 days outstanding.

Robin points out Citi’s data show
LPs tend to be more discerning when
it comes to first-time fund managers.
For them, LPAs may contain limits
set on the subscription lines, such as
size of the subscription facilities as a
percentage of fund size and a maxi-
mum length of time that an individ-
ual advance under the facility can
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be outstanding before the capital is
called. Established fund managers,
which have been in the business for
10 to 20 years, for example, often
have greater flexibility and face fewer
limits in their LPAs.

Providing the right info

The Fund Finance Association criti-
cized the ILPA guidelines when they
came out, particularly the recommen-
dation that the maximum size of the
line be 15-25 percent of the fund size.
The FFA argued funds have different
strategies and leverage needs.

Ellen Gibson McGinnis, a partner
at Haynes and Boone, says her law
firm had conversations with a repre-
sentative of ILPA after the guidelines
were issued, and hosted an industry
panel which included Jennifer Choi,
managing director for industry affairs
from ILPA, to discuss them.

McGinnis mentions that there is
more than one “market” in the sub-
scription facility space, and says her
initial reaction to the guidelines was
that some of the issues related to pro-
visions that are never included in most
facilities, so there was some question
about how the concerns arose.

Drawing from a recent conference,
she says it became clear that funds
would be able to better provide con-
sistent information if LPs were con-
sistent about what they wanted, and
the ILPA guidelines are useful for
standardizing information.

Some required disclosures, howev-
er, might be problematic for subscrip-
tion line lenders. One such example
is requiring certain financial infor-
mation to be included in capital calls
that might not be available to the
lenders, in order for them to exercise
call rights in the event of a default.

“You have to be careful to think
about narrowing that to essential

information for a capital call and re-
payment of debt situation,” she says.

“As the terms of LPAs and facility
documents change, you have to be

aware of how access to the unfunded
commitments may be impacted, to
make sure youre not in a really difli-
cult situation.”

Still, “the consensus is the more
disclosure, the better. Transparen-
cy is good, and you want your LDs
to have full information,” McGinn-
is says.

Getting the best lender

Robin says that when Citi start
ed its subscription line business in
1999, there were fewer competitors.
Now, the bank lends to a few hun-
dred funds across 20 countries, but

We continue to

focus on how capital

call lines give us

greater operational
efficiency

Joshua Cherry-Seto
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competition is tight and new lenders
are entering the business each year.

In 2014, Citi decided to form a spe-
cialized group handling subscription
lines. Worldwide it has 50 to 60 peo-
ple who are involved in underwriting,
portfolio management and risk man-
agement.

In one recent case, Citi worked close-
ly with a new client and closed on a $50
million subscription just five days after
receiving the request for a time-sensi-
tive transaction.

When it comes to deciding on a
bank, for the most part, PE firms are
sticking with ones they are comfort-
able doing business with.

There’s clearly a lot of competi-
tion, Becker says, and LLR took out
a bidding process for one of the firm’s

funds to find the best rates on a cred-
it line.

“We’re not going to the last basis
point necessarily, to move to some-
body who’s newer to the space from
somebody who’s been in it forever
and who’s going to be there with us
and can roll with all the punches.”

Schwartz agrees: “It’s like anything
else. It’s the relationship and the flex-
ibility, and do they understand the
business. It’s what you’re doing and
what the line is for.”

In its guidelines, ILPA recom-
mends subscription lines are not used
to cover fund distributions for an exit
of a portfolio company. Schwartz,
Cherry-Seto and Becker point out
they have only drawn down on credit
to cover investments and operational

expenses but have never used one to
pay for distributions.

Robin says that it is very rare for
funds to borrow money using these
lines to make distributions to inves-
tors. However, he has seen situations
in Asia where, on the sale of an as-
set, there have been reviews of in-
come tax filings, causing delays in
the money leaving the country. Some
funds have therefore borrowed mon-
ey in limited amounts, and for short
periods of time, to bridge the eventu-
al receipt of the sale proceeds.

Cheaper financing

The popularity of the subscription
credit line comes at a time when in-
terest rates are low. The panelists ar-
gue that if rates should rise from

The LPs want
to learn more about
what’s going on to
understand if there is
systemic risk in these
lines
Noah Becker
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We’ve always

used these lines of

credit to manage

the cashflow of the

business where | can

get easy access to
capital

Jonathan Schwartz

current levels, the use of subscription
lines will continue as the firms con-
tinue to invest. Cherry-Seto says that
subscription lines remain hundreds
of basis points lower than commer-
cial lending, and if needed, could
hedge against a rise in interest rates.

The US Federal Reserve’s bank
prime loan rate, which banks use as
a benchmark to set their commercial
lending rates, stood at 4.75 percent
in early June.

“At some point hedging will come
back, too,” Cherry-Seto says. “When
you look at prior to the 2008 global
financial crisis, it was normal at the
portfolio company levels for us to be
required to do something about in-
terest rate hedging. When the rate

goes to zero, nobody seems to care.

But we actually had our first instance
recently of a portfolio company lend-
ing facility requiring an interest rate
hedge.

“The market continues to expect
a quicker rise of rates than what we
have seen. They’ve been doing that
for a while. At some point they’ll be
right, but I don’t think that ‘some
point’ is now.”

Walking the line

The future of the subscription line
is clear among private equity firms.
Its a necessary fund financing
function for doing business. But it
does carry some special consider-
ations, and there are debates on its

non-investment use, as some firms
tap it for early distributions in port-
folio company exits.

Becker says in the future investors
will continue to demand more infor-
mation and continue to better under-
stand how the subscription credit lines
are being used. There is the possibility
of a split — one set of LPs which want
firms to borrow lightly for regulation,
tax or other reasons and another set
very focused on the internal rate of
return and which will therefore want
firms to borrow heavily.

Ultimately, it’s up to private equity
firms to know what their LPs want,
to negotiate the best deal with their
lender and to follow the guidance set
out in the LPA.
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