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By Michael Mascia
Partner | Fund Finance

The post-Labor Day acceleration we have come to expect over the past several years has
defied COVID and stayed true to form. A terrific volume of new matters have gone under
mandate in September; the final numbers look likely to double both July and August. And
pipeline metrics forecast a busy closing stretch. So our market continues to be incredibly
fortunate and robust. Below are some of our September observations as to transactions and
the market generally.

Transaction Terms. The equilibrium remains a little bit in tilt toward the lender, although
segments of the market are highly competitive. Lenders are not struggling to book assets right
now if their product caps permit, which has enabled pricing to remain generally consistent with
the immediate post-COVID elevated levels. Similarly, credit terms have trended marginally
tighter, with some of the compromise positions seen in the beginning of the year no longer
being accommodated. But as the drift down the credit continuum was measured the last few
years, equally so in reverse. Some other deal observations:

Negotiation on LIBOR successor language has started to settle just as some banks are
moving to a hardwired approach or slightly updated versions. Good to see documentation
progress as we approach the possible LIBOR sunset next year.

The committed accordion seems in quarantine, not yet ready to return to the office.

The third quarter has brought a larger concentration of single investor deals. Our total
number of SMAs, which had been down, may end up being even or slightly up from 2019.
Same for BDCs.

We are still seeing bespoke structures: rated feeders for insurance company investors,
capital commitments structured as loan commitments, equity commitment backed facilities,
several facilities with cross-guarantees, non-pro rata LC issuances based on currency, etc.

The CIMA deadline for registering Cayman private funds has come and gone. The market
has generally settled into a position where all Cayman funds must now be registered as a
condition precedent to joining/closing, as applicable, with covenants to remain in good
standing and registered under the law.

Market Dynamics. We continue to see a good number of banks that had pulled back on new
lending in March start to meaningfully reenter the market. While rounding out a syndicate for a
mega-fund can still be challenging, supply constraints are easing. We are also having a good
number of conversations around risk transfer and loss mitigation solutions, which, if
consummated, could enable further expansion. Some additional market dynamics of note:

https://www.cadwalader.com/professionals/michael-mascia


Lender hiring inquiries have picked up in earnest. This strikes us as a good indicator of
macro lender sentiment going forward.

We continue to see investor suspicion and a potential lack of full understanding around the
use and structure of subscription lines, most recently in the September 17, 2020 PEI article
"Future Fund: Sub lines make it crucial to assess LP creditworthiness" (available here). The
article projects a narrative that, because of subscription lines, non-defaulting investors could
be over-exposed to certain investments as a result of other investor defaults. While it is of
course true that, if an investor defaults, a likely result is that the other investors take a
greater share of the related investment (a commingled fund really could not function through
a default effectively if that was not the case), this would occur regardless of whether a
subscription line is in place. Fortunately, however, investor funding performance has
remained excellent, and we have been consulted on zero investor capital call delinquencies
since our last update. 

Some of the lenders who have historically only participated in the higher margin fund finance
products are now actively considering the subscription line market to meet client requests.

We continue to see a greater proportion of NAV-oriented facilities and product innovation in
Europe compared to the United States.

Syndication upsizes of pre-COVID transactions are very challenging with the shift in
economics and transaction terms.

FFA University. I sincerely appreciate the over 300 attendees at virtual FFA University this
week, quite the turnout for an all-day event. Thanks to the presenters as well, all of whom, of
course, contributed pro bono. While we see many ways in which we can improve, we are
hopeful the event provided solid foundational training for those new to the industry. Special
thanks to the FFA’s Michelle Bolingbroke, who single-handedly managed the technology
platform and event logistics. I would love to see a European version of FFA U if anyone has an
interest in chairing the event.

Self-Back Patting. Congrats to Danyeale Chung of the Cadwalader Fund Finance team, who
was recently included in the inaugural edition of Best Lawyers: Ones to Watch in recognition of
her work in Fund Finance law. And a big high five for Cadwalader's London fund finance team
which has been shortlisted for The Lawyer Awards 2020 in the “funds team” category in
recognition of its service to private markets managers globally of innovative liquidity solutions.
The Lawyer Awards are presented annually to leading law firms and in-house legal teams in
the City. Winners will be announced on Nov. 3.

The Fourth Quarter. Looking forward to seeing a lot of successful transactions close for our
clients and friends in the 4  Quarter. Hope everyone has a great weekend.     th
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By Joe Zeidner
Associate

Next Wednesday, September 30, 2020, marks the ARRC’s recommended transition date to a
“hardwired” approach for LIBOR successor provisions in U.S. dollar-denominated syndicated
credit facilities. It also represents the 15-month deadline before LIBOR is to be completely
phased out. On the cusp of these pivotal horizons, we assess what you need to know from a
fund finance perspective for the next chapter of the LIBOR transition.

But first, let’s start with where we are today. LIBOR transition language first started making its
way into credit agreements as far back as fall 2017, and by late 2018 the New York Fed’s
Alternative Reference Rates Committee (ARRC) began publishing consultations on LIBOR
fallback language for business loans. In the time since, a majority of fund finance market
participants have tended away from the hardwired track and instead adopted ARRC’s
alternative: the “amendment” approach. This regimen provides trigger events for when a
fallback is to be selected by the parties, a mechanism for negotiating the new benchmark rate
and provisions to make the replacement rate more comparable to LIBOR. Yet it permits all
decisions about the actual successor rate and spread adjustment to be made in the future
when LIBOR becomes unavailable.

Either option is voluntary. While the hardwired course is intended to offer certainty for what the
future benchmark rate will be, several factors have made the amendment approach the more
popular route in our market until now. Initially, it was the only option. The syndicated business
loan market has assessed potential replacements for LIBOR since 2014, but without a
generally accepted successor until relatively recently, market participants have chosen the
more flexible amendment scheme to delay selecting a definite alternative. With LIBOR not
expected to fully phase out until the start of 2022 and stated tenors in subscription credit
facilities most often ranging from just one to three years, parties in our market did not need to
implement a more certain solution sooner. Plus, the amendment language that has been
adopted almost ubiquitously includes safeguards requiring the administrative agent and
borrowers to duly consider prevalent market practices when the time does come for selecting a
replacement rate.

That time is soon approaching. As we get closer to the end of LIBOR, market participants will
have a greater understanding of how to operationalize a successor benchmark. So they should
adopt more specific language for selecting fallback rates and spread adjustments that gives
greater certainty to their counterparties and facilitates a consistent transition across their
portfolios. Thus in June, ARRC refreshed its previously suggested hardwired provisions to do
just that. Below is a brief primer on ARRC’s recommended benchmark replacement, SOFR,
followed by a detailed description of the updated hardwired approach.
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SOFR

SOFR is the secured overnight financing rate for transactions in the Treasury repo market.
SOFR is administered by the New York Fed and has been published on its website since April
2018. It was selected from among various possible fallbacks to LIBOR principally for the
robustness of its observable transactions. Because current outstanding contracts that reference
U.S. dollar LIBOR have been estimated to aggregate almost $200 trillion in value, ARRC
sought a successor benchmark that would provide representative value. On a daily basis,
SOFR indexes to a goliath volume of roughly $1 trillion worth of U.S. dollar transactions in the
repo market. LIBOR, on the other hand, is based on a relatively miniscule amount of about
$500 million in daily London interbank loans.

The largest difference functionally between the two for subscription credit facilities is that SOFR
is an overnight rate, so it updates daily. LIBOR generally is a term rate that may be quoted in
one-month, three-month, six-month or other tenors. SOFR is also a secured rate, while LIBOR
is unsecured, so they behave differently in different scenarios. To determine LIBOR, one only
needs to obtain the applicable rate from a vendor screen page two business days before the
start of the interest period, and the rate applies to the entire term. Conversely, SOFR is quite
complex, and the methodologies to calculate and implement it are still developing for use in
different markets. As further described below, there are at least four variations of SOFR that are
in development. Our market is looking to evolve SOFR to make it work similarly to LIBOR, both
operationally and in our legal documentation. Accordingly, ARRC’s new hardwired language
seeks to bridge the gap between these two benchmarks.

Hardwired Approach

The basic template for the hardwired approach is that the lenders and borrowers agree to the
following:

1. The triggers that will lead to LIBOR being replaced by a successor rate;
2. A waterfall-like series of steps by which that successor is selected;
3. A similar waterfall for the spread adjustment that will make the lenders’ margin remain

consistent so the replacement benchmark is more similar to LIBOR; and
4. The ability to make conforming changes so that the end result functions as intended.

Triggers

The first step is similar to the first stage of the amendment route. A new successor benchmark
will be selected on the occurrence of one of four triggers, as set forth in ARRC’s definitions of
“Benchmark Transition Event” and “Early Opt-In Election.” Those triggers can be the
administrator of LIBOR publicly announcing that LIBOR has ceased or will cease; a similar
public notice by an applicable regulatory supervisor, central bank or resolution authority; a
regulatory supervisor publicly disseminating a determination that LIBOR is no longer
representative of the underlying market; or an early opt-in election by the parties to the credit
agreement.

Successor Waterfall



After a trigger occurs, the amendment approach diverges by leading to a process for
negotiating the new benchmark. The hardwired provisions, on the other hand, move to find a
replacement rate based on a successor waterfall pursuant to ARRC’s defined term “Benchmark
Replacement.” The first such successor that would be selected is Term SOFR. Term SOFR is
conceptually the simplest version of SOFR because it functions most similarly to LIBOR. It
provides a forward-looking rate that is to be applied at the start of an interest period and used
for that entire term, whether it be a tenor of 30 days, 90 days, 180 days or otherwise. There is
only one significant issue with Term SOFR today: it has not been created yet. There is also no
certainty that its conception will be advanced enough by the end of 2021 to adequately support
the market.

If Term SOFR is unavailable when LIBOR is being phased out, the replacement waterfall next
flows to Daily Simple SOFR as the chosen rate. This replacement benchmark is structured to
work much like Daily LIBOR and is akin to how a reference rate, prime rate or federal funds
rate would be determined: by multiplying the SOFR rate published on the New York Fed’s
website by the principal amount of outstanding loans for the applicable day. Daily Simple SOFR
is intended to be easy for lenders to administer. It also has a fairly low basis to the SOFR
formulation endorsed by the International Swaps and Derivatives Association (ISDA), so it can
be hedged by SOFR-based derivatives.

While Daily Simple SOFR is ARRC’s recommended secondary fallback if Term SOFR is
nonexistent, each institution implementing a LIBOR successor will want to analyze its own
capabilities and propensities when determining these replacements. Some firms may prefer to
adopt Compounded SOFR in Advance. Of the current SOFR variants, this one operates most
like traditional LIBOR. A rate is simply pulled from the New York Fed’s web page and applied to
the next interest term, which makes a transition to this benchmark perhaps the easiest to
execute. The primary concern with Compounded SOFR in Advance for the general loan market
is that it is backward-looking, as it is derived from SOFR averages for the prior corresponding
tenor, and so it may not accurately reflect the rate for the next interest period of the same tenor.

Other market participants might choose to use Compounded SOFR in Arrears in their fallback
waterfalls. With this benchmark, the interest rate is computed at the end of an interest period by
determining what SOFR was on each day of the period and then compounding it for that term.
Accordingly, Compounded SOFR in Arrears is the most economically accurate of the SOFR
types. One challenge with Compounded SOFR in Arrears is that it is quite complex to calculate
and manage operationally. The current methodology would also need to be further developed
before it can effectively accommodate loans that may have principal change over time.

The last step in ARRC’s benchmark waterfall kicks in if a replacement rate cannot be
determined using one of the SOFR alternatives specified in the first two stages of the waterfall.
In that case, the parties shift to a streamlined amendment process that mirrors the current
amendment approach. The administrative agent and the borrowers are to select a rate with due
consideration of any market conventions or recommendations by ARRC for determining a
replacement at that time. If the required lenders object to the proposed alternate rate, then the
amendment fails and the process starts again, with the interest rate being tied to the reference
rate or base rate in the meantime.

Spread Waterfall



To make SOFR’s rate level be more comparable to that of LIBOR, the next part of the
hardwired approach deals with a spread adjustment. The adjustment is intended to be tenor-
specific. So a spread adjustment for one-month LIBOR would be applied to one-month SOFR,
as would going from three-month LIBOR to three-month SOFR, and so on. Such adjustment is
selected through a waterfall under ARRC’s definition for “Benchmark Replacement Adjustment”
that is much like the waterfall for the replacement rate itself. In each case, the adjustment could
be a positive number, a negative number or zero.

The first two steps of this waterfall only apply if the benchmark replacement that has been
chosen is a specified SOFR fallback, such as Term SOFR or Daily Simple SOFR. First, the
waterfall provides for a replacement adjustment that is recommended by ARRC. ARRC’s
process for selecting a spread adjustment is based on the median calculated difference
between SOFR and U.S. dollar LIBOR over the prior five-year period. This is consistent with
ISDA’s method for determining the fallback adjustment for derivatives. However, if ARRC has
not selected a replacement adjustment when LIBOR is to cease, then the waterfall’s second
step would lead directly to using ISDA’s adjustment. Both ARRC and ISDA have announced
that they expect to publish their recommended spread adjustments before any LIBOR pre-
cessation or cessation event occurs.

If the replacement rate is instead selected by the amendment process at the end of the
successor waterfall, then the last step of the spread waterfall applies. As in that amendment
stage, this third step requires the administrative agent and the borrowers to choose an
adjustment while giving due consideration to market practice or ARRC’s recommendations for
selecting a fallback adjustment.

Conforming Changes

Although the hardwired provisions are intended to give a definite rate and adjustment for the
LIBOR successor, it is likely that certain general updates will need to be made operationally or
in the loan documentation to ensure an effective transition to the new benchmark. ARRC’s
definition of “Benchmark Replacement Conforming Changes” provides for such modifications. It
gives a non-exhaustive list of the types of technical or administrative changes that may need to
be made by the administrative agent, whether during the transition or as needed afterward.

Multicurrency Facilities

One asterisk on the hardwired approach is that it is limited to U.S. dollar-denominated loan
facilities. Each other jurisdiction with a LIBOR-quoted currency is determining its own
recommended replacement rate. With LIBOR, the foundation for the interest rate was the same
across each alternative currency; they were just priced in distinct denominations. But because
these currencies will be based on different rates after LIBOR ends, each of their subsequent
benchmarks will require its own margin to maintain consistency for comparison to LIBOR. This
will add complexity to the documentation and administration of multicurrency credit facilities.

Final Thoughts

Our market wants efficiency for the transition away from LIBOR while also ensuring equitable
outcomes. Lenders and borrowers both want to ensure their margins remain consistent with
what they have been under LIBOR. There is still no market consensus for what the



replacement benchmark will ultimately be. Each institution must determine what works best for
it. As with ARRC’s previously suggested provisions, the current formulation of the hardwired
approach is meant to be the next phase in an iterative process as our market approaches the
LIBOR sunset.

When will all of this be implemented? ARRC’s recommended best practices for LIBOR
transition includes the following suggested schedule for business loans like those found in our
fund finance market:

September 30, 2020: Hardwired fallbacks are incorporated for syndicated transactions.

October 31, 2020: Hardwired fallbacks are included for bilateral deals.

June 30, 2021: Target date for the end of new originations using U.S. dollar LIBOR.

For more information, here are links to (1) ARRC’s updated hardwired approach and user guide,
as published on June 30, 2020, and (2) ARRC’s recommended best practices with implementation
schedule.

https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2020/Updated-Final-Recommended-Language-June-30-2020.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2020/ARRC-Best-Practices.pdf
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The Fund Finance Association opened registration for this fall’s week-long Virtual Fund Finance
Symposium, to be held November 16-20, which will include daily sessions with an Asia-Pacific,
European and global emphasis. For information and to register, click here. If your organization
is interested in sponsorship information, click here. Sponsorships need to be finalized by Friday,
October 2 to guarantee a speaking spot.      
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On the Move

Marilia Shewchenko recently joined Rochford Capital as Managing Director UK. Marilia
previously worked at Validus Risk Management, where she was Head of Risk Advisory, and
has over 10 years of experience in financial markets.   

Marilia is heading the expansion of Rochford Capital into the UK market. Rochford is the
leading treasury advisor in Australasia, working with clients to improve financial performance
both at fund- and portfolio company-level via optimization and implementation of treasury and
financial risk solutions.  


