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1. Capital Scarcity and the Demand for Private Credit

1.1 What Capital Scarcity Means for Borrowers and Lenders
Capital scarcity is not just “less money.” It is a specific change in how quickly capital can be raised, how reliably it can be deployed, and how
much certainty lenders require before committing. When those three things tighten, credit becomes more selective, terms become more
structured, and the time spent negotiating documentation increases.

For Borrowers
Borrowers feel scarcity first as slower funding and narrower options. A company that can refinance with a single bank relationship in normal
conditions may find that lenders now want additional comfort: stronger coverage, cleaner collateral, or more conservative leverage. Even when
the total amount of credit available in the market is unchanged, the portion that is willing to lend on the borrower’s exact terms can shrink.

A practical way to see this is to compare two timelines. In a “plentiful” environment, a borrower might receive indicative terms, confirm internal
approvals, and close within a few weeks. In a scarcity environment, the borrower may still receive indicative terms, but the lender’s internal credit
committee may require updated financials, tighter covenants, or evidence that the borrower can service debt under a downside case. The
borrower’s cost of delay rises because operations do not pause for underwriting.

Borrowers also face a “terms ladder.” If a borrower cannot meet the lender’s base-case requirements, it may be offered a smaller facility, a higher
interest margin, or a structure that shifts risk to the borrower through tighter reporting, earlier amortization, or more restrictive baskets. The
borrower’s job becomes translating business reality into the lender’s risk language.

Example: A mid-market manufacturer wants a $50 million refinancing. In normal conditions, it might target a single senior secured term loan.
Under scarcity, the lender may require a minimum debt service coverage ratio and a tighter definition of EBITDA. If the borrower’s latest quarter
shows weaker coverage, the lender may still lend but reduce the facility to $35 million and require a springing covenant that tightens if leverage
rises.

For Lenders
Lenders experience scarcity as a higher opportunity cost of capital and a higher burden of proof. When capital is scarce, each committed dollar
must be justified with more rigorous underwriting and clearer downside protection. Lenders also face constraints on how quickly they can
deploy capital due to internal limits, risk committees, and operational readiness.

This changes lender behavior in three concrete ways. First, lenders spend more time on documentation because legal enforceability becomes
part of risk control, not just a formality. Second, lenders prefer structures that can absorb volatility, such as amortization schedules that reduce
exposure over time or covenants that trigger earlier dialogue. Third, lenders price uncertainty more explicitly through spreads, fees, and
sometimes payment-in-kind components.

Example: A private credit fund evaluates a $100 million unitranche deal. Under scarcity, it may require stronger collateral coverage and a more
conservative intercreditor agreement. The fund might also insist on a covenant package that restricts asset sales and limits additional debt,
because those actions can change recovery prospects when conditions worsen.

How Scarcity Shows Up in Deal Mechanics
Scarcity often turns “standard” terms into negotiated variables. The borrower’s cash flow becomes the center of gravity, and lenders translate
that cash flow into measurable protections.

Covenants become more specific: Definitions tighten, reporting frequency increases, and baskets are calibrated.
Collateral becomes more carefully packaged: Security interests, perfection steps, and priority are scrutinized.
Pricing becomes more granular: Margins, fees, and step-ups reflect different risk layers.
Commitment certainty becomes conditional: Lenders may require updated financials or satisfaction of conditions precedent.

Mind Map: Capital Scarcity Pathways
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A Simple Diagnostic for Both Sides
A useful shared question is: “What must be true for the lender to be comfortable, and what must be true for the borrower to keep operating?” If
the answer requires assumptions that are hard to verify with current information, scarcity will push the deal toward more structure and more
protection.

Example: If a borrower’s projections depend on a single customer account, lenders may require additional reporting on that customer, a tighter
definition of permitted dispositions, or a covenant that restricts leverage if customer concentration worsens. The borrower still gets financing,
but the lender reduces the chance that the cash flow story changes after closing.

Key Takeaway
Capital scarcity changes the bargaining unit from “availability of funds” to “certainty of repayment and enforceability of protections.” Borrowers
respond by presenting cleaner, more measurable cash flow and accepting more structured terms; lenders respond by underwriting with tighter
definitions, stronger legal control, and repayment profiles that reduce exposure over time.

1.2 How Bank Balance Sheet Constraints Affect Credit Availability
Banks do not just “decide” to lend; they must fund and hold the assets they create. When balance sheet capacity tightens, credit availability
tightens with it—often in ways that look like underwriting conservatism but are really accounting and capital mechanics.

The Balance Sheet Constraint Basics
A bank’s ability to extend credit is limited by three linked resources: capital, liquidity, and funding capacity.

Capital is the buffer that absorbs losses. Loans consume capital through regulatory risk weights and expected loss treatment.
Liquidity is the ability to meet cash outflows. Even profitable loans can be hard to originate if the bank cannot fund them without stressing
short-term liquidity.
Funding capacity is the practical ability to raise deposits or wholesale funding at acceptable terms. If funding becomes expensive or scarce,
loan growth slows.

A simple way to see the linkage: a loan is an asset that must be financed, and the financing and capital requirements determine whether the
loan fits the bank’s constraints.

Capital Consumption and Risk-Weighted Assets
Regulatory capital is typically measured against risk-weighted assets (RWA). Two loans with the same interest rate can consume different
amounts of capital depending on borrower type, collateral, and structure.

Consider a bank choosing between:

A secured term loan to a mid-sized manufacturer with strong collateral coverage.
An unsecured working capital line to a similar borrower.

If the unsecured line carries a higher risk weight, it consumes more capital per dollar lent. When capital is scarce, the bank may still lend, but it
will prefer deals that are “capital efficient,” even if the credit quality is similar.

This is why credit availability can shift without any change in macroeconomic expectations: the bank’s capital math changes the set of
acceptable deals.

More conditions precedent
More structured repayment
Tighter terms
Smaller facilities

Pricing granularity
Collateral enforceability
Covenant precision
Cash flow measurement

Higher cost of delay
Narrower lender appetite
Slower refinancing timelines

Operational readiness
Risk committee thresholds
Deployment speed limits

Deal Outcomes

Negotiation Focus

Borrower Constraints

Lender Constraints

Capital Scarcity
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Liquidity Coverage and Cash Flow Timing
Liquidity constraints are about timing. A loan’s cash flows may be predictable, but the bank’s funding and outflows are not.

If a bank relies heavily on short-term wholesale funding, it may face pressure when that funding rolls over. To manage this, the bank may:

Reduce new lending that increases reliance on unstable funding.
Increase holdings of liquid assets, which can crowd out loan growth.
Tighten terms that affect drawdowns, such as limiting revolver availability or requiring more frequent reporting.

A practical example: a revolving credit facility that allows frequent draws can create uncertainty about when cash leaves the bank. In a liquidity-
stressed environment, the bank may approve the facility but with lower commitment size or more restrictive draw conditions.

Funding Costs, Net Interest Margin, and “Capacity to Originate”
Even when a bank has capital, it needs funding. If deposits are slow to grow and wholesale funding spreads widen, the bank’s marginal cost of
funds rises.

That changes the economics of lending. A loan that looks attractive on paper may not clear the bank’s internal hurdle rate once funding costs
and hedging costs are included.

A concrete illustration:

Suppose a bank can earn 6.0% on a loan.
Its incremental funding cost rises from 2.0% to 3.5%.
After operating costs and hedging, the net return may fall below the bank’s required return.

The bank then reduces originations or shortens tenors, not because it dislikes the borrower, but because the balance sheet cannot earn enough
to justify the use of capital and funding.

How Constraints Show Up in Underwriting and Terms
Balance sheet constraints often manifest as changes in deal terms rather than outright rejection.

Common adjustments include:

Lower leverage tolerance because higher leverage increases expected loss and capital consumption.
More conservative collateral requirements because collateral can reduce risk weight and improve recovery prospects.
Tighter covenants or more frequent reporting because they reduce uncertainty and support risk management.
Smaller commitments to limit balance sheet usage.

These are not always “risk-off” decisions in the emotional sense; they are risk management decisions constrained by capacity.

Mind Map: Bank Balance Sheet Constraints and Credit Availability

Integrated Example: Two Similar Borrowers, Different Bank Capacity
Imagine two borrowers seeking $50 million term loans.

Borrower A has strong asset collateral and predictable cash flows.
Borrower B has weaker collateral and relies more on working capital lines.

Same borrower, different structure, different approval
Credit availability shifts across borrowers and structures

Smaller commitments and shorter tenors
Covenant tightening and reporting cadence
Stronger collateral packages
Lower leverage tolerance

Tenor and pricing adjustments
Marginal cost of funds
Deposit growth vs wholesale funding

Commitment sizing and draw restrictions
Liquidity coverage and cash timing
Funding rollover risk

Capital-efficient deal selection
Capital consumption per loan
Risk-weighted assets (RWA)

Observable Effects

Underwriting Outcomes

Funding Capacity

Liquidity Limits

Capital Limits

Bank Balance Sheet Constraints
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If the bank’s capital is constrained, it may approve Borrower A because the collateral and structure reduce capital consumption. If liquidity is
constrained, it may also prefer term loans over revolvers with frequent draws, which can create timing uncertainty.

Now add funding pressure: if wholesale funding is expensive, the bank may require a higher spread or shorten the tenor to reduce balance
sheet exposure duration.

The result is that credit availability changes across borrowers and structures even when the underlying business risk is broadly comparable. The
bank is not just judging credit; it is allocating scarce balance sheet capacity.

Key Takeaways
Bank balance sheet constraints affect credit availability through capital consumption, liquidity timing, and funding economics. The practical
outcome is that underwriting decisions and deal terms adjust to fit the bank’s capacity, often producing predictable differences across loan
types, collateral quality, and commitment structures.

1.3 The Role of Nonbank Credit in Filling Funding Gaps
When banks tighten lending, the gap rarely shows up as a single missing loan. It appears as mismatched timing, mismatched structure, and
mismatched appetite for risk. Nonbank credit steps in because it can be organized around different funding sources, different balance-sheet
constraints, and different underwriting and monitoring practices. The result is not “more credit,” but credit that fits the shape of the problem.

What Creates the Funding Gap
Start with the borrower’s perspective. Many financing needs are lumpy: an acquisition closes on a date, a refinancing must happen before a
maturity wall, or a capex program needs staged draws. Banks often manage these needs through standardized loan products and internal limits.
When capital requirements rise or liquidity becomes expensive, banks may still want to lend but cannot do so at the same volume, tenor, or
leverage.

From the lender’s perspective, the constraint is not only “risk.” It is also how the lender is funded and how it is regulated. Banks must hold
capital against credit exposure and manage liquidity under stress. Nonbank lenders, including private credit funds and direct lenders, are
typically not subject to the same capital and liquidity regimes. That difference changes what they can offer: longer tenors, more flexible
covenants, and structures that match cash-flow timing.

How Nonbank Credit Fits the Borrower’s Shape
Nonbank credit fills gaps in three practical ways.

First, it can match tenor. If a borrower needs five to seven years to refinance, but banks prefer shorter maturities, a private lender can provide a
longer amortization profile or a maturity that aligns with the business cycle.

Second, it can match structure. Some borrowers need a payment profile that reflects seasonality or integration costs. Nonbank lenders can
design interest and principal mechanics that reduce near-term pressure while still protecting downside through collateral and covenants.

Third, it can match speed. Complex deals often require iterative documentation and negotiation. Nonbank processes can be faster because
decision-making is concentrated in a credit committee and investment team rather than distributed across multiple bank layers.

A simple example: a sponsor buys a manufacturing platform and needs to refinance existing debt. The borrower’s cash flows are strong but
seasonal, with a dip during a customer contract transition. A bank might offer a standard fixed-payment schedule that assumes smoother cash.
A nonbank lender can structure a ramp-up or interest-only period, while requiring tighter reporting and security to keep risk controlled.

The Mechanics of Nonbank Funding
Nonbank credit is funded by investor commitments, not by deposits. That matters for how credit is deployed and monitored.

Evergreen or closed-end fund capital: Investors commit capital, and the manager invests it into loans. The fund’s ability to hold positions
through time supports longer-dated lending.
Direct lending and managed accounts: Some nonbank lenders operate with dedicated capital pools, allowing consistent underwriting and
portfolio construction.
Warehousing and bridge financing: In certain transactions, nonbank lenders provide interim financing until a longer-term solution is ready.

These mechanics do not remove risk; they change how risk is absorbed. A fund that expects to hold loans can focus on credit fundamentals and
monitoring rather than immediate sale liquidity.

Underwriting Practices That Make the Gap Safe
Nonbank credit can fill funding gaps because it pairs flexibility with disciplined underwriting.

8/92



1. Cash-flow realism: Underwriting starts with how the borrower actually generates cash, including working capital swings. For example, a
retailer may show EBITDA strength but still face cash drains from inventory build. A good nonbank model reflects that timing.

2. Security and enforceability: If the structure is flexible, protection must be concrete. Lenders focus on collateral packages, perfection steps,
and legal enforceability.

3. Covenants that match risk: Covenants are designed to detect deterioration early. Instead of only relying on a single leverage test, lenders
may use coverage metrics, reporting triggers, and restrictions on asset sales.

4. Monitoring cadence: Ongoing reporting is not a formality. It supports early engagement if performance deviates from the base case.

Mind Map: Nonbank Credit Filling Funding Gaps

Integrated Example from Gap to Closing
Consider a borrower with a refinancing deadline on 2026-02-15. The borrower’s existing lender will not extend, and the bank market is offering
shorter maturities with tighter leverage limits.

A nonbank lender reviews three items in sequence: (1) the refinancing timeline and required payoff amount, (2) the cash-flow pattern across
quarters, and (3) the collateral that can secure the loan. The lender proposes a term loan with a maturity that clears the deadline and a payment
profile that reduces early-quarter stress. The covenant package includes reporting requirements that allow the lender to verify performance
against the seasonal base case. The deal closes because the structure matches the borrower’s timing, and the lender’s protections match the
risk.

In short, nonbank credit fills funding gaps by aligning what borrowers need with how lenders can responsibly provide it—without pretending
the gap is free money.

1.4 Mapping Borrower Needs to Private Credit Solutions
Borrowers rarely ask for “private credit.” They ask for a specific outcome: refinance a maturity wall, fund a growth plan, buy out a partner, or
stabilize cash flow after a rough quarter. Mapping needs to solutions means translating that outcome into credit requirements—amount, timing,
repayment profile, security, and control—then matching those requirements to the structures private lenders can underwrite.

Step 1: Translate the Borrower’s Goal into Credit Requirements
Start with four questions that drive almost every term sheet:

1. What is the use of proceeds? Refinancing, acquisition, capex, working capital, or a mix. Each use changes cash flow timing and collateral
expectations.

2. When is the money needed and when must it be repaid? A near-term maturity requires a refinancing plan; a longer runway supports
amortization or interest-only periods.

3. How predictable is cash flow? Stable recurring revenue supports tighter covenants; volatile cash flow pushes lenders toward structural
protections.

4. What control does the borrower want or fear losing? Some borrowers want flexibility on dividends and capex; others accept restrictions to
get pricing.

Example: A sponsor-backed manufacturer needs $75 million to refinance a 12-month bridge. The borrower expects steady EBITDA but has
seasonal working capital swings. The credit requirements become: near-term funding, repayment aligned to seasonality, and covenants that do
not punish normal inventory build.

Tight reporting and security
Interest ramp or interest-only period
Sponsor acquisition with seasonal cash flows

Early warning and escalation
Covenant design and monitoring
Collateral and enforceability
Cash-flow realism and working capital

Warehousing and bridge roles
Direct lending and managed accounts
Evergreen or closed-end holding periods
Investor commitments

Faster decisioning
Structure customization
Tenor alignment

Timing mismatch with borrower needs
Standardized loan products and limits
Bank capital and liquidity constraints

Practical Example

Risk Controls

Funding Mechanics

Nonbank Credit Capabilities

Funding Gap Drivers

Nonbank Credit Filling Funding Gaps
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Step 2: Identify the Constraint That Created the Funding Gap
Private credit is often the “right tool” because a constraint blocks bank financing. Common constraints include:

Bank balance sheet capacity: banks can’t add more leveraged exposure.
Documentation and speed: the borrower needs a faster close than a bank syndication cycle.
Covenant mismatch: the borrower’s leverage profile doesn’t fit bank templates.
Security complexity: collateral is available, but perfection and intercreditor terms are non-standard.

Mapping means you do not just match structure to need; you match structure to the reason the usual lender said no.

Step 3: Match Repayment Profile to Cash Flow Reality
Private credit solutions differ most in how they handle repayment pressure.

Amortizing senior secured fits when cash flow can support scheduled principal.
Interest-only or longer amortization fits when near-term cash is needed for operations or integration.
Payment-in-kind components can bridge temporary stress, but they require careful monitoring because they increase leverage over time.
Equity-like upside features (such as warrants) can reduce cash interest burden while compensating lenders for risk.

Example: A software company is acquiring a smaller competitor. Integration costs depress free cash flow for two quarters. A lender might offer a
senior secured loan with an initial interest-only period, plus a covenant package that measures performance using trailing metrics rather than a
single quarter.

Step 4: Align Security and Legal Structure to What Can Be Enforced
Security is not just “what collateral exists.” It is “what can be enforced cleanly.” Consider:

Collateral type: assets, receivables, inventory, IP, or equity pledges.
Perfection practicality: liens that can be perfected quickly versus those requiring longer steps.
Intercreditor complexity: multiple lenders require a clear waterfall and standstill logic.

A borrower that wants minimal disruption may prefer a simpler security package, even if it means a slightly higher spread. A borrower that can
accept tighter controls may receive better pricing.

Step 5: Choose Covenant Intensity and Monitoring That Fit the Borrower’s Operating Rhythm
Covenants are the “operational contract” between lender and borrower. They should match how the business actually runs.

Financial covenants: leverage, interest coverage, or fixed charge coverage.
Performance covenants: minimum liquidity, capex limits, or restrictions on asset sales.
Reporting cadence: monthly vs quarterly; quality of management accounts.

Example: A retail chain has monthly sales data but quarterly audited statements. A lender may require monthly reporting of key KPIs and
quarterly compliance testing, avoiding a mismatch that would create constant technical defaults.

Step 6: Convert the Mapping into a Practical Term Sheet Logic
A clean mapping produces a term sheet that looks internally consistent. If the borrower needs flexibility, the structure should reduce cash
pressure and soften covenant triggers. If the borrower needs speed, the structure should minimize legal friction.

Example: For a $50 million acquisition with a tight closing timeline, the lender prioritizes a unitranche or senior secured structure with
standardized documentation, while still adding targeted protections: a springing lien trigger, restricted payments limits, and a clear definition of
permitted investments.

Mind Map: Mapping Borrower Needs to Private Credit Solutions
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Quick Example Walkthrough
A borrower wants $30 million to fund a seasonal inventory build and avoid a costly equity raise. Cash flow is predictable over a full year but
weak in the first half.

Need: seasonal liquidity, not permanent leverage.
Constraint: banks require tighter working capital covenants.
Structure choice: a senior secured loan with a repayment schedule that reflects seasonality and a liquidity covenant tested quarterly.
Security: receivables and inventory with a perfection plan that can be completed before draw.
Monitoring: monthly reporting of inventory turns and receivables aging.

The result is a loan that matches the borrower’s operating calendar, not just its headline leverage ratio. That’s the point of mapping: the terms
should behave like the business.

1.5 Practical Example: How a Sponsor Uses Private Credit for a Refinancing
A sponsor owns a portfolio company, Acme Industrial Group, and wants to refinance an expensive, short-dated bank facility. The company’s
EBITDA is stable, but the existing debt matures in 18 months and carries a floating rate plus a margin that has become painful. The sponsor also
wants to reduce refinancing risk by extending maturity and tightening the payment profile so cash stays available for operations.

Step 1: Define the Refinancing Goal in Plain Numbers
The sponsor starts with three targets:

Maturity extension: Replace debt that matures in 18 months with a new facility lasting 5 years.
Cash flow stability: Ensure annual debt service fits within a conservative free cash flow estimate.
Cost of carry: Lower the all-in interest burden after fees and any required one-time costs.

A quick internal model shows Acme can support debt service of $45 million per year under a downside case where EBITDA drops 10%. That
becomes the constraint for the new financing structure.

Step 2: Translate Targets into a Credit Profile
Because the sponsor is refinancing, the lender will focus on existing leverage, refinancing mechanics, and how the company will keep paying.
The sponsor prepares a package that includes:

A 24–36 month historical cash flow bridge from EBITDA to free cash flow.

Cure and waiver approach
Reporting cadence
Financial metrics

Intercreditor waterfall
Perfection practicality
Collateral type

Equity-like features
PIK components
Interest-only
Amortizing

Second lien
Unitranche
Senior secured

Documentation speed
Operational feasibility
Enforceability
Cash flow alignment

Covenants and Monitoring

Security Package

Payment Mechanics

Structure

Security complexity
Covenant mismatch
Speed and process
Bank capacity

Control Preferences
Repayment Profile
Timing
Amount

Working Capital Stabilization
Growth Capex
Acquisition
Refinance

Outcome Checks

Solution Design

Funding Gap Constraint

Credit Requirements

Borrower Goal

Mapping Borrower Needs to Private Credit Solutions
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A debt schedule showing what gets repaid at closing.
A covenant plan that matches the company’s operating reality.

Best practice here is to align the covenant package with the company’s budgeting cadence. If the company forecasts monthly but reporting is
quarterly, the sponsor chooses covenant definitions that can be monitored with the same inputs used in budgeting.

Step 3: Choose the Private Credit Structure That Fits the Cash Profile
The sponsor considers three common options:

Senior secured term loan: Straightforward, usually the cleanest for refinancing.
Unitranche: One agreement, blended economics, often faster to close.
Second lien: Higher yield, but typically requires careful intercreditor terms.

For Acme, the sponsor selects a senior secured term loan with a modest amortization profile. The goal is to keep near-term cash available while
still demonstrating repayment discipline.

Step 4: Build the Deal Mechanics Around Refinancing Reality
The sponsor and lender agree on a closing plan:

Use of proceeds: Pay off the bank facility at closing and fund a small working capital buffer.
Interest and fees: Cash-pay interest with a schedule that reflects the company’s seasonality.
Prepayment terms: Allow a limited prepayment flexibility after a lock-up period.

A practical detail: the sponsor requests a refinancing-specific covenant cure approach for the first reporting period. This prevents a technical
breach caused by timing differences in how certain adjustments are calculated.

Step 5: Underwrite with a “Can It Survive the Boring Months?” Mindset
The lender’s underwriting focuses on whether the company can pay through normal volatility. The sponsor supports this by providing:

A downside case where revenue declines but costs do not fall immediately.
A sensitivity table showing how interest rate changes affect coverage.
A liquidity view that includes minimum cash and revolver availability.

The sponsor also proposes covenant thresholds that are achievable without requiring constant amendments. For example, the sponsor targets a
leverage covenant that is tested quarterly, with definitions that match how management runs the business.

Step 6: Lock in Collateral and Enforcement Clarity
Because this is a refinancing, collateral matters for lender confidence and for operational simplicity. The parties agree on:

Security over substantially all assets.
A clear waterfall for enforcement steps.
Intercreditor alignment if any residual debt remains.

The sponsor keeps the collateral package consistent with existing security interests to reduce closing friction.

Step 7: Close the Loop with a Monitoring Plan the Sponsor Can Actually Run
After closing, the sponsor must manage the loan like a system, not a surprise. The sponsor sets internal routines:

Monthly cash tracking against the debt service calendar.
A covenant dashboard that uses the same calculation logic as the lender.
A credit committee review before each quarter-end reporting.

This is where many deals succeed or fail quietly: if the sponsor can’t monitor the covenant inputs, the covenant becomes a negotiation tool
instead of a risk control.

Mind Map: Refinancing Execution Using Private Credit
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Example: How the Sponsor Sets Covenant Logic
Acme’s management uses a standard EBITDA adjustment policy for budgeting. The sponsor asks the lender to adopt the same adjustment
categories and to define them in a way that avoids “interpretation drift.” The result is a covenant test that can be calculated internally with the
same inputs each month, reducing the risk of last-minute surprises at quarter-end.

Example: How the Sponsor Protects Cash During the Transition
At closing, Acme repays the bank facility and keeps a small working capital buffer. The sponsor also negotiates a payment schedule that avoids a
large cash outflow immediately after refinancing. This matters because the first months after a refinancing often include operational catch-up
items, and the loan should not punish the company for being busy.

2. The Private Credit Ecosystem and Market Infrastructure

2.1 Key Participants and Their Economic Incentives
Private credit is a supply-and-demand system with multiple “middle layers.” Each participant earns money for taking a specific kind of risk, doing
a specific kind of work, or providing a specific kind of balance-sheet capacity. When you map incentives clearly, underwriting choices and deal
structures stop feeling mysterious.

Core Capital Providers
Evergreen and closed-end credit funds are the most visible capital pools. Their economic incentive is to generate a stable stream of income net
of fees and expenses, while managing liquidity so investors can meet their own redemption expectations. Evergreen funds typically aim to
recycle principal by reinvesting repayments, which makes reinvestment discipline part of the incentive—not just a portfolio management activity.

Insurance companies and pension plans often invest with long-duration liabilities in mind. Their incentive is to match cash flows to obligations
and avoid liquidity mismatches. That pushes them toward structures with predictable payment profiles and strong documentation around
collateral and covenants.

Direct lenders and family offices may seek concentrated, relationship-driven returns. Their incentive is flexibility: they can move faster on
documentation, accept bespoke terms, and sometimes underwrite with a narrower set of comparables.

Deal Originators and Sponsors
Borrowers want financing that is timely, covenant-appropriate, and usable for the stated purpose. Their incentive is not just “get funded,” but
“get funded without creating operational constraints that make the business harder to run.” That is why borrowers negotiate covenant
definitions, reporting frequency, and cure periods.

Sponsors and acquisition platforms often drive demand for private credit by funding acquisitions, recapitalizations, and refinancings. Their
incentive is to preserve equity value. That means they prefer leverage that is high enough to enhance returns but not so high that lenders
demand aggressive protections or trigger frequent restructurings.

Credit committee cadence
Monthly cash tracking
Covenant dashboard

Residual debt intercreditor alignment
Enforcement waterfall
Security package clarity

Liquidity and revolver view
Interest rate sensitivity
Debt service coverage under downside

Refinancing-specific covenant approach
Interest and fee schedule
Use of proceeds

Prepayment flexibility
Amortization aligned to cash
Senior secured term loan

Downside operating model
Debt payoff schedule
Historical cash flow bridge

Reduce all-in cost
Stabilize cash flow
Extend maturity

Post-Close Operations

Legal and Collateral

Underwriting Focus

Deal Mechanics

Structure Selection

Sponsor Preparation

Refinancing Objective

Refinancing Execution Using Private Credit
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Underwriting and Structuring Professionals
Credit analysts and underwriting teams are paid to reduce uncertainty. Their incentive is to avoid avoidable losses by insisting on evidence:
cash flow quality, realistic base-case assumptions, and legal enforceability of security. They also have an incentive to keep the credit process
repeatable, because inconsistent underwriting creates hidden risk.

Structuring teams translate risk into contract terms. Their incentive is to design protections that are enforceable and measurable. For example, a
covenant that depends on a vague accounting interpretation is harder to monitor and easier to dispute, so it tends to be negotiated into clearer
definitions.

Service Providers and Market Infrastructure
Administrative agents, collateral agents, and trustees earn fees for operational execution. Their incentive is accuracy and timeliness: correct
notices, correct waterfall calculations, and correct lien perfection steps. If documentation is sloppy, operational staff pay the price through
rework and potential disputes.

Law firms are incentivized by fee economics and risk management. Their incentive is to produce documents that are both comprehensive and
internally consistent, because ambiguous drafting increases amendment friction later.

Independent valuation and accounting support helps funds and investors justify pricing and reporting. Their incentive is credibility: valuation
errors can create investor disputes and governance issues.

How Incentives Shape the Contract
A simple way to see the incentive chain is to follow money and control.

Capital providers want income and downside protection.
Underwriters want repeatable risk selection.
Borrowers want usable flexibility.
Agents and lawyers want operational clarity.

When these collide, the contract becomes the compromise: covenants define what “good behavior” means, collateral defines what can be
seized, and reporting defines what can be monitored.

Mind Map: Participant Incentives and What They Optimize

Click here to view the mind map: Key Participants and Economic Incentives

Example: Incentive Alignment in a Senior Secured Loan
A mid-market sponsor wants a refinancing to extend maturities and reduce near-term pressure. The fund offering the loan cares about two
things: (1) cash interest that can be paid from operating performance, and (2) a security package that can be enforced without a fight.

The underwriting team requests a tighter definition of EBITDA and a covenant that limits leverage based on that definition. The borrower
negotiates the covenant calculation to reflect recurring costs and to include a cure mechanism if a temporary dip occurs. The collateral agent
and lawyers then ensure the lien package is consistent with the covenant and reporting schedule, so that if the covenant is breached, the lender
can act using clear notice steps.

The result is not “more paperwork.” It is a contract that matches incentives: the borrower gets clarity on what triggers lender action, the fund
gets measurable monitoring, and the service providers get operational instructions they can execute correctly.

2.2 Fund Structures and Management Models
Fund structure determines three practical things: who bears which risks, how cash moves, and how decisions get made when the credit
committee disagrees with the portfolio manager. Management model determines how those decisions are executed day to day—especially
around underwriting, monitoring, and valuation.

Core Fund Building Blocks
Most private credit vehicles combine four building blocks:

Capital commitment and draw mechanics: Investors either commit capital up front (common in closed-end funds) or provide capital
through subscription and reinvestment cycles (common in evergreen funds). Draw timing affects liquidity planning and how quickly new
deals can be funded.
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Investment period and reinvestment rules: Closed-end funds typically have a defined investment period; evergreen funds keep deploying
as assets mature, subject to portfolio constraints.
Distribution policy: Some funds distribute principal and interest as they arrive; others reinvest until a target maturity profile is reached. The
policy shapes investor expectations and the fund’s ability to smooth cash flows.
Governance and delegated authority: A fund’s governing documents define who can approve new investments, amendments, waivers, and
restructurings. Clear authority prevents “silent vetoes” that slow deals.

Closed-End Funds
Closed-end funds raise a fixed amount of capital and invest it during an investment period. After that, the fund focuses on monitoring,
collecting cash, and exiting or realizing value.

Best practice: Align the investment period with the underwriting pipeline. If sourcing is steady but closing is slow, the fund can end up with idle
commitments or forced pacing.

Easy example: A $500 million closed-end fund commits to invest over 3 years. If the manager can close only $100 million per year, the
remaining $200 million may sit unused, while fees and reporting continue. The fund’s structure is not wrong, but the pacing assumptions must
match reality.

Evergreen Funds
Evergreen funds are designed to keep capital working by allowing ongoing subscriptions and reinvestments. Investors typically receive periodic
liquidity options, often subject to gates or transfer mechanisms.

Best practice: Treat reinvestment as a portfolio engineering problem, not a deal-by-deal habit. The manager should maintain a target maturity
ladder and credit quality distribution so that cash from repayments can be redeployed without breaking underwriting standards.

Easy example: An evergreen fund targets a weighted-average life of 3.5 years. When a large borrower prepays early, the manager does not
immediately replace the asset with a longer-duration loan unless the portfolio ladder still fits the target. Otherwise, the fund’s liquidity profile
drifts.

Management Models
Management models describe how the manager organizes decision-making and incentives.

Single Manager with In-House Underwriting

The same team sources, underwrites, and monitors. This can reduce handoff errors and speed up covenant interpretation.

Best practice: Separate underwriting from portfolio monitoring escalation. The person who approves the original covenant package should not
be the only person who decides whether a covenant breach is “material enough” to escalate.

Multi-Manager or Platform Model

A platform provides shared functions—legal, operations, valuation support—while investment teams focus on specific strategies.

Best practice: Standardize credit memo templates and valuation inputs across teams. Without shared standards, two teams can produce “apples
and oranges” reports that look consistent but behave differently in credit committee debates.

Advisory or Sub-Advised Structures

An adviser manages strategy while a sub-adviser executes sourcing and underwriting.

Best practice: Define responsibility boundaries for documentation quality and monitoring cadence. If the adviser sets the strategy but the sub-
adviser controls the workflow, the fund needs explicit accountability for what gets tracked and when.

Mind Map: Fund Structures and Management Models

Click here to view the mind map: Fund Structures and Management Models

Integrated Example: Choosing the Right Fit
Suppose a manager wants to lend to sponsor-backed borrowers with moderate leverage and frequent refinancing activity.
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A closed-end fund can work if the manager expects a concentrated investment window and planned exits during the fund’s life. The
structure supports a clean timeline, but the manager must avoid underinvesting during the investment period.
An evergreen fund can work if repayments are steady and the manager can redeploy without lowering standards. The structure demands
disciplined portfolio ladder management and careful handling of investor liquidity requests.

In both cases, the management model matters. If underwriting and monitoring are handled by the same small team, the fund should still
implement a formal escalation process. If the fund uses a platform, it should enforce consistent valuation and covenant interpretation standards
so that decisions are comparable across teams.

Decision Checklist for Implementation
A fund’s documents and operating procedures should answer these questions in plain language:

Who approves new investments, amendments, and waivers, and within what time limits?
How does the fund decide whether a prepayment should be reinvested immediately or held to preserve the maturity ladder?
What valuation inputs are standardized, and who signs off when assumptions change?
How does the fund handle investor liquidity requests without forcing credit decisions that violate the strategy’s constraints?

2.3 Deal Sourcing Channels and Underwriting Workflows
Private credit underwriting starts long before the first credit memo. The workflow is really two systems running in parallel: sourcing finds
opportunities, and underwriting turns them into decisions with consistent logic. When those systems are aligned, you get fewer surprises and
faster approvals—without sacrificing discipline.

Sourcing Channels with Clear Entry Criteria
Most deals arrive through a small set of repeatable channels. Each channel should come with an entry checklist so the team does not waste time
on “interesting” but unfinanceable situations.

Sponsor-led inbound: Sponsors approach with a target structure and a draft use of proceeds. Best practice is to require a minimum
package up front: borrower legal name, pro forma sources and uses, existing debt schedule, and a draft covenant ask. Example: a sponsor
wants a unitranche for an acquisition; the team confirms the borrower can provide security and that the leverage target is consistent with
the fund’s risk appetite.

Brokered opportunities: Brokers bring deals that may be under-specified. The workflow should include a “triage call” within 48 hours to
confirm basic facts: industry, size, seniority preference, and whether the borrower has audited financials. Example: a broker offers a second-
lien opportunity; underwriting quickly checks whether the capital structure includes a meaningful first-lien that would constrain intercreditor
terms.

Direct borrower outreach: Borrowers sometimes seek private credit because they need speed or flexibility. The best practice is to
standardize the first request for information: last three years of financials, trailing twelve-months, debt maturity wall, and a short narrative
on why bank financing is not available. Example: a mid-market manufacturer requests a refinancing; underwriting verifies that the cash
conversion cycle supports the proposed amortization.

Portfolio referrals: Existing relationships generate repeat deals. The key is to avoid “relationship bias” by requiring the same underwriting
inputs as any other channel. Example: a fund previously financed a sponsor; a new deal comes in with similar terms, but underwriting still
re-runs downside scenarios and covenant coverage.

Underwriting Workflow from Intake to Credit Committee
A consistent workflow reduces variance between analysts and prevents late-stage surprises. A practical approach is to split the process into five
stages.

Stage 1: Intake and Data Completeness

Create a data completeness scorecard. If the score is low, the deal moves to a “conditional diligence” bucket.

Minimum data: financial statements, debt schedule, cap table, material contracts summary, and a draft term sheet.
Red flags: missing audited history, unclear ownership, or a capital structure that cannot support the requested security.

Example: if a borrower cannot provide a debt maturity schedule, underwriting pauses the model build and requests it before spending time on
covenant math.

Stage 2: Initial Credit View and Structure Fit
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Underwriting forms a first-pass view: repayment source, collateral reality, and structural feasibility.

Repayment source: normalize EBITDA, map cash flows, and test debt service under base and downside cases.
Collateral reality: confirm lienable assets, valuation approach, and whether any assets are contractually restricted.
Structural feasibility: check whether the proposed seniority and waterfall can be documented cleanly.

Example: a deal proposes heavy PIK to manage near-term coverage; underwriting tests whether the borrower’s cash flow can fund interest
during the PIK period without breaching liquidity covenants.

Stage 3: Diligence Deepening and Assumption Control

This stage is about controlling assumptions, not collecting more documents.

Financial diligence: reconcile working capital drivers, customer concentration, and capex needs.
Legal diligence: review credit agreement mechanics, security perfection steps, and intercreditor constraints.
Sponsor diligence: assess track record and alignment through equity contribution and governance.

Best practice: maintain an “assumption log” that records what changed and why. Example: if revenue is seasonal, the model should reflect
seasonality consistently across coverage and covenant calculations.

Stage 4: Credit Memo and Decision Package

The credit memo should translate diligence into a decision-ready narrative.

Proposed terms and rationale
Key risks and mitigants
Covenant package and monitoring plan
Recovery logic: what happens if the base case fails

Example: if the borrower has weak leverage headroom, the memo should show how covenants and security coverage compensate, not just state
that “monitoring will be strong.”

Stage 5: Credit Committee and Post-Approval Readiness

The committee should focus on the few decisions that matter: pricing, structure, and protections.

Confirm underwriting assumptions are consistent with the final term sheet.
Ensure documentation milestones are realistic.

Example: if the security package depends on third-party consents, the approval should require a clear consent plan and timeline.

Mind Map: Sourcing to Underwriting Workflow

Click here to view the mind map: Deal Sourcing and Underwriting Workflow

Example Workflow in Practice
A broker brings a refinancing deal on 2026-02-26. The team runs triage the same day and requests a debt schedule and audited financials. By
2026-02-28, the data completeness score is high enough to build the initial model. Underwriting discovers that the proposed amortization
would strain liquidity during seasonal troughs, so it adjusts the structure to include a tighter cash sweep only after a liquidity threshold is met.
The credit memo then highlights the seasonality driver, the covenant trigger, and the security coverage assumptions. The committee approves
with a specific documentation condition: intercreditor terms must preserve the intended waterfall for the proposed seniority.

This is the core idea: sourcing provides raw material, underwriting turns it into a controlled decision, and the workflow keeps assumptions from
drifting between “what we thought” and “what we can prove.”

2.4 Documentation and Closing Process Essentials
Documentation is where underwriting turns into enforceable rights. Closing is where those rights become real: signed, funded, perfected, and
tracked. If you treat documentation as “paperwork,” you’ll eventually pay for it with delays, disputes, or missing security.

Foundational Principles That Prevent Closing Chaos
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Start with a single source of truth: the term sheet and the credit agreement versions. Every change after signing should be traceable to a specific
markup or amendment, not “someone said it was fine.” A practical best practice is to maintain a closing checklist that mirrors the agreement
sections in order, so nothing is skipped.

Next, separate three timelines:

1. Commercial timeline: when parties agree on economics and structure.
2. Legal timeline: when documents are negotiated and executed.
3. Operational timeline: when funds move and security is perfected.

Many closing failures happen because operational steps are scheduled last, even though they drive the earliest possible funding date.

Document Set Mapping from Term Sheet to Final Signatures
A typical secured private credit closing includes:

Credit agreement (or loan agreement) with definitions, covenants, events of default, and payment mechanics.
Security documents (pledges, mortgages, assignments) matching the collateral described in the credit agreement.
Intercreditor or subordination documents when multiple lenders or tranches exist.
Borrower and guarantor deliverables: board approvals, incumbency certificates, good standing, and authority letters.
Agent and account documentation: payment instructions, account control where relevant.

A useful practice is to create a “deliverables matrix” that links each deliverable to a specific section of the credit agreement. For example, if the
agreement requires a first-priority lien on certain assets, the matrix should specify the exact pledge or assignment document and the filing steps
required for perfection.

Closing Checklist Essentials That Actually Get Used
A closing checklist should include at least four categories of items.

Execution items: signature blocks, authority, and correct entity names.
Condition precedent items: evidence that covenants and representations are true at closing.
Security perfection items: filings, control agreements, and lien searches where required.
Funding mechanics: wiring instructions, funding date, and disbursement steps.

To keep it systematic, assign an owner to each item and a target date. If you don’t assign ownership, the checklist becomes a list of hopes.

Example Closing Flow for a Senior Secured Term Loan
Assume a senior secured term loan closed on 2026-02-15 with a first-priority lien on equity interests and a security interest in specified
receivables.

1. Two weeks before closing: finalize the credit agreement and security package; confirm collateral schedules match the asset descriptions.
2. One week before closing: circulate the deliverables matrix and collect authority documents; run lien search and confirm filing requirements.
3. Two business days before closing: prepare final signature versions; confirm agent account details; draft funding notice and disbursement

instructions.
4. Closing day: execute documents, deliver executed copies, and complete perfection steps that can be done same day.
5. Post-closing: file remaining documents and provide evidence of filings; confirm that the borrower delivers any delayed schedules.

The key detail: funding should not be treated as the end. It is the midpoint after which perfection evidence must still be collected and verified.

Mind Map: Documentation and Closing Process

Click here to view the mind map: Documentation and Closing Process Essentials

Advanced Details That Reduce Legal Friction
Version control matters more than people expect. If the executed credit agreement differs from the version used to draft security documents,
you can end up with mismatched collateral descriptions or inconsistent definitions. A simple mitigation is to require a “final definitions check”
before signatures.
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Condition precedent discipline prevents last-minute surprises. For instance, if a condition requires a bring-down of representations, the closing
certificate should be aligned with the exact representation set in the agreement. Otherwise, you get a certificate that is technically signed but
substantively incomplete.

Perfection evidence should be planned. Even when filings are completed after funding, the closing package should specify what evidence will
be delivered and when. Otherwise, the agent or lenders may have to chase proof later, which is when things get expensive.

Practical Example: Deliverables Matrix for Security Perfection
A deliverables matrix can be as simple as a table in the internal closing tracker:

Credit agreement requirement: “First-priority lien on equity interests.”
Security document: “Equity pledge agreement.”
Perfection step: “Stock certificates endorsement and filing of UCC-3 where applicable.”
Evidence to deliver: “Executed pledge agreement and proof of filing.”
Owner: “Security counsel.”
Target date: “Closing day for execution; next business day for filing.”

This structure keeps the team focused on outcomes, not just signatures. When the matrix is complete, closing becomes a sequence of verifiable
steps rather than a scramble for documents.

2.5 Practical Example: From Initial Term Sheet to Signed Credit Agreement
A private credit deal often starts with a term sheet that looks like a shopping list. The job of the next steps is to turn that list into enforceable
economics and workable controls. Below is a systematic walk-through using a realistic senior secured term loan.

Step 1: Translate Deal Intent into Clear Economics
Assume a sponsor is refinancing an acquisition. The lender proposes a $50 million senior secured term loan with a 5-year maturity, quarterly
interest, and a 1% original issue discount. The term sheet states: (1) interest rate formula, (2) fees, (3) amortization, and (4) prepayment terms.

Best practice is to confirm that every economic term has a matching legal definition. For example, if the term sheet says “SOFR plus spread,” the
agreement must define SOFR, the observation shift, the fallback rate, and the adjustment mechanism. If the term sheet says “1% OID,” the
agreement must specify how it affects principal, interest calculations, and any make-whole or prepayment math.

Example: If the borrower prepays at month 18, the lender wants to ensure the prepayment premium is calculated on the correct outstanding
principal definition, not on an accounting balance that ignores OID.

Step 2: Build the Security Package Before Drafting the Loan Agreement
Security is not an afterthought. The lender’s counsel typically maps collateral categories early: first-priority liens on substantially all assets, a
pledge of equity interests, and control agreements for deposit accounts.

Best practice is to align the collateral schedule with what the borrower actually owns. If the borrower has multiple operating entities, the term
sheet should clarify which entities grant liens and which are excluded. That decision affects intercompany agreements, guarantees, and the
scope of perfection steps.

Example: If the borrower’s main cash is held in a foreign subsidiary, the lender may need a different control approach or a limited guarantee
structure. Waiting until the final draft can turn a simple lien into a multi-week coordination problem.

Step 3: Underwrite the Credit, Then Underwrite the Documents
The underwriting model informs covenant thresholds and reporting requirements. If the lender’s base case assumes a Debt Service Coverage
Ratio (DSCR) of 1.35x, the covenant should not be set so tightly that routine seasonality triggers default.

Best practice is to connect covenant math to operational reporting. If the agreement requires quarterly compliance certificates, the borrower
must be able to produce the calculation consistently. That means defining EBITDA adjustments, accounting principles, and whether the borrower
can use a permitted accounting policy change.

Example: A borrower with recurring one-time restructuring charges might request a “permitted add-back” framework. The lender can agree, but
only if the add-backs are capped and documented with a consistent schedule.

Step 4: Run Diligence with a Document-First Mindset
Diligence is often treated as a fact-gathering exercise. A better approach is to treat it as a drafting input pipeline.
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Corporate and authority diligence supports guarantee and lien grants.
Financial statement diligence supports covenant definitions and reporting cadence.
Legal diligence identifies existing liens, material contracts, and change-of-control clauses.

Best practice is to produce a “disclosure-to-definition” matrix: each disclosure item is mapped to the exact representation, covenant, or schedule
it affects.

Example: If there is an existing lien from a prior credit facility, the lender needs a payoff and release plan. The agreement should include timing
for lien releases and a condition precedent that prevents the borrower from taking new debt before releases occur.

Step 5: Negotiate Conditions Precedent and Closing Mechanics
Conditions precedent are where deals either close smoothly or stall. Typical conditions include:

Execution of loan documents and security documents
Delivery of lien search results and perfection steps
Receipt of payoff letters for existing debt
Evidence of insurance and corporate approvals

Best practice is to specify who does what, by when, and in what form. Vague language like “reasonable evidence” tends to create last-minute
friction.

Example: The lender may require a signed payoff letter “in form and substance acceptable to lender,” but also specify that the borrower must
deliver it at least five business days before closing.

Step 6: Finalize Drafting Through a Structured Redline Workflow
A disciplined redline process prevents endless back-and-forth. The lender’s counsel usually leads with a “core” document set: credit agreement,
security agreement, guarantee agreement, and intercreditor terms if relevant.

Best practice is to separate issues into buckets:

Must-have legal protections
Must-have operational requirements
Commercial items that can be traded
Items that can be deferred to schedules

Example: If the borrower requests softer reporting covenants, the lender might trade by tightening default notice requirements or adding a cure
mechanic for certain technical defaults.

Step 7: Confirm Execution, Funding, and Post-Closing Deliverables
Signing is not the end. Funding depends on closing deliverables, and post-closing deliverables ensure perfection and ongoing compliance.

Best practice is to list post-closing items with dates and responsible parties, such as:

Filing UCC statements
Delivering executed control agreements
Providing updated cap table or organizational charts

Example: If a deposit account control agreement cannot be executed on the closing date due to bank processing, the agreement can require
execution within a defined period, with interim steps that still protect the lender.

Mind Map: Term Sheet to Signed Agreement Workflow

Click here to view the mind map: Term Sheet to Signed Agreement Workflow

Step 8: A Concrete Mini-Timeline with Clear Outputs
Using a practical timeline, suppose the term sheet is agreed on 2026-02-20. Within the first week, diligence findings are converted into a
disclosure-to-definition matrix. By week two, the security package is finalized and collateral schedules are locked. By week three, conditions
precedent and closing checklists are agreed. By week four, the final redline is resolved and execution occurs with a post-closing deliverables list
that assigns owners and dates.
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The result is a signed credit agreement that matches the term sheet’s economics, enforces the intended risk controls, and avoids the classic “we
thought that was covered” gap.

3. Evergreen Funds and Their Operational Mechanics

3.1 Evergreen Fund Design and Investor Liquidity Terms
Evergreen funds are built to keep capital working instead of returning it on a fixed schedule. That design choice changes how investors
experience liquidity, how managers plan reinvestment, and how the fund documents rights and obligations.

Core Design Choices
An evergreen fund typically operates with a long-lived vehicle and a defined reinvestment approach. Investors commit capital, and the fund
deploys it into a portfolio of private credit assets. Instead of distributing proceeds automatically at the end of a fund life, the fund may reinvest
repayments and maturities into new deals, subject to its investment policy.

A practical way to think about the structure is: the fund has (1) a portfolio of loans and investments, (2) a cash buffer, and (3) a set of rules that
determine when investors can exit. The rules are the liquidity terms.

Liquidity Terms That Actually Matter
Liquidity in evergreen funds is usually not “daily dealing.” It is governed by subscription and redemption mechanics, transfer permissions, and
gates.

Redemption windows and notice periods. Many evergreen funds allow periodic redemption requests, such as quarterly or semiannual windows.
Investors submit requests by a deadline, and the fund decides how much can be satisfied based on available liquidity.

Gates and scaling. If redemption demand exceeds available cash, the fund may limit redemptions using a gate. For example, if the fund has $50
million of near-term liquidity and investors request $120 million, the gate might scale redemptions to $50 million (or to a smaller percentage),
with the remainder deferred to a later window.

Side pockets for illiquid assets. When a portfolio includes assets that cannot be sold or refinanced quickly, the fund may segregate them into
side pockets. Investors redeem from the main fund, while side-pocket assets remain until they mature or are otherwise resolved. This prevents
the fund from selling something at an awkward time just to meet redemption requests.

Transfer rights and restrictions. Some evergreen funds permit transfers to other eligible investors, often with consent and compliance checks.
This can be an alternative liquidity path when redemptions are gated.

How the Fund Manages Cash Without Breaking Promises
Liquidity terms are only credible if the fund has an operational plan. That plan usually includes a cash management policy, a target cash buffer,
and a reinvestment workflow that respects redemption calendars.

A simple example: suppose the fund targets a 2% cash buffer of net asset value to cover expenses and partial redemptions. If the fund expects a
redemption window in 30 days, it may slow new commitments or structure deals with earlier cash generation (for instance, cash-pay interest
rather than heavy PIK). The goal is not to “predict the future,” but to align portfolio cash flows with the timing of investor requests.

Investor Experience Through Concrete Scenarios
Scenario A: Redemption request fits liquidity. An investor requests $5 million for the quarterly window. The fund has $30 million available after
normal expenses and scheduled repayments. The fund satisfies the request in full, and the investor’s units are redeemed at the agreed valuation
point.

Scenario B: Redemption request hits a gate. Two investors request a combined $40 million, but only $20 million is available due to recent deal
closings and limited near-term repayments. The fund applies a 50% gate, redeeming $20 million total. The remaining $20 million request is
deferred according to the document’s mechanics.

Scenario C: Side pocket protects remaining investors. A portfolio includes a distressed credit position that cannot be sold without significant
loss. The fund moves that exposure into a side pocket. Redeeming investors exit the main fund, while the side-pocket assets remain for the
investors who stay, avoiding a forced sale that would dilute everyone.

Mind Map: Evergreen Liquidity Terms

Click here to view the mind map: Evergreen Fund Design and Investor Liquidity Terms
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Practical Checklist for Documenting Liquidity
A well-designed evergreen liquidity section answers five questions in plain terms: when investors can request liquidity, how requests are sized,
what happens when demand exceeds available cash, how illiquid assets are handled, and how valuation is determined for the redeemed
amount. If any of these are vague, the fund will eventually “solve” the problem by negotiation, and negotiation is expensive in time and trust.

3.2 Capital Call, Reinvestment, and Distribution Mechanics
Evergreen funds exist to keep capital working. That means investors don’t fund a one-time pool and then wait for a liquidation event. Instead,
the fund runs a repeating cycle: it calls capital when new deals are ready, reinvests repayments into new assets, and distributes cash when the
fund’s rules say it should.

Capital Call Foundations
A capital call is the fund’s request for investors to contribute cash up to their committed amount. The key idea is that commitments are not the
same as cash on day one. Investors typically sign up for a commitment, and the manager draws that commitment in tranches.

Best practice is to define three things clearly in the governing documents and subscription materials: (1) when a call can be made, (2) how much
can be called, and (3) how investors are notified. A practical example: an evergreen fund has a $200 million commitment base. The manager
identifies a $60 million loan opportunity with a closing date in early June. The fund issues a capital call notice with a short funding window, and
investors wire their pro rata shares so the fund can close.

Operationally, the fund must also manage “available liquidity.” If the fund already holds cash from repayments, it may delay or reduce a call.
That’s why capital calls are often sized to the net funding need rather than the full deal amount.

Reinvestment Mechanics
Reinvestment is what makes the evergreen concept work without turning every repayment into a distribution. When a borrower repays principal
or makes scheduled amortization, the fund receives cash. The fund then decides whether to deploy that cash into new lending.

The decision is governed by investment policy and liquidity targets. A common approach is to maintain a liquidity buffer for expenses, potential
drawdowns, and timing mismatches between deal closings and repayments. For example, if a $10 million repayment arrives mid-quarter but the
next deal closes at quarter-end, the fund may keep the cash in a short-duration vehicle until deployment.

Reinvestment also interacts with portfolio construction. Suppose the fund’s strategy targets senior secured loans with a maximum exposure per
borrower and per sponsor. The manager may reinvest repayments into new credits that fit those constraints, rather than simply rolling into the
same type of deal. This keeps risk exposures aligned with the stated mandate.

Distribution Mechanics
Distributions are the fund’s way of returning cash to investors. In evergreen structures, distributions are usually not automatic on every
repayment. Instead, they follow a distribution policy that balances investor returns with the fund’s need to keep capital deployed.

A typical distribution policy distinguishes between income and principal. Interest and fees may be distributed more regularly, while principal
repayments may be retained for reinvestment until certain thresholds are met. For instance, the fund might distribute quarterly interest net of
expenses, but only distribute principal when the fund’s cash exceeds a defined reinvestment target.

Another common lever is the “waterfall” logic. The fund may allocate cash first to cover expenses, then to return capital, then to pay a preferred
return, and finally to split remaining profits between investors and the manager. Even when the exact terms vary, the mechanics should be
predictable and auditable.

Mind Map: Capital Call, Reinvestment, and Distribution

Click here to view the mind map: Capital Call, Reinvestment, and Distribution Mechanics

Example: One Quarter of Flows
Assume an evergreen fund begins the quarter with $25 million of cash and $175 million of committed capital remaining. During the quarter, it
closes a $40 million loan. Because the fund already has $25 million cash, it issues a capital call for only $15 million to cover the net funding need.

Mid-quarter, the borrower makes a $2 million interest payment and $1 million of principal amortization. The fund distributes net interest to
investors at quarter-end, after expenses. The $1 million principal is retained because the fund’s reinvestment target requires keeping principal
available for new deployments.
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At quarter-end, the fund receives an additional $8 million prepayment. If the fund’s liquidity buffer is $6 million and the reinvestment pipeline is
fully funded for the next closing window, it may distribute the excess $2 million principal according to its threshold rules.

The result is a coherent cycle: capital calls fund deals when cash is insufficient, reinvestments keep principal working when deployment capacity
exists, and distributions return cash when the fund has more than it needs for the next steps.

3.3 Valuation Policies and Pricing Governance
Valuation and pricing are linked twins: valuation sets the “what is it worth today?” question, while pricing governs “what do we pay or charge for
it?” In evergreen funds, the connection matters even more because investors experience returns through periodic valuations, not through a
steady stream of realized exits.

Foundational Principles for Valuation
A valuation policy should start with three basics: consistency, independence, and documentation. Consistency means the same asset types
follow the same valuation logic across quarters. Independence means the people who underwrite or negotiate a deal are not the only people
who decide its mark. Documentation means every judgment call can be traced to inputs, assumptions, and approvals.

A practical way to operationalize this is to define valuation “tiers.” Tier 1 uses observable market prices or quotes. Tier 2 uses observable inputs
that are not directly quoted for the exact instrument, such as spreads for comparable loans. Tier 3 uses internal models and assumptions when
observability is limited. The policy should state which tier applies to which asset class and what evidence is required to move an asset between
tiers.

Pricing Governance That Matches the Valuation Method
Pricing governance answers a different but related question: how do we set the transaction price so it doesn’t contradict the valuation
framework? For new investments, the policy should require that the purchase price and the initial valuation are aligned, usually by using the
same credit assumptions that drive the model. If the fund buys at a discount or premium, the valuation policy should explain whether that
difference is treated as a temporary timing effect, a credit deterioration, or a structural feature.

For example, consider a senior secured loan purchased at 98. If the underwriting expects stable cash flows and the market spread at purchase
implies a par-equivalent value, the valuation may start near 98 and then accrete toward par using an amortization schedule. If instead the
discount reflects a covenant breach risk, the valuation should incorporate that risk immediately rather than waiting for it to show up in later
reporting.

The Valuation Workflow That Prevents “One-Person Pricing”
A workable workflow has four steps: data capture, valuation calculation, governance review, and final approval.

1. Data capture: collect latest financials, payment history, covenant compliance status, and any collateral updates. For structured loans, also
capture waterfall terms and any changes in intercreditor dynamics.

2. Valuation calculation: run the model or apply the market-based method for each asset. The policy should specify which inputs are hard-
coded and which are judgment-based.

3. Governance review: a valuation committee reviews exceptions, tier changes, and any marks that deviate materially from prior periods.
4. Final approval: the committee records decisions, rationale, and any required adjustments.

A good governance rule is to require a “reason code” for every material mark change. That keeps the process from turning into a black box
where everyone nods and moves on.

Mind Map: Valuation Policies and Pricing Governance

Click here to view the mind map: Valuation Policies and Pricing Governance

Example: Senior Secured Loan with a Covenant Headwind
Assume a senior secured loan with quarterly interest paid in cash. The borrower’s leverage ratio worsens, and the next covenant test is likely to
be close. The fund’s valuation policy requires that covenant compliance risk affects the discount rate or cash flow probability, not just the
narrative.

A systematic approach could look like this:

Update the base-case cash flow forecast using the latest financials.
Adjust the probability-weighted outcome for covenant breach versus compliance.
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If breach is expected, model the likely cure path and timing, including any required fees.
Recompute the discount rate using the spread framework consistent with the loan’s tier.

If the model indicates a lower expected value, the mark should move accordingly. Pricing governance then checks whether the loan’s purchase
price and initial mark were consistent with the same covenant assumptions. If the fund previously marked optimistically, the governance process
should capture the correction as an exception with a clear reason code.

Example: Evergreen Reinvestment and Valuation Stability
Suppose the fund reinvests in the same borrower through a new tranche. The valuation policy should avoid treating the new tranche as
automatically “similar” just because it is in the same capital structure. The structured terms may change recovery prospects, seniority, or
payment priority.

A simple best practice is to require a tranche-level valuation memo that lists: seniority, collateral coverage assumptions, and any differences in
covenant package. That memo ensures the valuation committee can see whether the new tranche deserves a different tier or different model
inputs.

Governance Details That Make Marks Credible
Credibility comes from controls that are boring in the best way. Require consistent use of approved models, define materiality thresholds for
committee escalation, and specify how to handle missing data. When data is delayed, the policy should state whether to use last-known inputs,
how to adjust for known events, and how to document the limitation.

Finally, pricing governance should ensure that fees and transaction costs are treated consistently between initial recognition and subsequent
valuation. If the policy says a fee is amortized over the expected life, the valuation process should not double-count it in the model’s discount
rate. That kind of mismatch is small enough to slip through, and large enough to distort reported performance.

3.4 Portfolio Construction and Reinvestment Discipline
Portfolio construction is where an evergreen fund turns underwriting intent into repeatable outcomes. Reinvestment discipline is where that
intent survives contact with real cash flows, valuations, and investor liquidity terms. Together, they answer two practical questions: what gets
bought next, and what gets allowed to stay.

Foundational Inputs That Drive Construction
Start with the fund’s constraints, not its ambitions. Evergreen funds typically target a stable reinvestment engine, so the portfolio must be built
around predictable cash generation and a clear plan for how distributions are funded.

Key inputs include:

Strategy boundaries: senior secured vs. unitranche vs. second lien, and the permitted borrower profile.
Liquidity terms: how investor redemptions are handled, including gates and transfer mechanics.
Credit risk appetite: maximum leverage exposure, minimum coverage thresholds, and acceptable collateral quality.
Operational capacity: how many active credits the team can monitor without turning “ongoing” into “eventually.”

A simple best practice is to translate each boundary into a measurable rule. For example, “quality collateral” becomes a requirement for
perfected security interests and documented collateral valuation methodology.

Building the Portfolio from Cash Flow Logic
A portfolio is not just a list of loans; it is a cash flow schedule with optionality. Even when loans amortize slowly, they still produce cash through
interest, fees, and occasional principal events.

A disciplined construction process uses three layers:

1. Core allocation: positions expected to generate steady interest and manageable refinancing risk.
2. Opportunistic sleeve: deals that may require more monitoring or have more complex structures, sized so they cannot dominate outcomes.
3. Liquidity buffer: cash and near-cash instruments reserved for redemptions, expenses, and timing mismatches.

Example: Suppose the fund expects quarterly interest inflows of $20 million and has a typical redemption pattern that has historically required
$5–$8 million of liquidity. The construction target might keep a liquidity buffer of $10 million while allocating the remaining cash to new
originations and reinvestments.

Reinvestment Discipline Through Decision Rules
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Reinvestment discipline means you do not reinvest because cash is available; you reinvest because the next deal improves the portfolio under
your rules.

Use a decision framework with three gates:

Eligibility gate: does the deal fit the strategy boundaries and documentation standards?
Value gate: does the pricing and structure compensate for the modeled risk and expected recovery?
Concentration gate: does adding the position breach limits by sponsor, sector, geography, or collateral type?

A practical example: the team receives an attractive unitranche opportunity at a headline yield. Eligibility passes, but the value gate fails because
the borrower’s cash flow coverage is below the fund’s minimum and the covenant package is weaker than comparable deals. The reinvestment
decision becomes “pass or reprice,” not “buy and hope.”

Mind Map: Portfolio Construction and Reinvestment Discipline

Click here to view the mind map: Portfolio Construction and Reinvestment Discipline

Advanced Details Without the Mess
Once the framework is set, discipline shows up in the details.

1) Position sizing tied to risk, not enthusiasm. If two deals have similar yields but different recovery prospects, the one with weaker collateral
and longer enforcement timelines should be smaller. A good rule is to size by expected loss contribution, not by deal size.

2) Reinvestment timing that respects valuation mechanics. Evergreen funds often mark and report on a schedule. Reinvestment should
consider whether the fund can support new commitments without creating a mismatch between reported valuations and cash needs.

3) Covenant and documentation consistency. If the fund’s monitoring shows covenant compliance is drifting, reinvestment into similar
borrowers should slow down. Discipline is not only about buying; it is about avoiding repeat exposure to the same failure mode.

Worked Example: From Cash Inflow to Reinvestment Decision
Assume the fund receives $20 million of interest and fees in a quarter. The liquidity buffer target is $10 million, and current cash is $8 million.
The fund also has $6 million of principal expected from a partial repayment.

After interest and fees, cash becomes $28 million.
Expected principal brings cash to $34 million.
The fund keeps $10 million as buffer, leaving $24 million for reinvestment.

Now apply the gates:

Eligibility: two deals qualify for the strategy.
Value: one deal’s structure improves downside protection; the other’s pricing compensates for weaker collateral but fails the concentration
gate due to sponsor exposure.
Concentration: only the first deal is approved for full size; the second is reduced or declined.

The result is not just “we invested $X.” It is “we invested $X because the portfolio rules said so,” which is exactly what makes reinvestment
discipline repeatable.

3.5 Practical Example: Building a Multi Year Evergreen Portfolio
An evergreen portfolio is designed to keep capital working by reinvesting principal and, when allowed, proceeds from repayments. The trick is
to make reinvestment rules explicit so the fund does not drift into “whatever fits today.” Below is a systematic build for a multi-year evergreen
strategy, using concrete mechanics you can map to real documents.

Step 1: Define the Reinvestment Mandate
Start with a one-page mandate that answers three questions: what you can buy, what you must avoid, and what you do when deals arrive out of
sequence.

Eligible assets: senior secured and unitranche loans to sponsor-backed and middle-market borrowers.
Prohibited assets: unsecured credits without meaningful collateral, pure covenant-lite structures, and deals with weak documentation.
Reinvestment rule: reinvest repayments within a defined window (for example, 90–180 days), using a “ladder” approach so maturities are
spread.
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Example: If the fund receives $10 million of principal in month 14, it does not automatically buy the first available deal. It first checks whether
the maturity bucket for months 15–24 is already full.

Step 2: Build a Maturity Ladder That Matches Cash Needs
Even if the fund is evergreen, investors still expect liquidity terms to be honored. Create maturity buckets that align with expected redemption
behavior and internal liquidity targets.

A simple ladder might look like this:

0–24 months: 20% of portfolio
25–48 months: 35%
49–72 months: 30%
73+ months: 15%

Example: If repayments concentrate in the 0–24 month bucket, you temporarily tighten new purchase criteria (for instance, require stronger
coverage or lower leverage) to avoid overloading that bucket.

Step 3: Set Underwriting “Reinvestment-Friendly” Parameters
Underwriting for an evergreen portfolio should not only judge the deal; it should judge how the deal behaves when it is time to reinvest.

Key parameters:

Debt service coverage: require a minimum cushion under a base case and a downside case.
Collateral quality: prefer security packages that are enforceable and not just “paper collateral.”
Covenant package: ensure monitoring is practical, not merely theoretical.
Amendment and prepayment terms: understand whether the borrower can refinance you out at an unfavorable time.

Example: Two loans offer similar spreads. Loan A has stronger collateral and a covenant that triggers when leverage rises. Loan B has weaker
security and no meaningful leverage test. In an evergreen ladder, Loan A is easier to hold through cycles and easier to reinvest after repayment
because the fund can manage risk rather than hope.

Step 4: Define Portfolio Construction Limits
Limits prevent the portfolio from becoming a collection of individually “good” deals that collectively behave badly.

Use limits that are easy to monitor:

Single borrower exposure: cap at a percentage of net asset value.
Sponsor concentration: cap by sponsor group.
Sector concentration: cap by industry.
Seniority mix: cap second lien and equity-like features.
Geography: cap where legal enforceability varies.

Example: If the fund already holds three sponsor-backed healthcare credits, a new healthcare deal must either fit within the sector cap or be
rejected even if underwriting looks fine.

Step 5: Create a Reinvestment Workflow with Governance
A multi-year portfolio needs a repeatable process.

1. Deal intake: capture deal terms and a one-page risk summary.
2. Eligibility check: confirm it fits the mandate and limits.
3. Ladder fit check: confirm maturity bucket capacity.
4. Credit committee review: approve, request changes, or decline.
5. Documentation and closing: ensure enforceability and monitoring readiness.
6. Post-close monitoring setup: confirm data feeds, covenant tracking, and reporting.

Example: A deal is approved on credit quality but fails the ladder fit check because it would overconcentrate maturities in a single bucket. The
committee either negotiates a longer tenor or passes.

Step 6: Track Performance Using “Cash Behavior,” Not Just Yield
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Evergreen portfolios can look good on headline yield while still underperforming on cash behavior. Track:

Weighted average life and maturity distribution
Expected cash yield versus realized cash yield
Prepayment and call risk indicators
Recovery assumptions tied to collateral and documentation

Example: If prepayments are frequent, the fund may repeatedly reinvest at lower spreads. Monitoring cash behavior helps the fund adjust
reinvestment criteria rather than blaming luck.

Mind Map: Multi Year Evergreen Portfolio Build

Click here to view the mind map: Multi Year Evergreen Portfolio

Worked Example: Three-Year Build with Reinvestment
Assume the fund starts with $100 million net asset value and targets a steady reinvestment pace.

Year 1: Deploy $70 million into loans with a ladder that places 25% in 0–24 months, 35% in 25–48 months, 30% in 49–72 months, and 10%
in 73+ months.
Year 2: Receive $12 million of principal repayments. Reinvest $10 million into the 25–48 month bucket and keep $2 million as liquidity
buffer to avoid breaking the ladder.
Year 3: Receive $18 million of repayments. Reinvest $15 million, but only after confirming sector and sponsor limits still have room. The
remaining $3 million supports redemption requests under the fund’s liquidity terms.

The portfolio ends the third year with a maturity distribution close to target, documented underwriting consistency, and monitoring coverage
that matches the covenant package reality. The fund stays evergreen because reinvestment is governed, not improvised.

4. Underwriting Frameworks for Private Credit

4.1 Credit Selection Criteria and Risk Appetite Statements
Credit selection is where “we like the borrower” turns into “we can survive the borrower’s worst Tuesday.” The goal is to choose deals that match
the fund’s risk appetite, not just its current deal flow. Risk appetite statements translate preferences into constraints: what you will do, what you
will not do, and what you require to say yes.

Foundations of Credit Selection
Start with three inputs that must agree with each other: (1) the strategy’s target return and loss tolerance, (2) the structure’s ability to protect
cash flows and collateral value, and (3) the underwriting’s view of downside scenarios. If any one input is vague, the deal becomes a story
instead of a credit.

A practical best practice is to define “decision gates” before underwriting begins. Gate one is eligibility: industry, geography, leverage range, and
sponsor type. Gate two is documentation readiness: you cannot underwrite what you cannot verify. Gate three is downside fit: the structure
must still function under stress, not just under base case.

Risk Appetite Statements That Actually Guide Decisions
A risk appetite statement should be specific enough to be testable. Instead of “we avoid weak credits,” use measurable boundaries such as
minimum debt service coverage, maximum leverage, and required collateral coverage. Also specify what “weak” means operationally: for
example, whether you will accept covenant-lite terms only when cash flow visibility is high and collateral is strong.

A useful format is a one-page matrix with four columns: risk factor, acceptable range, required mitigants, and disqualifiers. This prevents the
common failure mode where a team negotiates around the model rather than around the risk.

Mind Map: Credit Selection Logic

Click here to view the mind map: Credit Selection

Criteria Categories with Concrete Examples
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1) Borrower and Sponsor Quality You are not buying a personality; you are buying execution capacity. A concrete criterion is the consistency of
operating metrics: if EBITDA has swung wildly without a clear operational explanation, treat it as a data quality issue. Example: a sponsor with
multiple similar platform acquisitions may be acceptable even with higher leverage, provided reporting is timely and the business has stable
working capital patterns.

2) Cash Flow Adequacy Coverage is more than a single ratio. Require a model that ties debt service to identifiable cash flow drivers, including
working capital and capex. Example: for a distributor, you should test whether receivables days expand during stress. If the borrower cannot
explain how inventory turns and collections behave under downturn conditions, reduce the allowed leverage or require tighter covenants.

3) Collateral and Legal Enforceability Collateral is only useful if you can actually reach it. A best practice is to verify lien priority, perfection
steps, and the presence of structural barriers like unrestricted subsidiaries. Example: if the credit relies on assets held in entities with unclear
guarantees, you may accept the deal only if guarantees and security are documented before funding.

4) Covenant and Information Rights Covenants should match the risk you are trying to control. If the main risk is cash flow volatility, you need
covenants that respond to that volatility, such as maintenance tests or reporting triggers. Example: if the borrower has seasonal EBITDA, a
covenant based on trailing twelve months may be acceptable, but you should still require liquidity reporting during off-season months.

5) Structure and Payment Profile Payment terms determine how quickly the credit de-risks. Example: a senior secured loan with modest
amortization and cash pay interest can be acceptable at lower coverage than a structure with heavy PIK, because the cash pay profile reduces
reliance on refinancing.

Advanced Details Without the Guesswork
Two underwriting practices make risk appetite operational.

First, use “reason codes” for approvals and declines. Example reason codes: insufficient coverage, weak collateral perfection, unclear cash flow
bridge, or covenant mismatch. This lets the team learn systematically rather than argue repeatedly.

Second, require a “mitigant map” for every exception. If you approve a deal outside a normal leverage range, you must state the compensating
factors: stronger collateral, tighter reporting, additional guarantees, or a lower expected loss due to better recovery prospects.

Example: Applying Risk Appetite to a Decision
Assume the fund’s appetite requires minimum debt service coverage and strong security perfection. A borrower proposes a unitranche with
limited amortization and security that depends on future filings. Even if the base case coverage looks fine, the deal fails the eligibility gate
because the security is not enforceable at funding. The correct response is either to require perfected security before closing or decline. That is
risk appetite doing its job: it prevents “we’ll fix it later” from becoming “we needed it earlier.”

4.2 Cash Flow Analysis and Debt Service Coverage Modeling
Cash flow analysis answers one practical question: can the borrower pay the debt from operations, after the business pays for staying in
business? Debt service coverage modeling turns that question into a repeatable calculation that underwriting teams can stress, compare, and
document.

Foundations: From Accounting Profit to Payable Cash
Start with the income statement, but treat it as a clue rather than a cash forecast. Net income includes non-cash items (depreciation,
amortization) and timing effects (revenue recognition, accruals). For debt service, what matters is cash available to pay interest and principal.

A common starting point is EBITDA, then adjust to estimate cash flow:

Subtract cash taxes (not accounting taxes).
Subtract cash interest if you are building a “cash available for debt service” measure.
Subtract maintenance capital expenditures needed to keep assets productive.
Subtract working capital changes that consume or release cash.

A simple rule helps: if a line item affects cash timing, it belongs in the bridge from earnings to cash.

Building Blocks: Cash Available for Debt Service
Define a modeling line called Cash Available for Debt Service (CADS). One straightforward approach is:

CADS = EBITDA
Cash taxes
Maintenance capex
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Working capital investment
Other recurring cash costs

Then compute Debt Service:

Debt Service = Cash interest + Scheduled principal repayments

Debt Service Coverage Ratio (DSCR) is:

DSCR = CADS / Debt Service

If DSCR is below 1.0, the borrower cannot cover scheduled payments from modeled cash. If DSCR is only slightly above 1.0, the borrower is
sensitive to small forecast errors, like a customer paying 30 days late.

Working Capital: The Quiet Driver of DSCR
Working capital is where models often go to die, mostly because it is easy to ignore. Yet it can dominate cash outcomes in growing or stressed
businesses.

Model working capital using a cash conversion lens:

Days Sales Outstanding drives receivables cash timing.
Days Inventory On Hand drives inventory cash timing.
Days Payable Outstanding drives supplier financing.

Example: If receivables days rise by 15 days while sales stay flat, cash consumption can be large even when EBITDA looks stable. Underwriting
best practice is to tie working capital assumptions to historical cycles and to the borrower’s operating reality, not to a single average.

Maintenance Capex: Separating “Keep the Lights On” From “Growth”
Maintenance capex should reflect the spending required to sustain current production and asset condition. Growth capex is a different story; it
may be optional or financed separately.

In modeling, treat maintenance capex as a percentage of revenue or as a fixed annual amount based on historical spend. Then sanity-check it
against management commentary and capex history. If maintenance capex is set too low, DSCR becomes optimistic in a way that later shows up
as “unexpected” cash needs.

Interest and Principal: Matching the Payment Schedule
Debt service modeling must reflect the actual payment mechanics of the credit agreement.

Interest: Use the correct rate basis (e.g., base rate plus spread) and apply it to the expected average outstanding balance.
Principal: Use scheduled amortization, balloon payments, and any mandatory prepayments.

If the structure includes payment-in-kind (PIK) interest, separate it clearly. PIK increases the balance and delays cash outflow, but it still affects
future interest and principal. A DSCR model that treats PIK as if it were cash interest understates future pressure.

Stress Testing: Making Assumptions Testable
Stress testing should change one or two assumptions at a time so you can explain what breaks first.

Common stress levers:

EBITDA haircut: reduces CADS.
Maintenance capex increase: reduces CADS.
Working capital increase: reduces CADS.
Interest rate increase: increases debt service.

Example: Suppose CADS is $50 million and annual debt service is $40 million, giving DSCR of 1.25. A stress that reduces EBITDA by 10% and
increases working capital investment by $3 million might reduce CADS to $42 million, producing DSCR of 1.05. That tells you the borrower is not
“safe,” it is “barely covered.”

Mind Map: Cash Flow to DSCR

Click here to view the mind map: Cash Flow Analysis
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Example: A Clean DSCR Build for a Term Loan
Assume a borrower forecasts:

EBITDA: $60.0 million
Cash taxes: $6.0 million
Maintenance capex: $8.0 million
Working capital investment: $4.0 million

CADS = 60.0 − 6.0 − 8.0 − 4.0 = $42.0 million.

Debt service next year:

Cash interest: $30.0 million
Scheduled principal: $10.0 million

Debt Service = $40.0 million.

DSCR = 42.0 / 40.0 = 1.05.

This is a useful result because it is specific. The borrower covers payments, but only with a narrow margin. Underwriting would then focus on
whether maintenance capex and working capital assumptions are conservative enough and whether the interest rate basis is modeled correctly.

Advanced Detail: Linking Model Outputs to Covenants
Many credit agreements include financial covenants tied to coverage ratios or leverage tests. Even when the covenant definition differs from
DSCR, the modeling discipline is the same: map each covenant line to its cash or accounting source.

Best practice is to build a “definition map” inside the model so that when a covenant uses EBITDA with add-backs or uses a different capex
treatment, the model shows exactly how the covenant number diverges from CADS. That prevents the common failure mode where the DSCR
looks fine but the covenant calculation fails due to definition mismatch.

4.3 Covenant Design and Monitoring Assumptions
Covenants are not just legal text; they are the operating system for how a lender stays informed and how a borrower stays on track. Good
covenant design starts with assumptions about what will change, what will be measurable, and what actions the lender can take when reality
drifts.

Foundational Assumptions That Drive Covenant Choices
Assumption 1: The borrower’s cash generation is the primary repayment source. If repayment depends on operating cash flow, then financial
covenants should be anchored to cash-relevant metrics (for example, leverage and interest coverage) rather than accounting measures that can
be moved by classification choices.

Assumption 2: Information quality will vary over time. Monitoring works only if the lender can rely on reporting. Covenant packages should
therefore specify reporting frequency, calculation standards, and audit or review expectations. If the lender expects quarterly reporting, it should
also expect the borrower’s systems to produce consistent numbers.

Assumption 3: Management will respond to constraints. Covenants should include cure mechanics and amendment pathways that encourage
early correction. If the only response is default, the borrower has no incentive to fix issues before they become expensive.

Assumption 4: The lender needs time to act. Monitoring assumptions must include lead time for internal credit committee review, legal steps,
and negotiation. A covenant that trips on a Friday with no time to respond is a covenant that turns into a paperwork event.

Covenant Types Mapped to Monitoring Realities
Financial covenants are best when the lender can measure them reliably and frequently. Incurrence covenants are best when the lender wants to
prevent specific actions that worsen risk. Affirmative covenants are best when the lender needs ongoing operational discipline.

A practical way to design is to pair each covenant with a monitoring method:

Financial maintenance covenants paired with quarterly reporting and a clear calculation schedule.
Incurrence covenants paired with event notices and documentation review at the time of the action.
Reporting covenants paired with a checklist of deliverables and a defined submission window.
Negative covenants paired with periodic compliance certificates and targeted follow-up.
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Mind Map: Covenant Design and Monitoring Assumptions

Click here to view the mind map: Covenant Design and Monitoring Assumptions

Designing Financial Covenants with Clear Measurement
Start with the metric, then define the math. For example, a leverage covenant might be expressed as Net Debt to EBITDA tested quarterly. The
monitoring assumptions should specify:

1. What counts as Net Debt. Include funded debt and certain leases, exclude cash above a threshold, and define treatment of intercompany
balances.

2. What counts as EBITDA. State whether it is trailing twelve months, whether it includes add-backs for one-time items, and how those add-
backs are supported.

3. How to handle accounting changes. If the borrower changes its reporting framework, the covenant should specify whether prior periods
are restated or whether a bridge is required.

A concrete example: if the borrower reports EBITDA with a large “restructuring” add-back, the lender should assume it will need documentation
for that add-back each quarter. If the lender does not want that administrative burden, the covenant should be drafted to limit add-backs or
require a higher threshold for inclusion.

Covenant Monitoring Assumptions That Prevent Surprise
Monitoring is not only about whether a covenant is met; it is about how quickly the lender learns when it might not be met.

Variance analysis: Require a quarterly compliance certificate that includes a short explanation of material variances versus the prior quarter
and versus the budget.
Early warning triggers: Add internal triggers such as “interest coverage below X” even if the covenant test is still passing. This gives the
lender time to ask for a cash flow forecast before the covenant is breached.
Exception handling: Define what happens when reporting is late. A common best practice is to treat late delivery as a compliance issue, not
as a silent delay.

Example: A borrower misses the quarterly delivery date by 10 business days. If the covenant package assumes timely reporting, the lender
should have a pre-defined escalation path: request the missing package immediately, confirm whether the borrower can still meet the covenant
test deadline, and decide whether to treat the delay as a breach or as a curable administrative default.

Cure Mechanics and Monitoring Cadence
Cure provisions should match the monitoring cadence. If covenants are tested quarterly, cure should be feasible within a reasonable window
that allows the borrower to correct the underlying issue, not just re-label numbers.

A systematic approach is:

Define the cure target. For a leverage breach, the cure target should be a recalculated leverage ratio using the same measurement rules.
Define the cure timeline. Align it with the next reporting cycle and the time needed for management to adjust operations or capital
structure.
Define the evidence. Specify what the lender will require to accept the cure, such as updated financial statements and a revised calculation
schedule.

Example: If a borrower breaches a leverage covenant due to a one-off working capital swing, the cure should require evidence that the swing is
temporary and that cash generation is improving, not merely a promise that “next quarter will be better.”

Advanced Details That Make Covenants Work in Practice
Calculation schedules as living documents. Include a covenant calculation schedule template in the credit agreement exhibits. Monitoring
becomes faster when both parties use the same structure.

Consistency across amendments. When amendments occur, the lender should assume it will need to preserve comparability. That means
keeping definitions stable or explicitly documenting any changes.

Operational covenants with measurable deliverables. For example, an affirmative covenant requiring delivery of budgets should specify the
submission date and what “budget” includes. Otherwise, monitoring turns into a debate about format.

A simple monitoring workflow. Use a repeatable checklist: receive reports, run covenant calculations, perform variance checks, review
compliance certificate assumptions, escalate exceptions, and document the credit committee decision.
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Example workflow: After receiving the quarterly package, the lender recalculates leverage using the agreed schedule, compares EBITDA add-
backs to the prior quarter, and checks whether any permitted debt incurrence occurred without the required notice. If any item is unclear, the
lender requests clarification before the credit committee meeting rather than after a breach is already declared.

4.4 Collateral, Security Packages, and Legal Enforceability
Collateral is the part of a private credit deal that turns “we’ll get paid” into “we can take something if we don’t.” The goal is not just to have
assets pledged, but to have them pledged in a way that survives real-world frictions: imperfect records, competing claims, and the slow grind of
enforcement.

Collateral Foundations and What “Perfect” Really Means
Start with a simple inventory: what assets exist, who owns them, and where they are located. A security package typically covers cash flows and
tangible assets, but the legal effect depends on the jurisdiction and the asset type.

For enforceability, three concepts matter.

1. Attachment: the security interest becomes effective between the parties once there is a valid grant and value is given.
2. Perfection: third parties can be bound once the lender takes the required steps, such as registration or control.
3. Priority: even if you are perfected, you still need to beat other claimants.

A practical way to think about it: attachment answers “does the borrower owe the lender a secured obligation?” perfection answers “can others
be told about it in the legal system?” priority answers “who gets paid first when things go wrong?”

Security Package Design by Asset Type
Different collateral categories require different mechanics.

Real property: perfection usually involves registration of a mortgage or charge in the land records. The lender also checks title, liens, and
any restrictions on transfer.
Receivables: perfection often relies on notice or registration, and sometimes on control arrangements. The lender confirms the receivables
are identifiable and not already pledged.
Inventory and equipment: perfection may require a filing under the local secured transactions regime and careful description of the
collateral.
Deposit accounts and cash: perfection can hinge on “control,” which is operationally specific and must be implemented with the account
bank.
Equity interests in subsidiaries: perfection can require share pledges, stock transfer restrictions, and sometimes additional steps to reflect
the pledge on the issuer’s records.

A best practice is to map collateral to the exact perfection step in the governing law, then assign ownership of each step to a responsible party
in the closing checklist. If nobody owns it, it won’t happen.

Drafting the Grant and Avoiding the “Description Problem”
Security agreements live or die on collateral descriptions. Overly narrow descriptions can leave gaps; overly broad descriptions can fail if the law
requires specificity.

A systematic approach is to:

Use a schedule for specific assets (e.g., equipment list) and a category description for future acquisitions where permitted.
Include after-acquired property language only where it is enforceable and properly described.
Confirm that the borrower has rights in the collateral and can grant the security interest.

Example: If a borrower’s equipment schedule is outdated, the lender may have a perfected security interest only over the listed items, not the
newly purchased machines. Updating the schedule and ensuring the filing covers the correct collateral set is often cheaper than trying to fix
priority later.

Intercreditor and Priority Architecture
Collateral is only half the story when multiple lenders exist. Intercreditor arrangements define who controls enforcement, how proceeds are
distributed, and what each group can do without stepping on the other.

Key mechanics include:

Payment waterfall: how proceeds are applied across secured tranches.
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Enforcement standstill: whether one group must wait for another to act.
Voting and consent: which decisions require majority or unanimous approval.
Release provisions: when collateral can be released and what documentation is needed.

A common operational failure is inconsistent collateral releases. If the security agent releases collateral based on one document set while
another document set still requires it, the lender group can end up with messy, expensive disputes.

Perfection Steps and Closing Discipline
Perfection is not a concept; it is a set of actions. Typical steps include:

Filing financing statements or registering charges.
Obtaining control agreements for deposit accounts.
Delivering share certificates or executing transfer instruments.
Notifying account debtors for receivables where required.

Best practice: run a “perfection matrix” that lists each collateral type, the perfection step, the responsible party, and the evidence to be retained.
Evidence matters because enforcement often turns into a document scavenger hunt.

Enforceability, Remedies, and Practical Enforcement
Even a perfectly drafted security interest can be hard to enforce if the remedies are unclear or the process is blocked.

Security documentation should address:

Events of default and the lender’s ability to accelerate.
Remedies such as foreclosure, sale, setoff, or appointment of receivers where available.
Notice and cure mechanics required by law or contract.
Agent authority to act on behalf of lenders.

A useful test is to ask: “If we had to sell this collateral next week, what exact steps would we take, and who signs them?” If the answer depends
on informal emails, the package is not ready.

Mind Map: Collateral and Enforceability Workflow

Click here to view the mind map: Collateral and Security Packages

Example: Building a Senior Secured Package for a Sponsor Acquisition
Assume the borrower buys a target and finances it with a senior secured term loan.

1. Collateral inventory: pledge equity in the acquisition vehicle, assign receivables from operating subsidiaries, and secure a lien on
equipment.

2. Grant and description: include a share pledge over the acquired equity and a receivables assignment with a schedule of initial accounts
plus category language for future receivables.

3. Perfection steps: register charges for equity and equipment, file secured transactions statements for receivables, and execute a control
agreement for the operating deposit account used for debt service.

4. Priority: if there is a second lien or mezzanine lender, add an intercreditor agreement that specifies enforcement standstill and proceeds
allocation.

5. Enforcement readiness: ensure the security agent has authority to instruct the sale process and that default notices and cure periods are
consistent across documents.

The integrated point: the package is only “secured” when the legal system recognizes it, the filings match the collateral reality, and the
enforcement path is operationally executable.

4.5 Practical Example: Underwriting a Senior Secured Term Loan
A sponsor wants a $50 million senior secured term loan to fund an acquisition. The borrower is a single operating company with stable revenue
and a clear path to cost synergies. The underwriting goal is simple: decide whether the loan’s cash flows, collateral, and legal protections can
survive realistic stress.

Step 1: Start with the Borrower Story and Use-Of-Funds
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You confirm the use of proceeds: $45 million to purchase equity from the seller, $3 million for transaction fees, and $2 million for working
capital. Best practice is to tie every dollar to a source document and a timing assumption. For example, if working capital is funded at closing,
you expect a short-term cash draw and a near-term normalization period.

You also map the borrower’s operating drivers. Suppose revenue is $200 million and gross margin is 35%. The model should explain how
volume and pricing move cash, not just EBITDA. A quick sanity check: if EBITDA is projected at $40 million, but margin trends imply EBITDA
could swing by $10 million with modest volume changes, you treat that as a key risk rather than a rounding error.

Step 2: Build a Cash Flow Model That Can Take a Punch
You project cash available for debt service using a cash flow waterfall: EBITDA minus cash taxes minus maintenance capex minus changes in
working capital, then add back non-cash items only where they truly behave like cash.

Example assumptions for year 1:

EBITDA: $40.0 million
Cash taxes: $6.0 million
Maintenance capex: $4.0 million
Working capital: +$1.0 million (cash out)
Interest expense: based on loan rate and fees

If the loan is $50 million at SOFR + 550 bps with an assumed SOFR of 5.25%, the cash interest rate is 10.75%. Annual cash interest is about $5.4
million. If there is no amortization in year 1, debt service is mostly interest. Cash available for debt service becomes roughly $40.0 - 6.0 - 4.0 - 1.0
= $29.0 million, which yields an interest coverage of about 5.4x. You still stress it.

Step 3: Stress Test Coverage and Recovery Together
Coverage stress answers “can they pay?” Recovery stress answers “if they can’t, what do we get?”

You run three cases:

1. Base: EBITDA $40.0 million
2. Downside: EBITDA -20% to $32.0 million and working capital absorbs an extra $2.0 million
3. Severe: EBITDA -30% to $28.0 million and a one-time capex overrun of $3.0 million

In the severe case, cash available for debt service might drop to $28.0 - 6.0 - 4.0 - 4.0 = $14.0 million. Interest coverage becomes about 2.6x.
That is not automatically disqualifying, but it informs covenant tightness and monitoring frequency.

For recovery, you estimate collateral value. If the loan is secured by substantially all assets, you still apply haircuts: accounts receivable at 70% of
book, inventory at 50%, and equipment at 60% of appraised value. Then you subtract estimated liquidation costs and senior claims. If the
expected recovery on default is, say, 70% of par in a downside scenario, you can tolerate a higher leverage point than if recovery were 35%.

Step 4: Translate Risk into Terms
You convert underwriting outputs into a term sheet that behaves like a risk control system.

Key term choices for a senior secured term loan:

Amortization: even modest amortization reduces duration risk. If you expect stable cash flow, you might set 1% quarterly amortization.
Covenants: you choose financial maintenance covenants if coverage in the severe case is near a threshold. For example, you might set a
maximum leverage covenant and a minimum interest coverage covenant.
Collateral and Guarantees: you require a first-lien security interest and guarantees from material subsidiaries.
Restricted Payments: you limit dividends and upstreaming when leverage is high.
Events of Default: you ensure defaults trigger before cash is fully depleted.

A practical example: if severe-case interest coverage is 2.6x, you set the minimum interest coverage covenant at 2.5x with a cure mechanism that
allows a temporary breach to be fixed through an equity cure or asset sale proceeds.

Step 5: Use a Mind Map to Keep the Underwriting Coherent

Mind Map: Underwriting a Senior Secured Term Loan

Click here to view the mind map: Underwriting a Senior Secured Term Loan
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Step 6: Close the Loop with a Clear Decision
You finish by tying everything back to one question: does the loan’s structure match the borrower’s ability to pay and the lender’s ability to
recover?

Example decision:

Approve if the borrower meets a minimum interest coverage of 3.0x in base and 2.5x in downside, and if expected recovery exceeds 60%
after haircuts.
Require conditions: updated collateral schedules, a perfected security interest at closing, and a tighter reporting package for working
capital.

The best practice here is not “more analysis,” it’s “analysis that changes terms.” If your model shows coverage is thin, you don’t just note it; you
tighten covenants, require additional collateral, or adjust pricing to compensate for the risk you quantified.

5. Structured Lending Tools and How They Work

5.1 Senior Secured, Second Lien, and Unitranche Structures
Private credit structures differ mainly in two places: where the lender sits in the repayment stack, and what collateral rights they can actually
enforce. The “senior secured” label is about priority and security; “second lien” is about being behind senior secured but still having a lien;
“unitranche” is about combining multiple risk layers into one facility with a single borrower-facing agreement.

Senior Secured Structures
Senior secured loans are designed to be the first claim on collateral proceeds and the first claim on scheduled cash interest and principal. In
practice, that means the lender’s security package is negotiated early and documented tightly: a first-priority security interest over key assets,
plus control rights where relevant (for example, deposit accounts or receivables).

Best-practice mechanics

Security scope matches the business reality. If the company’s cash sits in a few operating accounts, the security and control should cover
those accounts, not just “all accounts” in theory.
Intercreditor clarity is non-negotiable. Even when the loan is “senior,” you still need to define how future liens are handled so the borrower
cannot accidentally create a competing first lien.

Easy example A sponsor buys a distribution business for $200 million. The senior secured term loan provides $120 million. The lender takes first
lien on inventory, equipment, and a perfected security interest in receivables. If the business underperforms and the company sells inventory to
raise cash, the senior secured lender is paid first from those proceeds before junior creditors.

Second Lien Structures
Second lien loans sit behind senior secured in collateral priority, but they can still be attractive when the collateral base is meaningful and the
senior secured position is not expected to fully exhaust recoveries. Second lien documentation focuses on two things: how the lien is perfected
and how the intercreditor agreement limits actions by the senior lender that could impair second lien recoveries.

Best-practice mechanics

Intercreditor terms define the “real” protection. Second lien lenders often negotiate standstill periods, voting rights, and limits on
enforcement timing.
Covenants should reflect second lien risk. If you are behind senior secured, you typically need tighter reporting, clearer leverage limits, and
more responsive triggers.

Easy example Using the same distribution business, the capital stack includes a $120 million senior secured loan and a $40 million second lien
loan. If the company defaults, the senior secured lender is paid first from collateral proceeds. The second lien lender expects to recover from the
remaining collateral value and any unencumbered assets, but only if enforcement and timing rules in the intercreditor agreement are followed.

Unitranche Structures
Unitranche combines senior and junior economics into one facility, usually with a single borrower-facing agreement. Internally, the lender group
often splits the facility into “tranches” with different risk and pricing, but the borrower sees one loan with one set of covenants.

Best-practice mechanics
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Single covenant package, internally consistent economics. The covenants must be workable for the borrower and enforceable for the
lender group.
Clear waterfall and payment allocation. Even if the borrower agreement is one facility, the internal allocation of cash flows must be explicit
so the lender group does not fight during stress.

Easy example A $160 million unitranche funds the same acquisition. The facility is priced as a blended rate, but internally the lender group
might allocate 70% as “senior-like” and 30% as “junior-like.” If the company makes an interest payment, the internal waterfall determines how
much goes to each internal layer, while the borrower continues to make one payment.

Mind Map: How Structures Differ

Click here to view the mind map: How Structures Differ

Practical Comparison Checklist
If collateral priority is the main lever, senior secured and second lien are more straightforward because the stack is explicit.
If speed and simplicity for the borrower matter, unitranche reduces borrower-facing complexity, but it increases the need for internal
lender-group alignment.
If you expect enforcement to be contentious, intercreditor terms become the real product, not the label on the term sheet.

Example: Choosing Between Structures in One Deal
A company has $300 million of enterprise value and $180 million of enterprise debt capacity. Management wants one closing and minimal
amendment risk. The lenders want protection that still works if performance slips. A common outcome is senior secured for the majority of the
funding, plus either a second lien tranche for incremental leverage or a unitranche facility if the borrower needs one agreement. The decision
hinges on whether the parties value explicit collateral priority and intercreditor control more than they value borrower simplicity.

5.2 Payment Structures Including Cash Pay and PIK Components
Payment structures decide how borrowers turn operating cash flow into lender returns. In private credit, the same headline interest rate can hide
very different cash realities, so the starting point is to separate three ideas: (1) interest accrual, (2) cash actually paid, and (3) what happens when
cash is tight.

Foundational Concepts for Cash Pay and PIK
Cash pay means interest is paid periodically in cash, typically monthly or quarterly. This reduces the borrower’s payment burden and keeps the
lender’s exposure tied to current performance.

PIK, or payment-in-kind, means interest accrues and is added to the loan balance rather than paid in cash. The borrower preserves liquidity, but
the lender’s principal grows, which changes both risk and recovery math.

A useful way to think about the trade is simple: cash pay is “pay now, earn now,” while PIK is “pay later, earn later.” In practice, most deals mix
them so the borrower can survive early periods while the lender still receives some cash.

Why Deals Use Mixed Payment Profiles
Mixed structures often appear when the borrower has a predictable ramp in cash flow. For example, a sponsor-backed acquisition might
generate limited free cash flow in the first year due to integration costs, then improve coverage as synergies land.

A common design is a cash pay base with a PIK add-on. The cash portion supports lender yield and helps maintain borrower discipline, while the
PIK portion reduces near-term cash strain.

Mechanics of Cash Pay
Cash pay is usually expressed as a cash interest rate applied to the outstanding principal. If the loan is $100 million with a 10% cash pay interest
rate, the borrower pays $10 million per year, often split into quarterly installments.

Best practice is to specify the payment frequency and day count convention clearly, because small differences can matter for covenant testing
and reporting. Another practical detail is whether interest is paid on the full principal or reduced by any amortization schedule.

Mechanics of PIK Components
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PIK interest accrues and increases the principal. If the same $100 million loan has a 4% PIK component, then each year the loan balance grows
by $4 million, assuming no payments offset it.

This compounding effect is why PIK is not just “deferred interest.” It increases the amount on which future interest accrues, and it can accelerate
the path to a larger balance at maturity.

To keep the structure understandable, deals often define a PIK election or a default PIK trigger. For instance, the borrower may be allowed to PIK
only when a coverage test fails, or the lender may require PIK only during a specified period.

Payment Structure Design Choices
Key design choices include:

Cash Pay Percentage: How much of total interest is paid in cash versus accrued.
PIK Accrual Rate: The rate applied to the principal for the PIK portion.
PIK Trigger: Whether PIK is elective, mandatory, or contingent on performance.
Cap or Limits: Whether PIK can continue indefinitely or is limited by a maximum balance.
Amortization Interaction: Whether scheduled principal payments reduce the base for PIK.

A practical rule of thumb for underwriting is to model both the borrower’s cash flow and the loan balance path. Coverage might look acceptable
under cash pay assumptions, but PIK can quietly inflate the balance and weaken future coverage.

Mind Map: Cash Pay and PIK Components

Click here to view the mind map: Payment Structures

Example: Designing a Cash Pay Plus PIK Unitranche
Assume a unitranche loan of $50 million with a total stated yield of 12%.

Cash Pay Portion: 9% paid quarterly in cash.
PIK Portion: 3% accrued and added to principal.

In Year 1, the borrower pays 9% of $50 million = $4.5 million in cash. The PIK portion accrues 3% of $50 million = $1.5 million, increasing
principal to $51.5 million by year-end.

In Year 2, if the structure continues and there is no amortization, the cash pay is 9% of $51.5 million = $4.635 million, and PIK accrues 3% of
$51.5 million = $1.545 million. The borrower’s cash payments rise because the principal base rises.

This is the core underwriting lesson: even if the borrower’s operating cash flow improves, the payment burden can still increase due to PIK
compounding.

Example: Using a PIK Trigger Tied to Coverage
Consider a deal where PIK is mandatory only if EBITDA-based coverage falls below a threshold for a test period. If coverage is strong, the
borrower pays all interest in cash. If coverage weakens, the borrower PIKs the interest for that period.

A best practice is to align the trigger measurement with the same financial reporting period used for covenant testing, so the borrower cannot
argue that the trigger is based on stale numbers.

Underwriting Checklist for Payment Structures
Confirm the cash pay frequency and day count.
Model principal growth under PIK, including compounding.
Check how amortization affects the PIK base.
Verify PIK triggers are measurable and consistent with reporting.
Stress test coverage under both cash and PIK outcomes.

When these pieces fit together, the payment structure becomes more than a yield line item. It becomes a predictable system that matches
lender returns to borrower cash realities—without relying on wishful thinking or accounting gymnastics.
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5.3 Equity Like Features Including Warrants and Upside Participation
Equity-like features let a private credit lender participate in value creation while still starting from a debt position. The trick is to design the
upside so it compensates for the lender’s risk without turning the deal into a messy substitute for buying common equity.

Foundational Idea: Debt First, Upside Second
Start with a plain debt backbone: a senior secured or unitranche claim with defined payment obligations, collateral, and covenants. Then add an
equity-like component that is triggered by outcomes the lender cares about—typically a refinancing, sale, or sustained performance.

A useful mental model is “two levers.” The payment lever is the regular cash interest and principal mechanics. The upside lever is the additional
return if the borrower’s equity value rises. If the borrower underperforms, the upside lever should not require the lender to fund more capital or
accept unlimited downside.

Warrants: What They Are and What They Pay For
Warrants grant the lender the right to buy equity at a predetermined price. They are often issued at closing, with a strike price set relative to the
borrower’s equity value at that time.

Best practice is to treat warrants as a valuation tool, not a charity box. You want the warrant economics to reflect the risk you are taking by
lending at a certain interest rate and by accepting the structural reality that equity holders are last in line.

Example: Warrant coverage tied to a realistic base case Assume a sponsor acquisition financed with a unitranche. The lender receives a warrant
package representing 2% of fully diluted equity, with a strike price set to the implied equity value at closing. If the company later sells at a
higher valuation, the lender can exercise and sell the shares, capturing part of the upside. If the sale never happens or valuations stay flat, the
warrants may expire with little value, but the lender still has the debt claim and collateral.

Upside Participation: Common Forms
Upside participation can be structured without issuing equity-like instruments. Common approaches include:

Equity participation via profit participation: additional payments if EBITDA, revenue, or free cash flow exceeds thresholds.
Refinancing or sale participation: a percentage of proceeds above a negotiated return hurdle.
Conversion features: the lender can convert part of the claim into equity under defined conditions.

The key design choice is whether the upside is measured by performance (ongoing metrics) or measured by liquidity events (sale/refinancing).
Performance-based triggers require careful definitions and auditability; event-based triggers are simpler but depend on timing.

Mind Map: Equity Like Features Design Logic

Click here to view the mind map: Equity Like Features Including Warrants and Upside Participation

Practical Economics: How to Avoid Mispricing
Equity-like features can be overvalued if the strike price, hurdle, or participation rate is set without considering realistic outcomes.

Best practice: run a “three-scenario” payoff table You want to see what happens in a base case, a downside case, and a strong upside case. For
warrants, the payoff depends on the equity value at exit and the dilution between grant and exercise. For profit participation, the payoff
depends on how the metrics are calculated and whether management can influence them.

Example: Profit participation with clear metric definitions A lender receives a 5% profit participation if annual free cash flow exceeds a
threshold for two consecutive years. The credit agreement defines free cash flow with explicit add-backs and excludes one-time items. The
lender also requires delivery of a calculation package with supporting schedules. This reduces the risk that the borrower can “meet the number”
through accounting choices.

Documentation Details That Matter
Equity-like features fail most often in the paperwork details. Focus on:

Dilution and capitalization: how warrants adjust for splits, dividends, and new issuances.
Exercise mechanics: timing, notice requirements, and settlement method.
Intercreditor clarity: ensure the equity-like component does not accidentally change the lender’s priority or collateral rights.
Payment waterfall integration: for participation payments, specify where they sit relative to interest, fees, and principal.
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Example: Intercreditor clarity for conversion features If a lender has a conversion option, the agreement should specify whether conversion is
treated as a restructuring of the debt claim or a separate equity issuance, and how that interacts with other secured creditors. Without this,
other creditors may dispute the mechanics during a workout.

Advanced Integration: Keeping Upside from Breaking the Deal
A common failure mode is designing upside features so broadly that they create governance friction or negotiation paralysis at exit.

Best practice is to make the upside feature self-executing at the relevant trigger. For sale/refinancing participation, define the proceeds pool,
exclude certain transaction costs consistently, and state who calculates the amount. For warrants, define the equity class, valuation method for
strike adjustments, and settlement timing.

Example: Sale participation with a defined proceeds pool On a sale, the lender receives 3% of proceeds above a return hurdle calculated on
invested capital. The agreement defines invested capital, includes or excludes specific fees, and states that proceeds are net of transaction taxes
and customary closing costs. That prevents end-of-deal arguments from turning into a second negotiation.

Summary: The Design Checklist
Equity-like features work when they (1) start from a protected debt position, (2) compensate the lender for risk through measurable upside, and
(3) are documented with precision so the payoff is calculable without drama.

5.4 Intercreditor Arrangements and Waterfall Mechanics
Intercreditor arrangements answer one basic question: when multiple lenders share the same borrower, who gets paid first, and what each
lender is allowed to do when things go wrong. In private credit, this matters because structures like unitranche, second lien, and mezzanine
often stack claims with different risk levels. The “waterfall” is the payment logic that turns those legal priorities into cash outcomes.

Foundational Concepts That Drive the Waterfall
Start with three building blocks.

First, define the claim stack. A senior secured tranche typically has first priority on collateral and a first claim on cash flows. A second lien tranche
has a later claim on the same collateral (or a different collateral pool with its own priority). Unsecured tranches sit behind secured claims.

Second, define the payment sources. Waterfalls usually pull from (1) scheduled interest and principal collections, (2) excess cash sweeps, (3)
proceeds from asset sales, and (4) enforcement recoveries. Each source can be routed differently depending on the agreement.

Third, define the enforcement permissions. Intercreditor terms often restrict junior lenders from taking actions that would impair senior
recovery, such as filing for insolvency, accelerating, or enforcing collateral without senior consent.

Intercreditor Roles and Typical Parties
Intercreditor arrangements appear in several forms, but the logic is consistent.

A common setup includes a senior agent and a junior agent, each representing its lenders. The senior agent usually controls enforcement
because senior lenders have the strongest collateral position. Junior lenders accept limits in exchange for a defined priority and protections
against being treated unfairly.

In unitranche deals, the “intercreditor” may be internal to the structure, where the same fund group splits economics and voting rights between
tranches. Even then, the waterfall still needs clear rules for payment order and decision rights.

Waterfall Mechanics Step by Step
A practical waterfall is easiest to understand as a sequence of buckets.

1. Current payment bucket: interest due under the senior and junior instruments is paid according to their priority and payment terms. If cash
is insufficient, the agreement specifies whether unpaid amounts accrue, are deferred, or trigger default.

2. Fees and expenses bucket: agent fees, trustee costs, and certain permitted expenses are paid before principal distributions. This prevents
the waterfall from being derailed by administrative friction.

3. Principal and amortization bucket: scheduled principal repayments follow the priority stack. If the deal uses a cash sweep, principal
payments may be accelerated when excess cash exists.

4. Excess cash sweep bucket: excess cash is swept periodically. The agreement specifies whether the sweep pays senior first, then junior, or
whether some portion is reserved for junior to maintain a minimum payment profile.
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5. Enforcement proceeds bucket: when collateral is enforced, proceeds are applied in strict priority order. If collateral is insufficient, the
shortfall allocation rules determine whether junior lenders share losses pro rata or only after senior is fully satisfied.

A key nuance: the waterfall must be consistent with voting and consent rights. If junior lenders are blocked from enforcing, they typically receive
clearer economic entitlements in the waterfall, such as defined recoveries or limits on senior’s ability to amend terms that would disadvantage
juniors.

Mind Map: Intercreditor Arrangements and Waterfall Logic

Click here to view the mind map: Intercreditor Arrangements and Waterfall Mechanics

Example: Senior and Second Lien with a Cash Sweep
Assume a borrower has two secured tranches: Senior A and Second Lien B. Both are secured by the same collateral package, but Senior A has
first priority.

Scheduled interest due this quarter: Senior A $10m, Second Lien B $4m.
Cash available for the quarter: $12m.
Fees and expenses: $1m.
Excess cash sweep trigger: if remaining cash after fees exceeds $2m, sweep it to principal.

Waterfall application:

1. Current payment bucket: pay Senior A interest first. $12m cash minus $1m fees leaves $11m for interest and principal.

2. Senior A interest consumes $10m, leaving $1m.

3. Second Lien B interest is not fully paid because only $1m remains. The agreement must specify whether the unpaid $3m accrues or is
deferred.

4. Principal bucket: with no remaining cash beyond the interest shortfall, there is no sweep this quarter.

Now suppose next quarter cash is $20m and fees remain $1m. After paying Senior A interest ($10m), $9m remains. If the sweep rule applies, that
$9m goes to Senior A principal first until Senior A is brought current per the amortization schedule. Only after Senior A’s priority entitlements
are satisfied does Second Lien B receive any principal or sweep allocation.

This example shows why intercreditor terms must be explicit about shortfall handling and sweep sequencing. Without those details, “priority”
becomes a slogan rather than a cash outcome.

Example: Enforcement Proceeds When Collateral Falls Short
Assume enforcement yields $50m from collateral. Senior A is owed $60m of principal plus accrued interest. Second Lien B is owed $30m of
principal plus accrued interest.

If the waterfall applies strict priority, Senior A receives the full $50m available. Second Lien B receives nothing from that collateral pool.
Intercreditor provisions then determine whether Second Lien B can pursue other assets, whether any proceeds from unencumbered assets are
shared, and how any recoveries are allocated across collateral pools.

The practical best practice is to align three documents: the security agreement, the intercreditor agreement, and the credit agreements’ payment
and default provisions. When they align, the waterfall is predictable; when they don’t, disputes tend to start with accounting and end with
lawyers.

5.5 Practical Example: Designing a Unitranche With Tranche Specific Protections
A unitranche loan combines what would otherwise be multiple tranches into one facility, but you can still preserve tranche-like protections by
designing the credit agreement around “buckets” of risk. The goal is simple: the borrower gets one lender-facing instrument, while the
documentation still controls what happens when leverage rises, assets are sold, or cash flow weakens.

Foundational Setup
Assume a sponsor-backed acquisition of a manufacturing business. The borrower needs $100 million of debt. The lender group proposes a
unitranche with a single interest rate and one repayment schedule, but with tranche-specific protections implemented through (1) payment
waterfall mechanics, (2) covenant thresholds tied to leverage and liquidity, and (3) security and intercreditor-like provisions inside the same
facility.
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Start with a clear “protection map” before drafting. For each protection, specify: trigger, measurement method, remedy, and who benefits. If you
cannot state those four items in plain language, the clause will be hard to administer later.

Mind Map: Unitranche Protection Design

Click here to view the mind map: Unitranche with Tranche Specific Protections

Step 1: Define “Tranche” Outcomes Using Payment Mechanics
Even with one facility, you can create two economic regimes: a normal regime and a stressed regime. For example, include a cash sweep that
activates when leverage exceeds a threshold or when a coverage test fails.

Example mechanics:

Normal regime: 100% of excess cash can be used for permitted payments and optional prepayments are allowed.
Stressed regime: once a leverage test is breached for two consecutive quarters, 50% of excess cash is swept to mandatory prepayment, and
distributions to equity are restricted.

This is tranche-like because the borrower experiences different consequences depending on performance, even though there is only one loan.

Step 2: Use Covenant Thresholds to Create Risk Ladders
Tranche specificity often comes from multiple thresholds. Instead of one leverage covenant, use a ladder:

Covenant A: Total leverage must be ≤ 4.5x at quarter-end.
Covenant B: If leverage is > 4.5x but ≤ 5.0x, restricted payments are limited and asset sales require tighter reinvestment conditions.
Covenant C: If leverage is > 5.0x, mandatory prepayment and tighter limitations apply.

To keep administration clean, define the measurement consistently with the borrower’s reporting package. If the agreement uses EBITDA from a
specific financial statement framework, require the same framework each quarter.

Step 3: Build Security Protections That Behave Like Separate Tranches
A unitranche is typically senior secured, but tranche-like behavior can be achieved through collateral release rules and consent rights.

Example security design:

Collateral includes all material tangible assets, key receivables, and intellectual property used in operations.
Collateral release is permitted only when a release condition is met, such as maintaining a minimum collateral coverage ratio or after a
certain amount of debt is repaid.
Any release that reduces coverage below the agreed threshold requires lender consent.

This prevents the borrower from “shrinking the collateral base” while still operating under the same single facility.

Step 4: Add Tranche-Specific Remedies Without Creating Confusing Defaults
You can also differentiate remedies by using cure periods and staged enforcement.

Example remedy staging:

For covenant breaches, provide a 30-day cure period for reporting and a 60-day cure period for payment-related items, where cure is
defined as bringing the borrower back into compliance.
For material misrepresentations or insolvency events, shorten cure and allow acceleration.

The practical point: staged remedies reduce disputes. Lenders get protection; borrowers get a defined path to fix issues.

Step 5: Provide Amendment and Voting Thresholds That Mirror Tranche Priorities
Even inside one facility, amendments can be structured so that certain changes require higher consent.

Example amendment protections:

Changes that affect collateral release, payment waterfall priority, or covenant definitions require a higher voting threshold.
Changes that are administrative or clarify calculations require only majority consent.

This is how you preserve “who benefits” when the borrower asks for flexibility later.
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Worked Example: Putting It Together
Assume the borrower’s leverage is 4.6x in Q2, 4.7x in Q3, and 4.4x in Q4. Under the ladder:

Q2 breach triggers restricted payments limits.
Q3 breach triggers the cash sweep activation.
Q4 returns to compliance, and the sweep stops going forward, but any mandatory prepayment already required is still paid.

The borrower still has one loan, but the agreement behaves like it has multiple layers of protection tied to performance.

Mind Map: Clause-to-Outcome Checklist

Click here to view the mind map: Clause-to-Outcome Checklist

This approach keeps the unitranche simple for execution while giving lenders the practical controls they would normally expect from separate
tranches.

6. Pricing, Yield, and Risk Adjusted Return in Private Credit

6.1 Components of Yield Including Base Rate, Spread, and Fees
Private credit yield is usually built from three buckets: a floating base rate, a credit-specific spread, and fees that compensate for origination,
servicing, and risk-bearing time. The trick is to see how these pieces interact across time, especially when payments are monthly, quarterly, or
partially deferred.

Base Rate
The base rate is the reference index that moves with market funding conditions. In many loan agreements it is tied to a benchmark such as SOFR
(or an equivalent), typically with a defined lookback and a specified day count convention. Two practical details matter for yield math:

1. Reset timing: If the base rate resets monthly, your interest changes more frequently than if it resets quarterly. That affects realized yield
even when the spread is constant.

2. Day count and compounding: Interest accrues using a stated convention. A small change in conventions can shift annualized yield by basis
points, which is why credit models should match the contract.

Example: A loan has a 3.00% spread and a base rate that resets monthly. If the base rate averages 5.20% over the year, the interest rate before
fees is roughly 8.20% (5.20% + 3.00%). If the base rate resets quarterly instead, the average interest rate may differ because the benchmark is
sampled less often.

Spread
The spread is the borrower-specific premium for credit risk and structural protections. It is not just “risk”; it also reflects how much cash flow the
lender expects to receive on time, how strong the collateral and covenants are, and how much recovery uncertainty exists.

A disciplined way to think about spread is to break it into drivers:

Expected loss compensation: Higher probability of default or lower recoveries require a higher spread.
Liquidity and complexity: Private loans are harder to sell and often involve more legal and operational work.
Structure: Seniority, collateral package, and covenant strength can reduce spread because they lower uncertainty.

Example: Two senior secured loans both reference the same base rate. Loan A has tighter reporting covenants and stronger collateral control,
while Loan B is looser and relies more on borrower discretion. Even if both have similar leverage at closing, Loan A can justify a lower spread
because the lender expects fewer unpleasant surprises.

Fees
Fees can be recurring or one-time, and they affect yield differently depending on when they are received and how they are treated in the model.

Common fee types include:

Origination fees: Often taken at closing. They increase initial cash yield but may be amortized for accounting and internal rate of return
calculations.
Commitment or unused fees: Paid while funds are undrawn. These compensate for keeping capital available.
Administrative and servicing fees: Typically smaller, but they matter for net yield.
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Prepayment fees or make-whole provisions: These can boost realized yield when borrowers refinance early, but they must be modeled
using contract triggers.

Example: A lender charges a 2.0% origination fee on a $100 million loan. If the loan is funded at close, the lender receives $2.0 million
immediately. In a simple cash-yield view, that looks like extra return in year one; in a more accurate yield model, it is spread over time
depending on amortization assumptions.

How Components Combine over Time
Yield is not only a rate; it is a schedule of cash flows. A clean modeling approach is to compute:

1. Cash interest each period = (base rate for that period + spread) × principal × day count.
2. Fee cash flows at their contract dates.
3. Net yield using the chosen metric, such as annualized yield or internal rate of return, consistent with how fees are recognized.

If a loan includes payment deferrals (like PIK interest) or step-ups, the base rate and spread still define the accrual, but the timing of cash receipt
changes realized yield.

Mind Map: Yield Components

Click here to view the mind map: Yield Components

Example: Putting It Together with Simple Numbers
Assume a $50 million loan with:

Base rate resets monthly and averages 4.80% over the year
Spread is 5.00%
Origination fee is 1.50% paid at closing

Step 1: Interest rate = 4.80% + 5.00% = 9.80%.

Step 2: Cash interest (ignoring day-count nuance) ≈ 9.80% × $50 million = $4.90 million over the year.

Step 3: Add origination fee = 1.50% × $50 million = $0.75 million received at close.

A cash-yield view would suggest $5.65 million of total inflows in the first year, while a yield model would adjust for timing and any amortization
conventions. Either way, the components are separable: base rate moves with the benchmark, spread reflects credit and structure, and fees shift
the timing and magnitude of returns.

Common Modeling Pitfalls
Using the wrong reset convention: Monthly vs quarterly resets can change realized yield.
Treating fees as if they were spread over time automatically: Many models must explicitly handle fee timing.
Mixing metrics: A “coupon rate” view and an “IRR-style” view can disagree if fees are handled differently.

When these are handled consistently, the yield breakdown becomes a useful diagnostic tool: you can see whether performance is driven by
benchmark movement, credit selection, or fee design.

6.2 Loss Given Default Drivers and Recovery Assumptions
Loss Given Default (LGD) answers a simple question: after a borrower defaults, how much of the principal and accrued interest do investors
actually fail to get back? In private credit, LGD is rarely a single number. It is a chain of assumptions about collateral value, legal timing,
enforcement costs, and how the capital structure behaves once things go wrong.

Foundational LGD Components
Start with the accounting reality: investors typically expect to recover (1) cash from collateral or asset sales, (2) cash from restructuring payments,
and (3) any remaining value after senior claims are satisfied. LGD is usually expressed as a percentage of exposure at default, often including
accrued interest and fees depending on the model.

A practical way to structure assumptions is:

Recovery amount: gross proceeds available to the lender.
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Recovery timing: when proceeds are received.
Discounting: time value of money and any interim shortfalls.
Costs: legal, trustee, monitoring, and enforcement expenses.
Haircuts: reductions for collateral quality, liquidity, and valuation uncertainty.

Even if two deals have the same collateral type, LGD can differ because timing and costs move faster than headlines.

Mind Map: LGD Drivers and Where Assumptions Enter

Click here to view the mind map: LGD Drivers

Collateral Value and the Difference That Matters
Collateral value is the most visible driver, but it is also the easiest to overestimate. Appraisals often reflect orderly conditions; defaults usually
trigger disorder. A useful best practice is to separate valuation inputs from liquidation haircuts.

Example: A secured lender takes a first lien on equipment valued at $50 million on an appraisal date. In a default scenario, the lender assumes
liquidation proceeds of 70% of appraisal value due to buyer scarcity and condition deterioration. That implies a collateral recovery base of $35
million before costs and timing.

To keep assumptions consistent, define haircuts by asset class and use a simple checklist: liquidity, condition, transferability, and whether the
borrower can keep the assets maintained during the workout.

Capital Structure Dynamics and Priority Details
Recovery is not only about collateral; it is about who gets paid first. Intercreditor agreements can determine whether senior lenders can block
actions, how proceeds are distributed, and whether certain expenses are paid ahead of principal.

Example: Suppose a senior secured loan has $100 million outstanding and $5 million of accrued interest. If the documentation allows
enforcement expenses to be paid from proceeds before principal, and expected enforcement costs are $8 million, then the effective recovery
base for principal shrinks. If liquidation proceeds are $105 million, the lender might recover $97 million after costs, and the accrued interest may
be partially or fully unpaid depending on priority.

This is why LGD models should explicitly state whether accrued interest is included in exposure at default and whether it is expected to be
recovered.

Enforcement Timing and Discounting
Timing is where LGD models often become quietly optimistic. Delays reduce the present value of recoveries and can erode collateral value
through wear, obsolescence, or operational neglect.

Example: A lender expects $80 million of net proceeds from a collateral sale. If proceeds arrive in 12 months, discounted recovery might be
materially higher than if they arrive in 30 months. Even with the same nominal proceeds, the longer timeline increases LGD because discounting
and interim value loss both bite.

A systematic approach is to model time-to-recovery as a scenario variable, not a fixed constant. Use ranges tied to enforcement path
assumptions: negotiation-heavy workouts typically take longer than direct enforcement, but direct enforcement can also increase costs.

Recovery Process Costs and Their Hidden Impact
Costs include legal fees, trustee fees, appraisal updates, and costs of maintaining or disposing of assets. Costs can be fixed, percentage-based,
or a mix. The key is to avoid treating costs as an afterthought.

Example: If expected enforcement costs are 6% of gross proceeds, then a collateral haircut and a cost assumption compound. A deal with $100
million gross proceeds and a 70% liquidation haircut yields $70 million. Applying 6% costs reduces proceeds to $65.8 million before any further
priority effects.

Advanced Modeling: Scenarios, Correlations, and Exposure Definitions
LGD should be scenario-driven: collateral value, timing, and costs often move together. In a stressed default, collateral may be worth less and
enforcement may take longer. A robust model links these drivers rather than treating them as independent.

Also define exposure at default clearly. For example, if the facility includes undrawn commitments that can be drawn before default, the
exposure may increase. If the model excludes accrued interest, LGD will look lower even when the economic loss is the same.
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Practical Example: Putting It Together
Assume a first lien exposure of $100 million. In a default scenario, liquidation proceeds are estimated at 75% of appraisal value, net of expected
deterioration. Appraisal value is $140 million, so gross liquidation proceeds are $105 million. Expected enforcement costs are 5% of gross
proceeds ($5.25 million). Net proceeds are $99.75 million.

If proceeds arrive in 24 months and the model discounts at a rate consistent with the deal’s risk framework, the present value of $99.75 million is
lower than $99.75 million nominally. If accrued interest is excluded from exposure at default, LGD may be modest; if accrued interest is included
and not fully recovered, LGD increases. The point is not the exact number—it is that each assumption has a clear place in the chain.

Mind Map: Recovery Assumptions Checklist

Click here to view the mind map: Recovery Assumptions Checklist

LGD becomes credible when it is traceable: every percentage and timing assumption should map to a specific driver, a specific document clause,
or a specific operational step in the workout process.

6.3 Modeling Default Scenarios and Stress Testing Methods
Default modeling starts with a simple question: “What has to be true for the loan to stop performing as expected?” The answer becomes a set of
scenarios, each tied to measurable drivers like leverage, interest coverage, liquidity, and collateral value. Stress testing then asks how those
scenarios change when assumptions move in the wrong direction—on purpose, and in a controlled way.

Build from Mechanics, Not Vibes
Begin by mapping the cash-flow waterfall for the specific instrument. For a senior secured term loan, identify: scheduled interest, scheduled
principal, permitted cash sweeps, and any payment-in-kind (PIK) features. For unitranche structures, note how the blended rate and any tranche-
specific protections affect borrower behavior and lender recoveries.

Then define “default” in operational terms. In practice, default is not a single event; it is a path that may include covenant breach, missed
payments, distressed amendments, or collateral enforcement. A good modeling approach treats default as a state reached when the borrower
can no longer meet contractual obligations under the modeled operating environment.

Choose Scenario Drivers That Actually Move Outcomes
Use a small set of drivers that connect to both probability and severity:

Operating performance: revenue decline, margin compression, cost inflation.
Capital structure: leverage at entry, refinancing risk, maturity wall timing.
Interest rate and liquidity: floating-rate resets, cash burn, working capital swings.
Collateral value: haircut assumptions, liquidation timing, asset specificity.
Recovery frictions: legal timeline, intercreditor dynamics, expenses.

A practical rule: if a driver cannot be linked to a cash-flow line item or a recovery assumption, it probably belongs in a different model.

Create Scenario Sets with Clear Narratives
Instead of one “base” and one “bad,” build a scenario set that covers distinct failure modes. For example:

Coverage squeeze: EBITDA drops while debt service stays constant, leading to covenant breach.
Refinancing gap: cash flows are adequate today, but the borrower cannot refinance at maturity.
Collateral impairment: operations may be stable, but asset values fall, reducing recoveries.
Liquidity shock: working capital and capex needs spike, forcing a payment interruption.

Each scenario should specify the direction and magnitude of the drivers, plus the timing of when stress hits. Timing matters because a short,
sharp liquidity shock can cause default even when annual coverage looks fine.

Model Probability and Severity Separately
A clean approach separates:

Probability of default (PD): how likely the borrower reaches the default state by a horizon.
Loss given default (LGD): what lenders recover if default occurs.
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For PD, you can translate scenario drivers into a coverage trajectory (e.g., EBITDA minus interest and required cash uses). For LGD, use collateral
and capital structure to estimate recoveries under a liquidation or restructuring path, including costs and timing.

This separation prevents a common mistake: using the same “badness” assumption to both predict default and set recoveries without
justification.

Stress Testing Methods That Work Together
Use multiple methods so you can see where the model is sensitive.

1. Deterministic scenario stress: pick explicit driver changes (e.g., EBITDA -20%, interest rate +300 bps) and compute outcomes.
2. Sensitivity analysis: vary one driver at a time to identify the top contributors to loss.
3. Monte Carlo simulation: sample correlated drivers (e.g., revenue and margin) to generate a distribution of outcomes.
4. Reverse stress testing: ask what driver combination is required to produce a target loss or covenant breach.

A useful workflow is to start deterministic, then add sensitivities, then use simulation for correlation effects, and finally use reverse stress to
sanity-check whether the model’s “worst cases” are plausible.

Mind Map of Default Modeling and Stress Testing

Mind Map: Modeling Default Scenarios and Stress Testing

Click here to view the mind map: Default Modeling

Worked Example with Concrete Numbers
Assume a senior secured loan with floating interest. Base case: EBITDA is 100, interest is 10, and required cash uses are 5, leaving 85 for principal
and other uses. Covenant is tested on a coverage ratio of EBITDA/Interest, with a threshold of 1.8x.

Create a coverage squeeze scenario: EBITDA falls 25% to 75, while interest rises due to rate reset by 2 to 12. Coverage becomes 75/12 = 6.25x,
which still clears the covenant, so default does not occur immediately. Now add a liquidity shock timing: working capital and capex uses jump
from 5 to 20 for two quarters, reducing available cash to service principal and triggering a payment interruption.

For LGD, assume collateral value is 60% of book under stress, liquidation costs are 5% of collateral, and seniority means lenders receive the
residual after expenses. If debt outstanding is 100, collateral proceeds are 60, costs are 3, and recoveries are 57, implying LGD of 43%. The key
point: the scenario that causes default is not the same as the scenario that determines recovery.

Stress Test Outputs That Support Decisions
Report results in a way that links back to underwriting and monitoring:

Breach timing: when covenants are likely to fail, not just whether they fail.
Loss distribution: range of outcomes, not a single expected loss number.
Driver sensitivity: which assumptions dominate loss.
Recovery path: whether recovery is driven by collateral value or by restructuring terms.

When these outputs are consistent with the scenario narratives, the model becomes easier to challenge in credit committee discussions—
without turning every review into a debate about arithmetic or storytelling.

6.4 Fees, Expenses, and Their Impact on Investor Net Returns
Private credit returns are usually quoted as a yield, but investors actually earn a net return after fees and expenses. The cleanest way to think
about this is: gross yield is what the borrower contractually pays, while net return is what remains after (1) fees that flow to intermediaries and
(2) expenses that the fund or vehicle must pay to operate. If you model only the gross coupon and spread, you’ll overestimate what investors
can keep.

The Fee and Expense Map from Borrower to Investor
Start at the borrower’s payment stream. A typical loan contract specifies interest and may also include fees such as origination, commitment,
and prepayment charges. Those amounts do not all land in the same place. Some are paid directly to the lender or agent; others are retained by
the fund to offset operating costs. Meanwhile, the fund has its own expenses: management fees, administration, legal, audit, custody, and
portfolio monitoring. The investor’s net return is the borrower cash flow minus these layers.
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A practical best practice is to separate fees into three buckets: (a) transaction fees, (b) ongoing loan-level fees, and (c) fund-level expenses. That
separation makes it easier to see which items are one-time and which recur every year.

Mind Map: Where Fees Go and Why Net Returns Change

Click here to view the mind map: Fees and Expenses

Transaction Fees and Timing Effects
Origination fees are often the first place models go wrong. They are frequently quoted as a percentage of principal, but their impact depends on
when they are received and how they are treated in the fund’s accounting. For example, if a $50 million loan charges a 2.0% origination fee, that
is $1.0 million. If the fee is received at closing and the fund immediately deploys it into the portfolio, it can boost early cash flows and improve
IRR. If the fee is retained to cover formation or transaction costs, the investor benefit may be smaller than the headline suggests.

A simple example: assume the loan pays 10.0% cash interest annually and the fund also pays $0.6 million in transaction-related expenses for
underwriting and documentation. If the $1.0 million origination fee offsets those expenses, the net benefit to investors is $0.4 million, not $1.0
million. The difference is not accounting trivia; it changes the net return you can defend.

Ongoing Loan-Level Fees and Effective Yield
Commitment fees and other ongoing fees can be small, but they affect effective yield because they compensate for unused capital or service
obligations. Consider a borrower that draws only 60% of the facility in the first year. If the remaining 40% accrues a commitment fee of 1.0%
annually, the investor receives additional cash even before the full principal is deployed. In a model, you should apply these fees to the correct
undrawn balance and align accrual timing with actual payment dates.

A best practice is to model loan-level fees separately from interest. That way, you can test what happens if the borrower draws faster or slower
than expected, without confusing draw timing with credit performance.

Fund-Level Expenses and Their Sensitivity
Fund expenses often behave like a fixed cost base. Administration, audit, and custody do not shrink much when a single deal underperforms.
Management fees may be based on committed capital or NAV, which changes how expenses scale as the portfolio grows or as assets are repaid.
That scaling matters for net returns because it can create a “drag” even when gross yields look healthy.

Example: Suppose a fund earns a gross cash yield of 11.0% on average invested capital. If annual fund-level expenses total 2.0% of invested
capital, the net cash yield before any taxes is roughly 9.0%. If the fund also receives transaction fees, those can temporarily lift net returns, but
they won’t offset recurring expenses indefinitely.

How Fees Interact with Losses and Recoveries
Fees and expenses also affect the break-even point for credit losses. If a portfolio experiences a loss, the fund still pays operating costs and may
still incur legal or monitoring expenses during workout periods. That means net returns can deteriorate faster than gross yield alone would
indicate.

A concrete way to incorporate this is to run a “net recovery” view: start with expected recoveries from collateral or restructuring outcomes, then
subtract any direct workout costs and allocate ongoing fund expenses during the workout window. Even modest legal and monitoring costs can
matter when recoveries are uncertain.

Practical Modeling Checklist for Net Returns
1. Separate borrower-paid fees from fund-level expenses.
2. Treat transaction fees as timing-sensitive cash flows, not just yield add-ons.
3. Model commitment and ongoing fees on the correct principal basis and payment schedule.
4. Apply fund expenses using the fee base specified in the offering documents, not a generic percentage.
5. Include workout and restructuring costs in net recovery calculations.

When these steps are followed, the net return becomes a defensible number rather than a hopeful one. Investors don’t need perfection; they
need clarity about what the cash flow actually becomes after the bill arrives.

6.5 Practical Example: Calculating Yield and Expected Loss for a Secured Loan

Step 1: Define the Loan Cash Flows and Terms
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Assume a secured term loan with a 3-year maturity, paid quarterly, with the following economics:

Principal: $10,000,000
Coupon: 10.50% cash interest, paid quarterly
Fees: 2.00% original issue discount/fee received upfront (treated as reducing effective cost to the lender)
Ongoing fees: 0.25% per year paid quarterly
Default timing: modeled as occurring at the end of year 1 or year 2 (we will use probabilities)
Recovery: if default occurs, lender recovers 60% of par after costs, through collateral liquidation and/or restructuring

A quick sanity check: cash interest is based on par, while fees affect net yield. Recovery affects expected loss, not the contractual interest stream.

Step 2: Convert Terms into Expected Yield Components
For a lender, yield is typically expressed as an internal rate of return (IRR) on expected cash flows. Here we’ll compute a simplified expected yield
using expected cash flows under two scenarios.

Scenario A: No default during the first two years (we assume the loan performs through year 2 and then matures normally at year 3 for
simplicity of the example).

Quarterly cash interest: 10.50% / 4 = 2.625% of annual coupon per quarter
Quarterly ongoing fee: 0.25% / 4 = 0.0625% of principal per quarter
Total quarterly cash to lender: (10.50% + 0.25%) / 4 = 2.6875% of principal
Upfront fee/discount received at time 0: 2.00% of principal

Scenario B: Default at end of year 1 or end of year 2.

Up to the default date, the lender receives the same quarterly cash interest and ongoing fees.
At default, the lender receives recovery = 60% of par = $6,000,000.
After default, no further interest is received.

Step 3: Build the Expected Cash Flow Table
Let quarterly discounting be approximated with annual discounting for readability. Use annual periods for expected loss and a consistent IRR
approximation for yield.

Assume probabilities:

Probability of default at end of year 1: 2.0%
Probability of default at end of year 2: 1.0%
Probability of no default through year 2: 97.0%

Expected recovery cash flows:

At year 1: $6,000,000 with probability 2.0%
At year 2: $6,000,000 with probability 1.0%
At maturity (year 3): $10,000,000 with probability 97.0%

Expected interest and fees:

Expected annual cash yield before default is received for the years the loan survives.
For a compact example, approximate expected annual cash received as:

Year 1 cash: always received (loan either survives or defaults at end of year 1)
Year 2 cash: received only if no default at end of year 1

Compute annual cash to lender (interest + ongoing fees):

Annual cash = 10.50% + 0.25% = 10.75% of principal
Year 1 cash = 0.1075 × $10,000,000 = $1,075,000
Year 2 cash received with probability 97.0% (no default at end of year 1): $1,075,000 × 97.0% = $1,042,750

Upfront fee at time 0:

Upfront received = 2.00% × $10,000,000 = $200,000

Step 4: Calculate Expected Loss Using Loss Given Default
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Expected loss (EL) over the horizon is:

EL = PD × LGD × Exposure Where:
PD is probability of default over the horizon
LGD = 1 − Recovery rate

Recovery rate = 60% ⇒ LGD = 40%

Over two years, PD = 2.0% + 1.0% = 3.0%
Exposure at default approximated as par = $10,000,000

EL over two years:

EL = 3.0% × 40% × $10,000,000
EL = 0.03 × 0.40 × 10,000,000 = $120,000

This $120,000 is the expected economic cost to the lender from credit losses, before considering the timing of cash flows.

Step 5: Tie Expected Loss to Net Yield
A practical way to connect yield and expected loss is to compute a net expected return by subtracting expected loss from expected cash
receipts, then comparing to the lender’s effective cost.

Expected cash receipts over two years (excluding principal repayment):

Year 1 cash: $1,075,000
Year 2 cash: $1,042,750
Total expected cash interest/fees over two years: $2,117,750

Expected loss over two years: $120,000

Expected net cash over two years:

$2,117,750 − $120,000 = $1,997,750

Now incorporate upfront fee received at time 0:

Net benefit at time 0: +$200,000

So, net expected value before principal repayment effects is:

$200,000 + $1,997,750 = $2,197,750

To translate this into a yield, you would normally compute an IRR using the full expected cash flow schedule (including principal at year 2 or year
3 depending on scenario). For this example, the key point is the mechanics: expected loss is a direct subtraction from expected cash economics,
while yield is the rate that makes the present value of expected cash flows equal to the initial investment.

Step 6: Mind Map of the Calculation Flow

Mind Map: Yield and Expected Loss for a Secured Loan

Click here to view the mind map: Yield and Expected Loss for a Secured Loan

Step 7: Quick Consistency Checks
If recovery increases from 60% to 70%, LGD drops from 40% to 30%, and expected loss falls proportionally.
If default probability doubles, expected loss doubles, while contractual cash receipts before default remain the same in each scenario.
Upfront fees improve net economics immediately, but they do not change LGD; they change the lender’s effective starting point for yield.

This example keeps the math readable while still reflecting the core separation: expected loss comes from PD and LGD, and yield comes from
discounting the expected cash flows that include interest, fees, and recovery.
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7. Covenants, Documentation, and Legal Risk Management

7.1 Covenant Taxonomy and Practical Enforcement Considerations
Covenants are the contract’s “if-then” logic: if the borrower’s condition changes, then the lender gains rights to intervene. A useful taxonomy
starts with what the covenant measures, then how it is tested, and finally what happens when it fails. The taxonomy matters because
enforcement is not just legal; it is operational, calendared, and sometimes surprisingly spreadsheet-driven.

Covenant Categories by Purpose
Financial covenants measure performance through numbers, such as leverage, interest coverage, or liquidity. They are typically tested quarterly,
and they translate business outcomes into pass/fail thresholds.

Affirmative covenants require the borrower to do things, like maintaining insurance, delivering financial statements, or complying with law.
These are often easier to monitor because they produce artifacts: reports, certificates, and notices.

Negative covenants restrict actions, such as incurring additional debt, granting liens, or making restricted payments. They prevent value leakage
and reduce the chance that the lender’s collateral position deteriorates.

Information covenants sit across the above categories by defining what must be disclosed and when. In practice, information covenants are the
enforcement engine for the rest: without timely data, lenders can’t test financial covenants or detect breaches of negative covenants.

Covenant Categories by Testing Mechanics
Maintenance covenants are tested while the loan is outstanding. If the borrower breaches, it can trigger an event of default or a cure right
depending on drafting.

Incurrence covenants are tested only when the borrower takes a specific action, such as issuing new debt or paying dividends. This structure is
common when lenders want to control actions without forcing constant recalculation.

Cure rights convert some breaches from immediate default into a fixable problem. A practical enforcement approach treats cure periods as a
workflow: gather evidence, confirm calculations, and document the cure.

Practical Enforcement Considerations
Enforcement begins before a breach. Lenders should ensure the covenant package is testable and that the borrower’s reporting produces the
inputs. A covenant that is legally clear but operationally untestable is a covenant that will be enforced late, expensively, or not at all.

1. Define the calculation universe. Leverage and coverage covenants depend on definitions: EBITDA adjustments, permitted indebtedness, cash
classification, and whether leases are treated as debt. Best practice is to align definitions across the credit agreement and the reporting package
so the borrower cannot “interpret” the numbers differently.

2. Specify measurement dates and frequency. If the covenant is tested quarterly, the agreement should state the exact quarter-end financials
and the delivery deadline. Enforcement fails when lenders receive statements after the compliance window has passed.

3. Build in notice and dispute mechanics. Many agreements require the borrower to notify lenders of covenant breaches. Even when notice is
not required, lenders should have a process to flag potential breaches early. Dispute provisions should specify what happens during a
disagreement and whether interest or remedies are stayed.

4. Calibrate remedies to covenant type. Financial covenant breaches often lead to default or to step-ups in pricing. Affirmative covenant
breaches may trigger default only if they are not cured within a defined period. Negative covenant breaches may be treated more strictly
because they can change collateral or priority.

5. Treat cure as evidence, not hope. If a cure is available, the borrower must deliver the proof required by the agreement. Lenders should
predefine what “proof” means: updated calculations, revised budgets, or payment of a cure amount.

Mind Map: Covenant Taxonomy and Enforcement Workflow

Click here to view the mind map: Covenant Taxonomy

Example: Enforcing a Financial Covenant Without Getting Lost in Definitions
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Assume a leverage covenant tested quarterly: “Total Debt to EBITDA shall not exceed 5.0x.” The borrower reports EBITDA with an adjustment for
“one-time transaction costs.” Enforcement best practice is to check whether that adjustment is permitted under the EBITDA definition and
whether it is capped or requires documentation. If the adjustment is not permitted, the lender recalculates leverage using the defined EBITDA,
compares it to 5.0x, and then checks whether the agreement provides a cure period or a pricing step-up.

If the borrower is within the cure window, the lender requests the specific evidence required by the agreement to demonstrate compliance or to
cure the breach. If the cure is not available, the lender follows the agreement’s default mechanics, including any notice requirements and any
limitations on remedies until formal steps are completed.

Example: Enforcing an Affirmative Covenant Through Operational Monitoring
Consider an affirmative covenant requiring delivery of quarterly financial statements within 45 days of quarter-end. Enforcement is
straightforward when the lender tracks the calendar and the delivery method. If the borrower misses the deadline, the agreement may allow a
cure period. During that period, the lender should confirm whether the borrower has delivered the statements and whether they meet the
required content standard. If the borrower delivers late but complete statements within cure, the breach may be cured; if the statements are
incomplete, the lender treats it as a continuing breach and escalates according to the agreement.

Example: Using Incurrence Covenants to Control Value Leakage
Suppose the borrower wants to incur additional debt. An incurrence covenant might require a leverage test at the time of issuance and restrict
liens to permitted categories. Enforcement is action-triggered: the lender reviews the proposed debt terms, recalculates leverage using the
defined methodology, and verifies that any liens granted fit within permitted lien baskets. If the borrower proceeds without meeting the
incurrence conditions, the lender can treat it as a breach tied to the action, not as a vague “later” problem.

A covenant package works best when taxonomy and enforcement are connected: the purpose tells you what to monitor, the testing mechanics
tell you when to monitor, and the enforcement workflow tells you what to do when something goes wrong.

7.2 Representations and Warranties and Knowledge Qualifiers
Representations and warranties are the contract’s “truth statements.” They sit in the credit agreement and cover facts about the borrower, the
collateral, the financial condition, and the legal ability to perform. Knowledge qualifiers refine those statements by tying liability to what a
specified group actually knew, or should be treated as knowing, at signing.

Foundational Concepts and Why They Matter
A representation is usually made once, at signing or at each specified delivery date. A warranty can be drafted similarly, but in practice the
distinction is less important than the remedies triggered by a breach. The key is that these clauses allocate risk: the borrower promises certain
facts are true, and the lender gets contractual leverage if they are not.

Knowledge qualifiers exist because not every fact is realistically knowable by every person. Without them, a borrower could be forced into strict
liability for matters buried in systems, third-party records, or routine operational details.

What “Knowledge” Typically Means
Most agreements define knowledge by reference to a group of individuals (for example, officers of the borrower) and sometimes include a
standard like “after reasonable inquiry.” The practical effect is straightforward: the borrower’s disclosure and internal diligence must be aligned
to the defined knowledge group.

If the agreement says “to the best of its knowledge,” the lender usually still expects a disciplined inquiry. If it says “actual knowledge,” the
borrower’s internal records and escalation process matter more than broad diligence.

Mapping Representations to Risk Buckets
Representations often cluster into categories. Thinking in buckets helps you see where knowledge qualifiers belong and where they usually do
not.

Corporate and authority: whether the borrower exists, is duly organized, and has power to enter the deal. These are typically within
management’s direct control.
No conflict and compliance: whether entering the agreement violates other obligations or laws. Some elements are knowable from legal
review and compliance systems.
Financial statements and solvency: whether reported numbers are accurate and whether the borrower can pay debts as they come due.
These are highly sensitive and often receive careful qualification.
Litigation and material events: whether there are claims, investigations, or defaults. Knowledge qualifiers are common because not every
dispute is visible to every employee.
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Collateral and title: whether the borrower owns the assets and has valid liens. These are often supported by schedules and diligence;
knowledge qualifiers may be narrower.

Knowledge Qualifiers in Practice
Knowledge qualifiers can appear in two places: inside the representation itself, or as a limitation on the borrower’s liability for breach. The
drafting choice affects remedies.

A common pattern is: “Borrower represents that, to its knowledge, no litigation is pending that would reasonably be expected to have a
material adverse effect.” This ties the promise to what the knowledge group knows, but the “material adverse effect” threshold still requires
judgment.

Another pattern is: “Borrower represents that the financial statements were prepared in accordance with GAAP, except as disclosed.” Here, the
qualifier is not “knowledge” but disclosure. It shifts the focus from what management knew to what was properly disclosed.

Disclosure Schedules and Their Relationship to Knowledge
Disclosure schedules are the borrower’s way of saying, “If something is true, we will list it.” They reduce surprises and help the lender verify the
scope of the representations.

A good operational approach is to treat schedules as a living checklist during diligence. If a matter is known to the knowledge group but not
listed, the borrower risks a breach even if the representation is qualified.

Remedies and Materiality Filters
Even when a representation is breached, the agreement often limits lender remedies through materiality thresholds, notice requirements, and
cure or waiver mechanics. Knowledge qualifiers do not eliminate those filters; they work alongside them.

For example, a borrower might breach a “no litigation” statement, but if the litigation is not material under the agreement’s definition, the
lender’s practical ability to accelerate may be constrained.

Example: Litigation Representation with Knowledge Qualifier
Assume the agreement includes: “No litigation is pending or threatened that would reasonably be expected to have a material adverse effect, to
the knowledge of the chief executive officer and chief financial officer.”

If a supplier dispute is escalated to those officers and is reasonably expected to be material, the borrower should disclose it or risk breach.
If the dispute is handled by a regional manager and never reaches the knowledge group, the borrower may argue no breach because the
representation is limited to the defined knowledge.
If the borrower’s compliance process requires quarterly reporting of disputes to the knowledge group, a lender may argue “reasonable
inquiry” was required and that the knowledge group should have known.

Mind Map: Representations, Knowledge, and Liability Flow

Click here to view the mind map: Representations and Warranties

Example: Collateral Title Representation with Narrow Qualification
Consider a collateral representation: “Borrower represents that it owns the collateral and has good title, except as disclosed, and that liens
securing the obligations are valid and perfected.”

If a UCC filing is missing for a minor asset, the borrower’s best defense depends on whether the missing filing was disclosed and whether the
representation is qualified by knowledge or by disclosure. If the clause is disclosure-based, internal knowledge may be less relevant than
whether the schedule captured the gap.

Operational Best Practices for Borrowers and Lenders
Borrowers should run a “knowledge alignment” exercise: identify the knowledge group, confirm what information flows to them, and ensure
schedules reflect what those individuals would reasonably know. Lenders should read the knowledge qualifier as a diligence instruction, not a
loophole: it tells you where to focus document review, officer interviews, and exception tracking.

When drafted and used well, knowledge qualifiers make the contract more accurate. They also make diligence more efficient, because everyone
knows which facts must be surfaced and which can be handled through disclosure rather than broad, unrealistic promises.
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7.3 Events of Default and Cure Periods in Practice
Events of Default (EoDs) are the contract’s “tripwires”: specific borrower actions or conditions that trigger lender remedies. Cure periods are the
contract’s “pause button”: a defined window in which the borrower can fix the problem before the default becomes fully enforceable. In private
credit, the practical goal is not just legal precision; it is operational clarity so everyone knows what happens next, and when.

Core Concepts That Drive Drafting
An EoD clause usually combines three layers. First is the trigger: what exactly counts as a breach (for example, missed payments, covenant
violations, or misrepresentations). Second is the materiality threshold, if any, which prevents minor issues from becoming full-blown defaults.
Third is the cure mechanic, which specifies whether the borrower gets time to remedy and what “remedy” means.

Cure periods come in two main forms. A payment cure period is typically short and tied to cash mechanics. Non-payment cures often depend
on the nature of the breach: some can be cured by paying money, while others require changing behavior, restoring compliance, or providing
missing information.

A useful drafting best practice is to separate “technical breach” from “remedy failure.” For example, a covenant breach might be curable by
delivering a revised compliance certificate or by taking corrective actions within a set number of days. If the borrower cures in time, the lender’s
remedies should generally be limited to the costs of monitoring and administration, not acceleration.

Payment Defaults and Their Cure Windows
Payment defaults are the most operationally sensitive. A common structure is: (1) define the payment due date, (2) include a grace period for
non-payment, and (3) specify whether interest continues to accrue during the grace period. If the contract allows a cure by late payment, the
clause should also state whether the borrower must pay default interest or any additional fees.

Example: A borrower misses an interest payment on March 1. The agreement provides a 5-business-day grace period. If the borrower pays
principal and accrued interest by March 8, the default is cured and acceleration is not permitted. If the borrower pays on March 9, the EoD
becomes effective and the lender can accelerate or enforce remedies, subject to any notice requirements.

This is where “notice” matters. Some agreements require the lender to deliver a default notice before remedies can be exercised. Others allow
remedies immediately upon the EoD becoming true. Operationally, lenders often prefer notice to avoid disputes about whether the borrower
had a fair chance to cure.

Covenant Defaults and Cure Mechanics
Covenant EoDs are usually more nuanced than payment defaults because they involve ongoing conduct and reporting. A covenant breach
might be measured quarterly, so the cure period often starts when the breach is discovered or when the compliance certificate is due.

A practical approach is to define the cure trigger clearly. If the cure period starts on the date the lender notifies the borrower, the borrower can
argue that the lender’s delay extended the cure window. If it starts on the date the compliance certificate was due, the borrower can plan
corrective actions without waiting for notice.

Example: A leverage covenant is tested quarterly. The borrower’s compliance certificate is due within 30 days after quarter-end. The lender
reviews the certificate and determines the leverage ratio exceeded the limit. The agreement provides a 20-business-day cure period after the
certificate delivery date, during which the borrower can cure by prepaying debt or raising equity. If the borrower prepays within the window, the
breach is cured and no acceleration occurs.

Materiality, Thresholds, and “No Default” Carveouts
To keep cure periods meaningful, agreements often include materiality thresholds. For instance, a covenant breach might only be an EoD if it
exceeds a specified amount or persists for a defined period. Another common tool is a “no default” carveout for immaterial reporting errors,
provided the borrower corrects them promptly.

Example: A borrower submits a compliance certificate with a minor arithmetic error. The agreement treats errors as non-events of default if
corrected within 10 business days and if the underlying financial position still complies with the covenant. This prevents the cure process from
being used as leverage over paperwork.

Cross-Default and Repayment Triggers
Cross-default clauses link the borrower’s other obligations to the credit agreement. They can be powerful, but they also create timing
complexity. A cross-default EoD might trigger if another debt defaults, becomes due and payable, or is accelerated. The cure period question
becomes tricky: can the borrower cure the cross-default by curing the other debt default, or does the credit agreement require a direct remedy?
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Example: The borrower’s revolver lender accelerates a facility due to a covenant breach. The private credit agreement includes a cross-default
EoD if the other debt is accelerated. The agreement provides a 15-business-day cure period during which the borrower can reverse acceleration
by paying amounts due or obtaining a waiver. If the borrower cures the other debt within the window, the cross-default is cured.

Mind Map: Events of Default and Cure Periods

Click here to view the mind map: Events of Default and Cure Periods

Practical Drafting Checklist for Cure That Actually Works
1. Define the start date of the cure period in a way that matches how the breach is discovered.
2. Specify what counts as “cure” for each EoD type, especially for covenant breaches.
3. State the effect of cure on acceleration and other remedies.
4. Align notice requirements with the operational workflow so the borrower can act without guessing.
5. Use materiality thresholds and carveouts to prevent cure periods from being triggered by trivial issues.

Example: A borrower misses a reporting deadline but remains in compliance. The agreement provides a 10-business-day cure period for delivery
of the corrected report and states that no EoD notice is required for the lender to accept the cure. The borrower corrects the report within the
window, and the lender’s remedies are limited to reimbursement of reasonable out-of-pocket monitoring costs.

When EoDs and cure periods are drafted with these mechanics in mind, the contract becomes easier to administer. The borrower knows what
must be fixed and by when; the lender knows what remedies are available and when they can be exercised.

7.4 Amendments, Waivers, and Consent Solicitation Mechanics
When a borrower needs a change, the credit agreement usually offers three levers: amendments, waivers, and consents. The difference is mostly
about what you are changing and whether you are giving up a right.

An amendment changes the contract text. A waiver says the lender will not enforce a specific default or requirement for a defined period or
circumstance. A consent is a lender vote that approves an action that the agreement requires lender approval for, even if the contract text stays
the same.

The Starting Point: Identify the Trigger and the Required Vote
Begin with a tight checklist.

1. What is the borrower asking for? Examples include changing a covenant test date, permitting a restricted payment, or modifying reporting
requirements.

2. Is there an existing default? If yes, the borrower is typically seeking a waiver, not just an amendment.
3. What section controls the change? The agreement often specifies separate voting thresholds for different categories, such as payment

terms versus non-payment terms.
4. Who must sign? Many deals require only the consenting lenders to sign the amendment, but the agreement may require all lenders to be

bound through a “binding effect” clause.
5. What is the voting threshold? Common thresholds include majority, supermajority, or unanimity for “sacred” matters like principal, interest,

maturity, and collateral release.

A practical habit: map the request to the agreement’s “amendment and waiver” section before drafting anything. It prevents the classic mistake
of negotiating the wrong threshold and then having the consent fail on signature mechanics.

Drafting the Instrument: What Changes and What Stays Put
A well-structured amendment or waiver package separates three layers.

The operative changes: exact language modifications, schedules, and definitions.
The lender vote mechanics: how consents are counted, what constitutes a valid instruction, and how notices are delivered.
The conditions to effectiveness: typically includes receipt of required consents, execution by the administrative agent, and sometimes legal
opinions.

For waivers, the “scope” sentence matters. If the waiver is too broad, it can unintentionally excuse future behavior. If it is too narrow, the
borrower may still be in default after the waiver period. A clean approach is to tie the waiver to a specific event, test date, and cure path.

Consent Solicitation Mechanics: Running the Vote Without Chaos
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Consent solicitations are operational exercises as much as legal ones. The administrative agent usually runs the process, but the borrower and
lenders must provide timely inputs.

Key mechanics to get right:

Notice content: the solicitation notice should clearly state the proposed amendment/waiver, the voting deadline, and the required
threshold.
Instruction method: lenders must be told how to submit votes, often via email or an electronic instruction portal.
Record date and voting eligibility: the agreement may define who counts as a lender at a specific time.
Quorum and tabulation: the agent should specify how it will calculate percentages and what happens if thresholds are not met.
Revocation and amendments to the solicitation: some agreements allow lenders to change their vote before the deadline; others restrict it.

A small but important example: if a lender changes its vote after the deadline, the agent should follow the agreement’s instruction rules, not
informal emails. Consistency protects everyone from later disputes.

Example: Waiver for a Missed Reporting Covenant
Assume the borrower missed a quarterly reporting delivery date and the agreement treats late delivery as a covenant default. The borrower asks
for a waiver for the missed quarter and a revised delivery schedule.

A sensible waiver package includes:

Waiver scope: “waive the default arising solely from failure to deliver the [specific report] for the quarter ended [date]”
Time-bound relief: waiver effective upon receipt of the report by a new deadline
No broader waiver: explicit statement that all other covenants remain in effect
Remedies preserved: if the report is not delivered by the new deadline, the default remains or reactivates

This structure gives lenders comfort that the waiver is not a free pass, while giving the borrower a clear path to compliance.

Example: Amendment to Permit a Restricted Payment
If the borrower wants to make a distribution that is otherwise restricted, the agreement may require lender consent. The amendment might not
change the covenant text broadly; instead, it may add a permitted payment carve-out tied to a specific transaction.

A clean drafting approach:

Define the permitted payment amount and purpose.
Tie it to a condition, such as completion of a refinancing or receipt of proceeds.
Specify whether the payment reduces a basket or uses a separate basket.

This avoids ambiguity about whether the borrower can repeat the same payment later.

Mind Map: Amendment, Waiver, and Consent Workflow

Click here to view the mind map: Amendments, Waivers, and Consents

Common Failure Points and How to Prevent Them
1. Wrong threshold: fix by categorizing the request before drafting.
2. Unclear scope: fix by tying waivers to a specific event and test date.
3. Ambiguous voting instructions: fix by using the agreement’s defined mechanics and deadlines.
4. Missing conditions: fix by listing effectiveness conditions in the instrument and confirming delivery.

A final practical note: after effectiveness, the administrative agent should circulate a confirmation that states what changed, when it became
effective, and which lenders are bound. That one page can prevent months of “but I thought…” conversations.

7.5 Practical Example Drafting a Covenant Package for a Leveraged Borrower
A covenant package is a set of promises that translate underwriting assumptions into enforceable behavior. For a leveraged borrower, the goal
is not to write a novel; it is to make sure the borrower can’t quietly drift away from the cash-flow path you underwrote.

Step 1: Define the Borrower’s Cash-Flow Reality
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Start with a simple model: projected EBITDA, interest expense, required maintenance capex, and working-capital swings. Then decide what
“staying on plan” means.

Example assumptions

Senior secured loan: $100m principal, SOFR + 600 bps, cash interest.
Maintenance capex: 2% of revenue.
Working capital: modest seasonal swings, no large one-off releases.
Target leverage at closing: 5.0x net leverage.

From this, you can set covenant levels that reflect normal operations plus a buffer for volatility.

Step 2: Choose Covenant Types That Match the Risk
Use a mix so that one metric can’t be gamed.

Financial covenants

Net leverage ratio: focuses on debt capacity.
Interest coverage ratio: focuses on ability to pay interest.

Incursion and limitation covenants

Restricted payments: prevents value leakage.
Additional debt: prevents stacking leverage.
Asset sales and liens: preserves collateral and cash generation.

Reporting and compliance covenants

Timely delivery of financial statements and compliance certificates.

Step 3: Draft the Net Leverage Covenant with Clear Definitions
A covenant is only as good as its definitions. Decide what counts as debt, how you calculate EBITDA, and how you treat add-backs.

Example covenant language structure

Test frequency: quarterly.
Measurement: “Net Debt” divided by “Consolidated EBITDA.”
Cure: if the borrower misses, there is a cure mechanism tied to equity injection or asset sale proceeds.

Example levels

Q1–Q4: 5.50x, stepping down to 5.25x, then 5.00x by the final quarter.

Best-practice detail

Limit EBITDA add-backs to items that are recurring or objectively verifiable.
Exclude “synergies” unless they are already realized and documented.

Step 4: Add an Interest Coverage Covenant to Reduce Payment Risk
Leverage can look fine while interest coverage quietly deteriorates.

Example

Covenant: Consolidated EBITDA divided by Consolidated Cash Interest Expense.
Test: quarterly.
Level: minimum 2.25x, stepping to 2.50x.

Best-practice detail

Use cash interest, not accounting interest, so the covenant tracks actual payment ability.

Step 5: Build Restricted Payments Limits That Don’t Block Normal Operations
Restricted payments should stop upstreaming when the borrower is stressed, but still allow ordinary distributions.
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Example framework

Basket-based system: allow dividends and other payments up to a “builder” basket.
Include a leverage condition: restricted payments permitted only if net leverage is below a threshold (for example, 4.75x).
Add a debt incurrence test: if the borrower can incur new debt under the additional debt covenant, it can also make limited payments.

Easy-to-understand example If the borrower’s net leverage is 4.90x, it cannot pay a dividend. If it later reduces leverage to 4.70x, the same
dividend becomes permitted, but only within the defined basket.

Step 6: Draft Additional Debt and Lien Covenants to Prevent Covenant Evasion
Borrowers can try to “move debt around” through affiliates or new secured instruments.

Additional debt covenant

Permit additional debt only if the borrower is within a leverage threshold (for example, net leverage ≤ 4.75x) and no default exists.
Require that new debt is either unsecured or, if secured, subject to an agreed lien priority and collateral coverage.

Lien covenant

Start with a general prohibition on liens.
Permit permitted liens (tax liens, mechanics liens, and ordinary-course liens) with clear caps.
For any new lien, require that the collateral package remains consistent with the senior secured lender’s expectations.

Step 7: Add Reporting, Compliance Certificate, and Default Mechanics
Covenants fail when the lender can’t verify compliance.

Example

Deliver quarterly financials within 45 days.
Deliver annual financials within 90 days.
Include a compliance certificate signed by a responsible officer.

Default mechanics

Define an event of default for covenant breaches.
Include a cure period for non-payment defaults and, where negotiated, a cure for financial covenant breaches via equity or proceeds.

Mind Map: Covenant Package Design Logic

Click here to view the mind map: Covenant Package

Step 8: Put It Together in a Cohesive Covenant Set
A coherent package reads like a system: financial covenants measure performance, incurrence covenants prevent leakage, and reporting ensures
verification.

Integrated example outcome

If EBITDA drops, net leverage and interest coverage tighten the borrower’s options.
If the borrower wants to pay dividends, it must first meet leverage thresholds.
If the borrower wants to add debt, it must satisfy leverage and collateral rules.

That is the practical point: each covenant is a guardrail tied to the same underwriting story, with definitions and mechanics that make the
guardrail real.

8. Portfolio Monitoring, Reporting, and Governance

8.1 Ongoing Monitoring Cadence and Data Requirements
Ongoing monitoring is the boring part that keeps the exciting part from going wrong. The goal is simple: catch deterioration early, verify that
covenants and collateral are behaving as expected, and ensure reporting is accurate enough to support decisions.
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Foundational Cadence
Start with a baseline cadence that matches how fast credit conditions can change.

Daily or near-daily checks for items that can move quickly: payment status, cash sweeps, material notices, and any operational signals from
servicers or agents.
Monthly reviews for covenant compliance, leverage and coverage trends, and collateral condition updates.
Quarterly deep dives aligned to financial reporting: updated forecasts, variance analysis versus the last model, and a fresh look at liquidity.
Event-driven monitoring whenever something changes: amendments, waivers, equity injections, asset sales, refinancing, large customer
churn, or litigation notices.

A practical best practice is to define “what changes the cadence.” For example, if a borrower reports a covenant headroom drop below a pre-set
threshold, you move from monthly to biweekly covenant checks until the next reporting cycle.

Data Requirements by Monitoring Purpose
Not all data is equal. Organize requirements by the question you are trying to answer.

1. Payment and performance data

Payment history: scheduled vs. received amounts, timing, and any shortfalls.
Cash management behavior: sweep triggers, blocked accounts activity, and distribution compliance.
Service provider outputs: agent reports, collateral reports, and any calculation schedules.

2. Covenant and financial data

Latest financial statements and management accounts.
Covenant calculation worksheets with definitions and adjustments.
Forecasts used for covenant testing, including assumptions for revenue, margins, working capital, and capex.

3. Collateral and security data

Valuation inputs and supporting documentation.
Lien status confirmations and evidence of perfection.
Inventory, receivables, or property reports where relevant.

4. Governance and legal data

Notices of default, litigation, regulatory actions, and material contracts.
Compliance certificates and officer certifications.
Amendment and waiver logs with the exact covenant impacts.

5. Portfolio context data

Exposure mapping: total debt, intercreditor positions, and maturity ladder.
Concentration metrics: sponsor, sector, geography, and correlated risk factors.

Mind Map: Monitoring Cadence and Data Flow

Click here to view the mind map: Ongoing Monitoring Cadence

Operationalizing the Cadence
A monitoring process works only if it is repeatable. Build a checklist that ties each cadence level to specific deliverables.

Monthly checklist example: confirm covenant calculation inputs, reconcile cash balances to agent statements, verify collateral reporting
completeness, and document any definition changes.
Quarterly checklist example: compare forecast vs. actuals, update leverage/coverage projections, review liquidity sources and uses, and test
whether covenant definitions were applied consistently.

A small but high-impact practice is to require a “calculation trace” for covenant tests. That means every adjustment has a source document and
a clear link to the borrower’s definition. When the trace is missing, you treat the covenant number as provisional.

Example: Covenant Monitoring with Headroom Thresholds
58/92

https://www.mindmapnote.com/en/Private%20Credit%20in%20the%20Age%20of%20Capital%20Scarcity#mkp8-1-0-1


Assume a borrower tests a leverage covenant quarterly. The monitoring team tracks headroom as:

Headroom = Covenant limit minus calculated leverage

If the last quarter shows headroom of 0.8x and the internal threshold for escalation is 0.5x, then the next monthly check focuses on the drivers
that can move leverage quickly: working capital swings, margin compression, and capex timing. If the borrower’s management accounts suggest
leverage is trending toward the threshold, you request updated forecasts and increase the frequency of covenant calculations.

Example: Data Quality Checks That Prevent Bad Decisions
Before using any covenant calculation, verify three things:

1. Definition alignment: confirm the calculation uses the current covenant definitions and permitted adjustments.
2. Reconciliation: reconcile key line items to the underlying financial statements.
3. Consistency: compare the current quarter’s adjustments to prior quarters to ensure changes are explainable.

If any of these fail, you still monitor, but you label the output as “needs validation” and escalate the data request rather than treating the
number as final.

Escalation and Documentation
Monitoring should produce decisions, not just reports. Define escalation triggers such as covenant headroom compression, repeated payment
timing issues, collateral reporting gaps, or missing compliance certificates. For each escalation, document the trigger, the data used, the open
questions, and the immediate next action so the credit committee can act with confidence.

Finally, keep an audit trail of monitoring outputs. When you later review a decision, you want to know which data was available at the time and
how it was interpreted. That’s the difference between “we monitored” and “we monitored well.”

8.2 Credit Committee Processes and Escalation Triggers
A credit committee is where “we like the story” becomes “we can live with the risks.” The process should be repeatable enough that two
different committees reach similar conclusions, yet flexible enough to handle deal-specific realities like unusual collateral or a messy capital
structure.

Credit Committee Inputs and Pre-Read Discipline
Start with a standard packet that forces the right questions before anyone meets. At minimum, include: (1) a one-page investment summary, (2)
a cash flow model with base and downside cases, (3) collateral and security package summary, (4) covenant package and compliance plan, (5)
sponsor and management background relevant to repayment, and (6) a risk register with owners and mitigation actions.

A practical best practice is a “pre-read gate.” If the packet is missing the covenant compliance plan or the collateral enforceability notes, the deal
does not reach the committee agenda. This prevents the committee from doing underwriting work during the meeting, which is like trying to
assemble furniture while wearing oven mitts.

Meeting Roles and Decision Mechanics
Define roles clearly: the chair runs the meeting, the lead analyst presents, legal and structuring provide enforceability and documentation points,
and the risk function challenges assumptions. Voting should be explicit: approve, approve with conditions, defer for specific remediation, or
reject.

Conditions should be operationally testable. For example, “tighten covenants” is vague; “add a springing leverage covenant tied to a defined
EBITDA calculation and specify cure mechanics” is actionable.

Escalation Triggers That Prevent Surprise
Escalation is not about catching mistakes after they happen; it’s about stopping known issues from quietly compounding. Triggers should be
categorized so teams know what to do when they fire.

Common escalation triggers include:

Model integrity issues: material changes to assumptions without updated downside cases.
Covenant fragility: covenants that are hard to measure, easy to waive, or dependent on discretionary accounting.
Collateral enforceability gaps: missing perfection steps, unclear lien priority, or weak remedies.
Concentration and correlation: exposure increases that create sector or sponsor clustering beyond policy.
Sponsor or management red flags: changes in key personnel, governance concerns, or adverse litigation affecting repayment.
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Documentation slippage: key legal terms not aligned with the term sheet, especially around events of default and amendment thresholds.

When a trigger fires, the escalation path should specify the decision body and the required remediation. For instance, a covenant fragility trigger
might require legal to propose alternative definitions and the risk team to confirm the compliance plan.

Mind Map: Committee Workflow and Escalation Triggers

Click here to view the mind map: Credit Committee Processes

Example: Escalation from Covenant Definition Ambiguity
Consider a senior secured loan where the leverage covenant uses “EBITDA” defined with add-backs. During pre-read, the analyst notes that the
definition allows adjustments for items that are not consistently recurring, and the compliance plan relies on management-provided schedules.

The risk function escalates under the covenant fragility trigger. The required remediation is concrete: legal revises the definition to limit add-
backs to specified categories, and the monitoring team updates the compliance plan to require third-party review of the calculation inputs. The
committee then approves with the condition that the revised definition and monitoring steps are reflected in the credit agreement before
closing.

Example: Escalation from Collateral Perfection Timing
In another deal, collateral includes a mix of real estate and equipment. The term sheet assumes perfection at closing, but the perfection steps for
certain assets require third-party filings that may complete after funding.

This triggers collateral enforceability escalation. The committee does not debate whether “it will probably be fine.” Instead, it requires a closing
condition: funding occurs only after the key perfection steps are completed or the documents include a clear interim protection mechanism with
a defined timeline and default consequences if perfection is delayed.

Documentation and Post-Meeting Follow-Through
After the meeting, the decision is translated into a checklist tied to closing deliverables. Each condition should map to a responsible party and a
verification method. If a condition is not satisfied, the deal should return to the appropriate decision body rather than being “handled later.”

A final best practice is to record the rationale for major decisions, especially rejections and deferrals. That record becomes the committee’s
memory, so the next similar deal does not require the same debate to reach the same conclusion.

8.3 Valuation Methodologies for Private Assets
Valuation in private credit is less about finding a single “correct” price and more about producing a defensible estimate that matches how the
asset actually trades—or doesn’t. The goal is consistency across time, comparability across portfolios, and transparency about assumptions. A
practical valuation process starts with the asset’s cash flow reality, then chooses the method that best reflects observable information.

Core Principles for Private Asset Valuation
First, valuation should be anchored to the instrument’s contractual economics: coupon, maturity, amortization, call rights, and any payment-in-
kind features. Second, the method should reflect market friction. Private loans often lack frequent trades, so “market price” may be replaced by
“market-implied” inputs. Third, governance matters: the same inputs should produce similar results across similar assets, and exceptions should
be documented with reasons.

A useful mental model is: value = expected cash flows discounted at an appropriate rate, adjusted for credit and structural features. For
private credit, the discount rate is rarely a single number; it’s a function of credit spread, liquidity, and sometimes borrower-specific risk.

Valuation Hierarchy and When Each Method Fits
Most funds use a hierarchy that moves from observable to unobservable inputs.

1. Market approach uses observable prices from comparable trades. It’s best when there are recent transactions in similar instruments.
2. Income approach estimates value from discounted cash flows using credit spreads and recovery assumptions.
3. Cost approach is less common for performing loans, because the asset’s economic value usually diverges from “what it cost.” It may appear

for certain special situations where cash flows are effectively fixed and observable.

If a loan is actively traded, market approach can dominate. If it’s not, income approach becomes the workhorse.

Income Approach in Practice
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Income approach typically starts with a base case cash flow schedule. For a senior secured loan, that means scheduled interest and principal
payments, plus any expected prepayments. The next step is to discount those cash flows using a spread that reflects current credit conditions.

A clean way to implement this is to build a spread bridge:

Start with a benchmark rate curve (for example, a floating reference rate curve).
Add a credit spread appropriate for the borrower and instrument.
Adjust for structural differences such as seniority, collateral quality, and covenant strength.

Then incorporate credit deterioration through either a higher discount spread or an explicit probability-weighted loss model. For example, if a
borrower’s leverage has risen and covenant headroom has narrowed, you can reflect that by widening the spread and increasing the probability
of a stressed outcome. The key is to keep the logic consistent: the same deterioration should not be counted twice through both spread
widening and an overly punitive recovery assumption.

Recovery and Loss Given Default Inputs
For private assets, recovery assumptions often drive valuation more than coupon math. Recovery depends on collateral type, seniority, and the
expected path to enforcement. A practical approach is to use a recovery range tied to observed outcomes from similar collateral and capital
structure.

Example: A second lien position may be valued using a recovery estimate that is structurally lower than senior secured, but the valuation should
still reflect collateral coverage. If collateral coverage is strong, a low recovery assumption may be too conservative; if coverage is weak, a high
recovery assumption may be optimistic.

Adjustments for Liquidity and Complexity
Even when credit spreads are estimated carefully, liquidity can still matter. Many funds apply a liquidity adjustment when there is evidence that
comparable instruments trade with a persistent bid-ask gap or when the asset is harder to sell due to size, documentation complexity, or
transfer restrictions.

Complexity adjustments are also common for instruments with features like:

payment-in-kind interest that changes the timing of cash flows,
call protection that limits refinancing opportunities,
equity kickers that create non-linear payoff profiles.

For these, valuation should model the feature explicitly rather than relying on a blunt spread adjustment.

Governance, Controls, and Documentation
A defensible valuation process includes:

a documented methodology per asset type,
an input checklist for credit spreads, cash flows, and recoveries,
independent review by a valuation committee or risk function,
exception tracking when management overrides model outputs.

A small but effective control is to run sanity checks: compare model-implied yields to recent internal marks, verify that implied default
probabilities are consistent with covenant status, and confirm that the valuation does not jump materially without a clear driver.

Mind Map: Valuation Methodologies for Private Assets

Click here to view the mind map: Valuation Methodologies for Private Assets

Example: Valuing a Performing Senior Secured Loan
Assume a senior secured loan pays SOFR + 500 bps, matures in 4 years, and has no amortization for the next year. The fund receives no recent
trades for this exact instrument, but there are trades for similar senior secured loans to the same sponsor sector.

Step 1: Build the cash flow schedule for interest and principal.
Step 2: Estimate a current credit spread using comparable trades, then adjust for collateral and covenant differences.
Step 3: Discount the cash flows to obtain a base value.
Step 4: Apply a liquidity adjustment if comparable trades show a persistent discount relative to par.
Step 5: Run a sanity check by comparing the model-implied yield to the fund’s recent marks for similar assets.
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If the borrower’s covenant headroom has tightened, the spread estimate should reflect that change. If the spread already embeds the
deterioration, you should not also apply an additional punitive recovery adjustment unless the collateral outlook has changed.

The result is a valuation that is not just a number, but a chain of reasoning that can be audited, explained, and repeated.

8.4 Investor Reporting Packages and Disclosure Controls
Investor reporting in private credit is less about producing glossy PDFs and more about answering one question: “Can an investor explain what
happened, why it happened, and what it means for risk?” A good reporting package does that consistently, with controls that prevent accidental
omissions or mismatched numbers.

Core Reporting Objectives
Start with three foundational goals.

1. Decision usefulness: Investors should be able to assess credit performance, not just receive static portfolio snapshots. For example, a
quarterly report should show whether covenant headroom improved or shrank, and whether that change came from operating
performance or from a documentation amendment.

2. Consistency over time: The same metrics should be calculated the same way each period. If “cash interest” means gross interest received
net of withholding taxes in one quarter, it should not silently change definitions next quarter.

3. Traceability: Every key figure should be traceable to source data, such as loan statements, trustee reports, or internal waterfall calculations.

A practical best practice is to define a “reporting dictionary” that lists each metric, its formula, its data source, and its owner. When an investor
asks why a number moved, the team can answer without hunting through spreadsheets like it’s a scavenger hunt.

Package Components That Actually Matter
A typical investor reporting package can be organized into layers.

Portfolio summary: Weighted average yield, number of loans, exposure by obligor and sponsor, and concentration measures. Include a
short narrative that explains material changes, such as new originations or exits.
Credit performance: Current status of each loan (performing, watchlist, non-performing), covenant compliance flags, and any payment
deviations. If a loan is on a watchlist, the report should state the trigger category, such as leverage ratio breach or liquidity shortfall.
Income and cash flow: Interest received, fees, expenses, and distributions. For evergreen funds, show how reinvestment and distributions
interact so investors can reconcile cash movements.
Valuation and marks: Provide valuation methodology at a high level and disclose significant drivers for material changes. If a mark is based
on a broker quote, say so; if it’s based on discounted cash flows, explain the inputs at a summary level.
Events and amendments: Summarize restructurings, waivers, consent requests, and intercreditor actions. Investors need to know not only
that something changed, but what protections were modified.

Disclosure Controls That Prevent “Small Errors, Big Confusion”
Disclosure controls are the internal mechanisms that ensure reported information is complete, accurate, and consistent with the fund’s legal
documents.

A systematic control set usually includes:

Data lineage: For each metric, store the upstream source and transformation steps. Example: “Debt service coverage ratio” should reference
the exact financial statement period and the calculation convention used.
Reconciliation workflow: Reconcile cash interest and fees from loan-level statements to fund-level income. If the difference is due to
timing, withholding, or accrual reversals, document it.
Exception reporting: Create rules that flag anomalies, such as a loan showing covenant compliance while the covenant test results file
indicates a breach.
Approval gates: Separate preparation from review. A reviewer should check both arithmetic and narrative consistency, such as whether the
“material changes” section matches the loan-level activity log.
Version control: Lock the reporting dataset before narrative drafting. This avoids the classic problem where the story is written for numbers
that later change.

Mind Map: Investor Reporting Package and Controls

Click here to view the mind map: Investor Reporting Packages and Disclosure Controls
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Example: Quarterly Report Workflow with Reconciliation
Assume a fund reports quarterly on a 30 June cut-off. The team prepares loan-level cash interest and fees from servicer statements, then
reconciles to the fund’s income ledger.

Step 1: Extract loan-level interest received and fees for the quarter.
Step 2: Compute fund-level totals and compare to the income ledger totals.
Step 3: Investigate differences. If a loan’s interest is received in early July but accrued in June, the report should reflect accrual logic
consistently and explain the timing difference in the reconciliation notes.
Step 4: Update the narrative “material changes” section only after the reconciled totals are finalized.
Step 5: Run exception checks, including covenant status consistency and valuation driver alignment.

This workflow reduces the chance that an investor sees a number that doesn’t match the story, or a story that doesn’t match the underlying
data. It also makes review faster because the reviewer can focus on judgment calls rather than arithmetic.

Example: Disclosure Note for a Covenant Waiver
When a waiver is granted, include three items in plain language.

1. What changed: For example, the leverage covenant test date moved from quarter-end to trailing twelve months.
2. Why it changed: Tie it to a specific operational event, such as a temporary working capital swing.
3. What protection remains: State the remaining covenant thresholds and any added reporting requirements.

A short, structured note like this prevents the report from becoming a mystery novel where the plot is “trust us.”

8.5 Practical Example: Building a Quarterly Monitoring Dashboard
A quarterly monitoring dashboard is a single place where you can answer three questions quickly: What changed since last quarter? What
matters for credit outcomes? What actions are required before the next reporting cycle? The best dashboards do not just report numbers; they
connect each metric to a decision rule.

Step 1: Start with a Monitoring Map
Before building charts, define the “monitoring chain” from data to decision. For a private credit portfolio, that chain usually looks like: borrower
performance → covenant posture → collateral coverage → liquidity and payment behavior → credit committee actions.

Click here to view the mind map: Quarterly Monitoring Dashboard

Step 2: Build the Dashboard Layout
Use a consistent page structure so readers can find the same information every quarter.

1. Portfolio Summary (top of page)

Weighted average spread and weighted average coupon
% of loans on-time vs. late payments
% of deals with covenant headroom below a defined buffer
Concentration snapshots by sponsor, industry, and geography

2. Deal-Level Scorecards (grid or list) For each loan, show:

Current leverage and interest coverage (or the relevant covenant metrics)
Covenant headroom in dollars and as a percentage
Last payment status and any payment deferrals
Collateral coverage ratio and collateral value trend
Risk flags and the reason for each flag

3. Heatmaps And Exceptions (middle of page)

Covenant heatmap: green/yellow/red by headroom bands
Collateral heatmap: green/yellow/red by coverage bands
Exceptions table: items that break your standard assumptions (missing reporting, stale collateral valuations, manual covenant calculations)
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4. Action Tracker (bottom of page)

Action owner, due date, and status
Trigger that caused the action (e.g., covenant approaching buffer, collateral decline, payment irregularity)
Evidence link or document reference (internal ID)

Step 3: Define Metrics with Decision Rules
A dashboard becomes useful when each metric has a “so what.” For example:

Covenant headroom rule: If headroom falls below the buffer band for two consecutive quarters, require a credit committee review and
request updated forecasts.
Payment rule: If any payment is late by more than a defined number of days, add the deal to the watchlist and confirm whether the delay is
operational or structural.
Collateral rule: If collateral coverage drops below the red band, initiate a collateral monitoring call and verify valuation methodology.

Example: A senior secured loan reports interest coverage of 2.1x this quarter versus 2.6x last quarter. The covenant requires 2.0x. Headroom is
0.1x, which lands in the yellow band. The decision rule says yellow triggers enhanced monitoring, not immediate escalation. The action tracker
then schedules a call with the borrower within two weeks to review the next two quarters of cash flow and confirm compliance testing dates.

Step 4: Use a Concrete Data Workflow
To keep the dashboard reliable, standardize the data pipeline.

Data ingestion: financial statements, covenant calculation inputs, collateral reports, and payment status feeds.
Normalization: convert all metrics to the same calculation basis used in the credit agreement.
Variance checks: compare current quarter to prior quarter and to the last tested period.
Audit trail: store the calculation version and any manual adjustments.

Click here to view the mind map: Data Workflow

Step 5: Add a Practical Example Dashboard Pack
Assume a 25-deal portfolio. The dashboard pack for the quarter ending 2026-02-15 includes:

Portfolio summary: 92% on-time payments; 6 deals in yellow covenant headroom; 1 deal in red collateral coverage.
Top movers list: the three largest headroom declines by absolute and percentage change.
Exceptions log: two deals with missing quarterly reporting; one deal with a collateral valuation updated using a different methodology.
Action tracker:

Deal A: covenant yellow for two quarters → credit committee review scheduled.
Deal B: late payment irregularity → confirm cure status and request updated cash forecast.
Deal C: collateral valuation methodology change → validate appraisal assumptions and document acceptance.

The key is that every red or repeated yellow item has a named action, an owner, and a deadline. If a metric changes but no action follows, the
dashboard is only a report, not a monitoring tool.

9. Workout, Restructuring, and Recovery Execution

9.1 Early Warning Indicators and Pre Default Engagement
Early warning indicators are the boring parts that save you from the exciting parts. In private credit, “early” means you catch deterioration while
cash flows still cover interest and before documentation becomes a negotiation tool instead of a protection tool.

Foundations of Early Warning
Start with a simple principle: indicators should map to the borrower’s ability to pay, the lender’s ability to enforce, and the information quality
you’re receiving.

Payment capacity indicators focus on whether operating cash flow can service the debt.
Structural indicators focus on whether covenants, collateral, and reporting remain intact.
Information indicators focus on whether you’re getting timely, consistent data.
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A practical best practice is to define “normal” for each borrower before you need it. For example, if a company typically reports monthly within
five business days, a shift to late reporting is not a minor inconvenience; it’s a signal that internal controls may be slipping.

Indicator Categories That Actually Matter

Cash Flow and Payment Behavior

Track trends that show whether the borrower can pay without heroics.

Interest coverage drift: If EBITDA or operating cash flow declines while interest remains fixed, coverage compresses.
Payment timing: Repeated late interest payments, even if cured, often precede larger payment stress.
Working capital strain: Rising receivables days or inventory days can turn “profitable” into “cash-poor.”

Example: A sponsor-backed services company maintains stable revenue but sees receivables days rise from 45 to 70. The lender notices that
interest is still paid on time, but the borrower’s cash balance is shrinking faster than expected. That combination is a stronger signal than either
metric alone.

Covenant and Reporting Signals

Covenants are not just legal text; they are operational guardrails.

Covenant headroom erosion: Monitor the distance to the next test date.
Compliance slippage: Late delivery of financials, missing schedules, or inconsistent calculations.
Collateral maintenance: Evidence that liens, insurance, and asset reporting are being kept current.

Example: A borrower submits quarterly compliance certificates, but the calculation of a leverage ratio changes without explanation. Even if the
ratio still passes, the lender should treat the inconsistency as a control issue, not a rounding error.

Governance and Counterparty Signals

Some problems show up in how decisions get made.

Board or management turnover: Changes in CFO or controller roles can disrupt reporting quality.
Service provider issues: If the agent or collateral agent reports document gaps, enforcement readiness may be degrading.
Related-party transactions: Increased intercompany charges can siphon cash away from the operating business.

Turning Indicators into Actions
Pre-default engagement should be structured, documented, and proportionate. The goal is to reduce uncertainty and preserve optionality.

Step 1: Define Trigger Thresholds

Use thresholds that are specific enough to prevent “everything is a signal” fatigue.

Soft triggers: early trend breaks such as coverage declining for two consecutive quarters.
Hard triggers: covenant test failure risk, material reporting delays, or repeated payment timing issues.

Step 2: Run a Focused Fact Pattern Review

Before contacting the borrower, reconcile what you know.

Compare last three quarters of cash flow statements to covenant calculations.
Verify whether the borrower’s reported performance matches bank statements and lockbox activity where applicable.
Confirm whether collateral and insurance are current.

Example: If a borrower claims a temporary margin compression, the lender checks whether gross margin and cost of revenue moved together. If
only one moved, the lender asks targeted questions about pricing, accruals, or one-time items.

Step 3: Engage Early with Clear Questions

Engagement works best when it is specific and time-bound.

A good first outreach asks for:

a short cash forecast covering the next interest period and the next covenant test date,
explanations for the indicator(s) using numbers, not narratives,
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a list of actions already taken and what remains.

Keep the tone operational. You’re not threatening; you’re requesting a plan.

Step 4: Document the Timeline and Decisions

Create a record that supports consistent governance.

date and time of each indicator observation,
internal assessment and escalation rationale,
borrower responses and any revised forecasts,
next steps and owners.

This documentation matters when you later need to decide whether to amend, waive, or enforce.

Mind Map: Early Warning to Pre-Default Engagement

Click here to view the mind map: Early Warning to Pre-Default Engagement

Practical Example with a Clean Escalation Path
On 2026-02-20, a lender observes that a borrower’s interest coverage has fallen below the internal “watch” threshold for the second quarter in a
row, and the compliance certificate arrives two weeks late.

The lender first performs a fact pattern review: it reconciles the leverage calculation to the audited schedule and checks whether the late
submission correlates with missing schedules.
The lender then engages with a targeted request: a 13-week cash forecast, a bridge explaining the coverage decline, and confirmation that
collateral and insurance are current.
Finally, the lender documents the timeline and escalates monitoring intensity to monthly cash reporting until the next covenant test date.

This approach keeps the process grounded: indicators lead to questions, questions lead to facts, and facts lead to decisions—before default
turns the conversation into a courtroom exercise.

9.2 Restructuring Pathways Including Amend and Extend
When a borrower’s cash flow stops covering scheduled payments, the first question is not “Can we change the terms?” but “What is failing:
timing, amount, or both?” Amend and extend is the pathway for fixing timing while preserving the core credit relationship. It works best when
the business is still producing cash, but the next payment wall is too steep.

Foundational Concepts for Amend and Extend
An amend and extend transaction typically changes maturity dates and may adjust payment schedules, while keeping the same lender group
and the same general collateral package. The borrower gets breathing room; lenders get a structured plan with protections that reflect the new
risk profile.

Start with a cash-flow diagnosis. If EBITDA is stable but leverage is temporarily high due to working-capital swings, extending maturities can
align debt service with normal operations. If EBITDA is falling, extending alone is often insufficient; lenders will usually require additional
measures such as tighter covenants, reduced distributions, or incremental collateral.

Next, define the “why now” for lenders. Lenders accept amendments when the expected recovery under the amended plan exceeds the
expected recovery under alternatives like enforcement or a broader restructuring. That comparison is not theoretical: it is built from near-term
cash projections, collateral value, and the practical timeline for enforcement.

The Core Mechanics
An amend and extend usually includes four moving parts.

1. Maturity extension: The borrower pushes out the final repayment date, often with a step-down or step-up schedule for amortization.

2. Payment recalibration: Interest-only periods, reduced principal payments, or modified cash sweep thresholds can reduce near-term strain.

3. Consent and voting: Amendments require the consent threshold in the credit agreement. Lenders often negotiate “majority of the affected
class” rules and may insist on separate votes for different tranches.
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4. Lender protections: These can include tighter reporting, enhanced covenants, additional collateral, or fees that compensate for the
extension.

A practical detail: amendments are easier when the documentation already contemplates flexibility. If the agreement has strict limits on
amendments, lenders may need to use consent mechanics that effectively re-paper the deal.

Mind Map: Amend and Extend Pathway

Click here to view the mind map: Amend and Extend Pathway

Example: Extending a Senior Secured Term Loan
Assume a sponsor-backed borrower has a senior secured term loan with a balloon maturity in 18 months. The business is seasonal: cash
generation improves in quarters 3 and 4, but the next 12 months include a large working-capital build.

Lenders see two options. Enforcement would likely take longer than the seasonal cycle, and collateral value is tied to operating performance
rather than liquidation. The expected recovery under enforcement is therefore lower than the recovery under a plan that preserves going-
concern value.

The parties agree to:

Extend the maturity by 24 months.
Convert the next two quarters of principal payments into interest-only, then resume amortization with a modest step-up after the seasonal
cash improves.
Add a cash sweep that activates only when leverage falls below a negotiated threshold.
Tighten the reporting package to include weekly cash reporting and monthly borrowing base updates.
Increase the consent fee and add a small “extension fee” paid at closing.

This is not charity. The borrower pays for time, and lenders get earlier visibility and clearer triggers for when the plan is working.

Example: When Amend and Extend Needs Extra Teeth
Consider a borrower that is not merely timing-constrained but also facing declining gross margins. If lenders extend maturities without
additional protections, they are effectively financing the decline.

In that case, the amendment typically adds at least one of the following:

Stronger covenants: more frequent compliance tests, lower permitted leverage, or higher minimum interest coverage.
Distribution restrictions: tighter limits on dividends, management fees, and intercompany payments.
Collateral enhancements: new liens on additional assets, or tighter control over proceeds.
Escalation triggers: automatic step-ups in amortization or mandatory prepayments if performance deteriorates.

A useful rule of thumb for negotiations: if the borrower’s plan depends on optimistic assumptions, lenders will ask for mechanisms that reduce
the chance those assumptions go unchallenged.

Execution and Post-Close Discipline
After signing, the amendment agreement becomes the operational playbook. Lenders should verify that the new payment schedule is reflected
in the agent’s systems, that covenant definitions match the revised calculations, and that cure rights are clear.

Monitoring matters because amend and extend is often a “second chance with paperwork.” If the borrower misses the revised milestones, the
agreement should specify what happens next, whether that is a default, a mandatory prepayment, or a requirement to deliver additional
collateral.

The best amend and extend deals are the ones where everyone can answer, in plain terms, what success looks like over the next few quarters
and what changes if success does not show up.

9.3 Enforcement Options Including Collateral and Receivership
Enforcement is the point where “paper rights” become “operational actions.” The goal is not to punish; it is to stop value leakage, preserve
recoveries, and create a clear path to repayment or orderly liquidation. In private credit, enforcement choices also reflect how the security
package was drafted and how quickly the lender can act without getting bogged down in process.

Foundational Concepts Before You Enforce
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Start with three questions. First, what exactly is the lender entitled to do under the credit agreement and security documents? Second, what
assets are actually available to satisfy the debt, and are they properly perfected and controlled? Third, what is the timeline for action, including
notice requirements, cure periods, and any intercreditor constraints.

A practical way to avoid surprises is to align the enforcement plan with the “default-to-cash” chain. Default triggers lead to notice, which leads
to enforcement steps, which leads to realization proceeds. If any link is weak—say, collateral is not perfected, or the agreement requires a
consent that is unlikely—recoveries can shrink even if the lender is legally right.

Collateral Enforcement Options
Collateral enforcement typically falls into two buckets: taking control of collateral and selling or otherwise realizing value.

Taking control. For secured loans, lenders often have rights to take possession, appoint a receiver, or direct collateral administration. The exact
mechanism depends on the jurisdiction and the collateral type. For example, if the borrower’s inventory is pledged, enforcement may involve
taking custody or requiring the borrower to segregate inventory under lender oversight. If the borrower’s receivables are pledged, enforcement
may involve notifying account debtors and redirecting payments to a lender-controlled account.

Realization. Once control is established, the lender can pursue sale, foreclosure, or other realization methods. The best practice is to plan the
realization process before default. That means understanding who can sell, what approvals are needed, how proceeds are distributed, and how
costs are handled. A lender that can move quickly often avoids the “asset decay tax,” where value erodes simply because the asset sits idle.

Intercreditor and priority. Enforcement is also a coordination exercise. If there are multiple secured lenders, the senior lender’s actions may be
constrained by standstill or waterfall provisions. A common operational mistake is assuming that “first lien” automatically means “free to act.” In
practice, the agreement may require notice to other parties, limits on timing, or consent for certain steps.

Receivership and Court-Driven Remedies
Receivership is a court-supervised mechanism that can be powerful when collateral is hard to control contractually or when the borrower is
uncooperative. The receiver’s job is to preserve and manage assets for the benefit of secured creditors, which can stabilize operations and
prevent value from being siphoned off.

Receivership is not a magic wand. It requires meeting legal thresholds, providing evidence of default and entitlement, and navigating procedural
steps that can take time. That said, receivership can be the cleanest route when the lender needs immediate operational control, such as taking
over a business that is still generating cash but is being mismanaged.

A useful enforcement mindset is to treat receivership as an “asset management tool,” not just a liquidation trigger. If the business can be run
more effectively under a receiver, the lender may preserve going-concern value rather than forcing a rushed sale.

Mind Map: Enforcement Pathways

Click here to view the mind map: Enforcement Options Including Collateral and Receivership

Example: Secured Receivables Enforcement with a Controlled Account
Assume a borrower has pledged receivables to a senior secured lender. The borrower misses an interest payment and fails to cure after the
required notice period. The lender’s enforcement plan starts with confirming that the pledge is perfected and that the credit agreement allows
payment redirection upon default.

The lender then issues required notices to account debtors and establishes a lender-controlled collection account. The operational best practice
is to reconcile collections weekly against the expected receivables schedule. If collections slow, the lender can quickly investigate whether
receivables are being disputed, diverted, or replaced with lower-quality invoices.

This approach often yields better recoveries than waiting for a full liquidation process because it converts ongoing cash generation into lender-
controlled proceeds while the lender decides whether to pursue a broader sale or restructuring.

Example: Receivership for a Business with Deteriorating Working Capital
Consider a sponsor-backed borrower whose pledged assets include a business with significant working capital needs. After default, the borrower
stops maintaining inventory levels and delays paying key suppliers, causing production interruptions. Contractual enforcement alone would be
slow because the collateral is operationally embedded.

The lender seeks receivership to stabilize operations. The receiver takes over procurement and inventory management, ensuring the business
can continue producing while the lender evaluates whether to sell the business as a going concern or liquidate assets. The receiver’s reporting
provides a structured view of cash burn, supplier payments, and asset preservation, which helps the lender avoid “enforcement by guesswork.”
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Execution Checklist for Enforcement
Before any filing or seizure, ensure the enforcement team has: (1) the exact default notice package and proof of delivery, (2) a collateral register
showing what is pledged and perfected, (3) a priority map covering all secured parties, and (4) a cash reconciliation plan for the first 30 days
after control is taken. Enforcement is won in the details, and the details are usually boring—until they prevent a costly delay.

9.4 Negotiating With Stakeholders Including Other Creditors
When a borrower is under stress, the “creditor group” becomes a working team, not a courtroom. Negotiation succeeds when you align on facts,
agree on a decision path, and design a restructuring that preserves value rather than just reallocating losses.

Foundational Principles That Keep Negotiations Grounded
Start with a shared fact pattern. Other creditors will move faster if you circulate a single, consistent cash flow view, a lien and priority map, and a
draft proposal that states what changes and what stays the same. A practical best practice is to run a short “assumptions workshop” before any
term sheet language is debated. For example, if the borrower’s base case assumes a 10% revenue decline and a 2% working capital release,
everyone should see the same model inputs and understand which line items are negotiable.

Next, clarify the objective of the negotiation. Sometimes the goal is to avoid an event of default; sometimes it is to stabilize liquidity long
enough to complete an asset sale; sometimes it is to reduce the probability of a value-destructive enforcement process. The objective should be
written in plain language and attached to the first draft proposal so stakeholders can judge tradeoffs.

Finally, respect the incentives of each creditor class. A senior lender cares about repayment priority and covenant compliance. A junior lender
cares about recovery likelihood and whether the restructuring changes the risk profile. A trade creditor cares about continued supply and
payment timing. If you treat them as interchangeable, you will waste meetings and lose credibility.

Stakeholder Mapping and Sequencing
Begin by listing who can block or delay action. In most deals, that includes lenders with voting rights, creditors with security interests, and any
parties with consent thresholds. Then sequence outreach so you do not create contradictory positions. A common approach is:

1. Confirm legal levers and voting mechanics.
2. Engage the “swing” creditors first, because they often influence the rest.
3. Use a structured information package for the broader group.
4. Only then negotiate the detailed economics.

A useful technique is to categorize stakeholders by both power and willingness. High-power, low-willingness parties need careful messaging
and clear boundaries. Low-power, high-willingness parties can help validate operational feasibility, such as whether a proposed payment plan is
realistic for the borrower’s cash cycle.

Negotiation Mechanics That Reduce Friction
Negotiations stall when proposals are vague. Use a term-sheet skeleton that separates issues into modules: payment timing, covenant relief,
collateral actions, and intercreditor mechanics. Each module should include a “why” statement tied to value preservation.

For example, if you propose a temporary covenant reset, explain the cash management rationale: “This reset allows the borrower to fund
working capital through the seasonal peak while maintaining a minimum liquidity threshold.” That phrasing helps other creditors evaluate
whether the relief is proportional.

Another best practice is to agree on a decision timeline. Other creditors often need internal approvals, so you should propose a schedule with
milestones: distribution of materials, feedback window, revised proposal, and voting date. If you cannot commit to a date, commit to a sequence
of deliverables.

Intercreditor Negotiations and Priority Preservation
Other creditors will focus on whether the restructuring changes priority in practice. Even when legal priority is unchanged, operational steps can
shift outcomes. For instance, granting additional security to a new tranche can dilute recovery for existing secured creditors if not carefully
structured.

A practical way to handle this is to negotiate “no-surprises” protections. These can include limits on new liens, clear rules for collateral releases,
and defined triggers for any additional financing. If the borrower needs incremental liquidity, propose it with a defined waterfall impact and
explicit consent requirements.

Example: Coordinating with a Junior Lender During an Amend-and-Extend
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Assume a sponsor-backed borrower faces a covenant breach and needs an amend-and-extend. The senior lenders want covenant relief and a
tighter reporting package. The junior lender worries that the extension simply postpones losses.

A workable negotiation package might include:

Senior module: Extend maturity by 18 months, add a liquidity covenant, and require monthly cash reporting.
Junior module: Offer an equity-like sweetener only if senior lenders receive no additional collateral, such as a modest fee or a warrant-like
participation feature that activates upon a defined performance metric.
Intercreditor module: Prohibit new liens ranking ahead of existing secured debt without consent, and specify that any collateral
enforcement costs are shared according to a defined formula.

The key is that each party gets a reason to say yes. Senior lenders get operational stability and monitoring. Junior lenders get a clearer path to
recovery and protection against priority drift.

Mind Map: Stakeholder Negotiation Workflow

Click here to view the mind map: Negotiating with Other Creditors

Practical Checklist for the First Negotiation Round
Before the first substantive call, ensure you have: a one-page fact summary, a draft term-sheet skeleton with modules, a lien and voting map,
and a proposed timeline. During the call, confirm which items are “must-have,” “tradeable,” and “off the table.” That simple structure prevents
the classic problem where everyone agrees on the goal but argues past each other on the mechanics.

9.5 Practical Example: Executing a Loan Restructuring With a Modified Payment
Plan
A mid-market borrower missed its last two interest payments and is now facing a liquidity squeeze. The lender’s goal is straightforward: restore
regular cash interest coverage while preserving value in the collateral package and keeping documentation enforceable. The lender also wants a
plan that can be monitored without turning the credit agreement into a full-time job.

Step 1: Confirm the Problem with Cash, Not Assumptions
Start with a short “cash reality check” that answers three questions: (1) what cash is available over the next 90 days, (2) what cash is required to
keep the business operating, and (3) what cash is available for debt service. In practice, this means reviewing the borrower’s latest bank
statements, a rolling 13-week cash flow, and a list of near-term vendor and payroll obligations.

Example: The borrower shows $2.4 million of expected cash inflows over 13 weeks, but $2.1 million of operating outflows. That leaves $0.3
million before any debt service. The current interest due is $0.6 million. The gap is real, not a modeling artifact.

Step 2: Choose a Restructuring Lever That Matches the Gap
A modified payment plan is usually the right first lever when the borrower can operate normally but is temporarily short on cash. The lender
should align the modification to the borrower’s cash cycle rather than forcing an immediate “catch-up” that predictably fails.

Common levers include:

Payment deferral for a defined period with a clear resumption date.
Reduced cash interest during the stress window, paired with a mechanism to avoid permanent value leakage.
Catch-up schedule that spreads missed amounts over future periods.
Interest capitalization or PIK only if the lender can tolerate the added leverage and the documentation supports it.

Example: The lender proposes a 3-month interest deferral, followed by a 9-month catch-up where the borrower pays regular interest plus an
additional $50,000 per month until the deferred amount is repaid.

Step 3: Build the Modified Payment Plan into the Documents
A restructuring is not just a spreadsheet; it is a set of enforceable payment mechanics. The lender should ensure the credit agreement clearly
states:

the exact amounts deferred and the dates they become payable,
whether deferred interest accrues at the contract rate or a modified rate,
the payment waterfall if there are multiple payment sources,
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the default and cure mechanics tied to the new schedule,
any required amendments to reporting and covenant testing dates.

Example: The amendment states that interest due for months 1–3 is deferred and accrues at the original rate. Starting month 4, the borrower
pays (a) current-month interest and (b) $50,000 toward the deferred balance. Failure to make either component by the stated due date triggers
an event of default after the agreed cure period.

Step 4: Add Monitoring That Prevents “Silent Drift”
A modified payment plan needs a monitoring rhythm that matches the borrower’s cash reality. The lender should require more frequent
reporting during the modification period and define escalation triggers.

Example monitoring package:

Weekly cash balance reporting for the first month.
A revised 13-week cash flow every two weeks.
A covenant test waiver only if the borrower provides enhanced reporting and the lender retains the right to revoke the waiver upon missed
milestones.

Step 5: Stress Test the Plan Against Two Realistic Paths
Before signing, test the plan under two borrower outcomes: one where operations go as expected, and one where inflows are delayed but not
catastrophic. This is not prediction; it is checking whether the plan has enough slack to survive ordinary friction.

Example: If inflows slip by 10%, the borrower still meets the month-4 payment because the catch-up is spread over nine months. If inflows slip
by 25%, the lender’s escalation trigger activates and the parties agree to a predefined negotiation process.

Mind Map: Restructuring with a Modified Payment Plan

Click here to view the mind map: Loan Restructuring with Modified Payment Plan

Step 6: Execute, Then Verify Immediately
Execution means more than signatures. The lender should confirm the borrower’s payment instructions are updated, the interest calculation
system reflects the amendment, and the first modified payment date is clearly tracked.

Example: The lender sets a calendar reminder for the first month-4 payment and verifies that the borrower’s payment portal accepts the
amended principal and interest allocation. On day 5 after the due date, the lender checks whether the payment is posted or merely initiated.

Step 7: Use the First Payment as a Credit Signal
The first modified payment is a practical test of reliability. If the borrower pays on time and reports accurately, the lender can proceed with the
remaining schedule. If the borrower misses the first payment, the lender should not “interpret” the miss; it should follow the agreed default path
and reassess whether the business can support the debt service under the new terms.

Example: The borrower pays the month-4 current interest but misses the $50,000 catch-up component. The lender treats it as a partial default
under the amendment and escalates per the defined process, requesting an updated cash flow within five business days.

10. Liquidity Management and Investor Experience in Nonbank Funds

10.1 Subscription, Redemption, and Transfer Mechanics
Private credit funds live or die by how they handle investor cash movements. Subscription, redemption, and transfer mechanics are the
operating system that keeps portfolio construction, valuation, and credit servicing aligned. The goal is simple: investors know when money
moves, the fund knows what it can buy or sell, and administrators can process requests without turning every quarter into a spreadsheet
scavenger hunt.

Subscription Mechanics
Subscriptions are the entry point. Most evergreen and semi-evergreen structures use a subscription window tied to a valuation date, so the fund
can price at a known point in time. A typical workflow looks like this:

1. Investor notice and commitment confirmation: The investor submits subscription instructions by a cut-off time.
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2. Cash receipt and allocation: The administrator confirms funds are received and allocates units or shares.
3. Pricing and unit issuance: Units are issued based on the fund’s valuation policy at the relevant valuation date.
4. Settlement and record updates: The transfer agent updates the register and notifies the custodian and internal systems.

Best practice example: If the fund values on the last business day of the month, it sets a subscription cut-off two business days earlier. That
buffer prevents “we received it, but after pricing” disputes. The investor still gets exposure from the valuation date, not from the day the wire
arrives.

Redemption Mechanics
Redemptions are where evergreen funds earn their keep—because they must balance investor liquidity with the illiquidity of underlying loans.
Redemption mechanics usually include:

Redemption frequency: Monthly, quarterly, or semi-annual.
Redemption notice period: Often 30–90 days.
Redemption size limits: A maximum percentage of NAV per period.
Gates: A mechanism to scale redemptions down when requests exceed available liquidity.
Payment timing: A defined settlement window after valuation.

Gate logic example: Suppose an evergreen fund has 5% of NAV in cash and near-cash instruments and expects modest loan repayments. If
investors request 8% of NAV for redemption on a quarterly date, the fund may redeem only up to 5% immediately and apply the remainder to a
later cycle. The key is that the gate is formulaic and pre-disclosed, so investors can model outcomes without guessing.

Operational best practice: The fund should maintain a liquidity buffer policy tied to redemption history. If redemptions are consistently
concentrated around one quarter, the fund can schedule cash build and avoid forced sales of performing loans.

Transfer Mechanics
Transfers cover changes in investor ownership, including secondary sales, internal transfers, and estate or corporate reorganizations. Transfers
are not just paperwork; they affect eligibility, AML/KYC, and whether the fund can accept the new holder without breaking concentration or
compliance rules.

A robust transfer process includes:

1. Transfer request submission: Buyer and seller provide executed transfer documentation.
2. Eligibility and compliance checks: The fund verifies investor status, beneficial ownership, and sanctions screening.
3. Consent or notice requirements: Some funds require consent; others allow transfers subject to conditions.
4. Pricing and effective date: Transfers are priced at a specified valuation date, not at the date the request is approved.
5. Settlement and register update: The transfer agent updates ownership records and notifies relevant parties.

Example: An investor sells units to another entity that is eligible under the fund’s investor guidelines. The fund processes the transfer effective at
the next valuation date after compliance approval. That prevents a situation where the buyer benefits from a valuation they did not yet qualify
for.

Mind Map: Subscription, Redemption, and Transfer Flow

Click here to view the mind map: Subscription, Redemption, and Transfer Flow

Integrated Example: One Quarter with All Three Events
Assume a fund values on the last business day of the month. On March 20, an investor subscribes; the subscription cut-off is March 18, so the
fund can price at March 31. On March 25, another investor submits a redemption request for the quarter-end cycle with a 60-day notice
requirement already satisfied. The fund calculates available liquidity and applies a gate if requests exceed the liquidity buffer. On March 28, a
third party requests a transfer due to a corporate reorganization; compliance approval completes before the valuation date, so the transfer is
effective at March 31.

The administrator then produces three consistent outputs: (1) new units issued for the subscription, (2) redemption units cancelled or reduced
based on gate scaling, and (3) ownership updated for the transfer. Because all three events reference the same valuation date logic, the fund
avoids mismatched unit counts and reduces the number of reconciliations needed after the fact.

Practical Checklist for Clean Processing
Use the same valuation-date convention across subscriptions, redemptions, and transfers.
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Set cut-offs early enough to prevent “approved but not priced” edge cases.
Make gate calculations deterministic and document the scaling method.
Tie redemption liquidity planning to historical request patterns.
Require eligibility checks before effective transfer dates, not after.

10.2 Gate Provisions and Their Operational Use
Gate provisions are contractual mechanisms that let an evergreen fund manage investor liquidity without breaking the portfolio’s credit
discipline. In practice, a gate is not a “pause button”; it is a controlled delay and allocation method that aligns redemptions with cash actually
available from repayments, maturities, and scheduled income.

Foundational Concepts That Make Gates Work
A gate starts with three operational facts. First, private credit cash arrives unevenly because loan repayments and prepayments are lumpy.
Second, selling assets to meet redemptions can force discounts, especially when documentation restricts transfers or when collateral is complex.
Third, investor terms must be administered consistently, or you end up with avoidable disputes.

A well-designed gate therefore specifies: (1) when redemption requests are measured, (2) what portion can be paid, (3) how unpaid amounts roll
forward, and (4) what happens if the fund’s liquidity improves before the next payment date.

Gate Mechanics from Request to Payment
Most operational workflows follow a repeatable sequence.

1. Redemption request window: Investors submit requests by a stated cutoff. The fund records each request and confirms eligibility under the
subscription and transfer rules.

2. Liquidity measurement date: The fund determines available liquidity using a defined methodology, such as cash on hand plus expected
collections from a short lookback period, minus near-term obligations.

3. Gate calculation: The fund compares requested redemption amounts to available liquidity. If requests exceed capacity, the gate limits
payments.

4. Pro rata allocation: When capacity is insufficient, the fund typically pays investors pro rata to avoid favoritism and to keep the process
auditable.

5. Roll-forward of unpaid amounts: The remaining redemption balance is either deferred to the next cycle or held in a redemption queue,
depending on the contract.

6. Notification and settlement: The fund communicates outcomes and settles payments on the scheduled payment date.

A practical best practice is to document the liquidity formula in the fund’s operating procedures, not only in the legal agreement. That reduces
interpretation risk when the numbers are tight.

Common Gate Terms and What They Mean Operationally
Payment cap limits the maximum percentage of requested redemptions that can be paid in a cycle. Example: if a fund receives $50 million of
redemption requests and the gate allows only 20% payment, then $10 million is paid and $40 million rolls.

Deferral period controls how long unpaid amounts wait. Example: if deferral is 90 days, the fund must track each investor’s remaining balance
and ensure it is considered in the next liquidity measurement.

Queue method defines whether older redemption requests get priority or whether all unpaid amounts are treated uniformly. Example: a “first-
in-first-out” queue can be operationally heavier but may be easier to explain to investors.

Suspension triggers are stricter than a gate and are usually tied to extraordinary circumstances. Operationally, suspension triggers require
additional internal approvals and tighter documentation because they change the normal cadence.

Mind Map: Gate Provisions in Operation

Click here to view the mind map: Gate Provisions

Example: A Gate Run with Concrete Numbers
Assume an evergreen fund has $18 million of cash available for redemption payments after accounting for near-term expenses. Investors submit
$30 million of redemption requests for the cycle.
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If the gate allows paying up to 60% of requested redemptions, the maximum payable amount is $18 million (because 60% of $30 million equals
$18 million). The fund therefore pays 60% pro rata to each investor and defers the remaining 40%.

Operationally, the fund must still compute each investor’s pro rata share using the same denominator and rounding rules. If rounding is
inconsistent, you get small but annoying differences that later become reconciliation issues.

Operational Controls That Prevent Messy Outcomes
A gate is only as good as its administration. Three controls matter most.

First, maintain a single source of truth for redemption balances so that roll-forward amounts reconcile to investor statements. Second, align the
gate workflow with portfolio cash reporting so that the liquidity number is defensible. Third, keep a clear escalation path for edge cases, such as
partial settlements, delayed collections, or disputes about eligibility.

On 2026-02-26, for example, a fund might run its liquidity measurement and gate calculation using the same documented formula as prior
cycles, then reconcile the results against cash movements recorded in the administrator’s ledger. That discipline is what turns a gate from a
theoretical clause into a reliable operating tool.

10.3 Side Letters and Investor Specific Terms
Side letters are written agreements that sit beside the main fund documents and adjust specific investor rights or obligations. They matter
because evergreen funds often need flexibility: one investor may require reporting enhancements, another may negotiate fee treatment, and a
third may request transfer or redemption mechanics that differ from the standard terms. The best practice is to treat side letters as controlled
exceptions, not a free-for-all.

Foundational Concepts That Keep Side Letters Manageable
Start with the hierarchy. The fund’s offering documents and limited partnership agreement set the baseline. Side letters can modify investor-
specific terms only to the extent permitted by those documents. A practical control is to maintain a “side letter register” that records: investor
identity, effective date, scope of deviations, and which operational teams must implement the change.

Next, define what can be changed without breaking the fund. For example, altering economic terms (fees, expense allocations, or waterfall
participation) can affect other investors’ expectations and may require careful governance. Altering administrative terms (reporting format,
notice timing, or consent rights) is usually easier to operationalize, but still needs a clear implementation plan.

A useful mental model is “rights, economics, and operations.” Rights include voting or consent participation. Economics include fee reductions
or expense caps. Operations include redemption notice procedures, transfer approvals, and reporting cadence.

Common Investor Specific Terms and How They Work
1) Fee and expense adjustments. An investor might negotiate a reduced management fee or a cap on certain fund expenses. Implementation is
straightforward when the adjustment is formula-based. For example, if the standard management fee is 1.50% per year and the side letter
reduces it to 1.25% for that investor, the administrator can apply the difference at the investor account level.

2) Reporting enhancements. Some investors request additional portfolio-level detail, such as more frequent credit committee summaries or
loan-level cash flow reporting. The best practice is to specify exactly what data fields are included, the frequency, and the delivery method. A
vague “more reporting” clause becomes a recurring operational dispute.

3) Redemption and liquidity mechanics. Evergreen funds often use gates, notice periods, and transfer restrictions. An investor may receive a
longer notice period, a higher or lower gate threshold, or a different treatment of partial redemptions. The key is to align the side letter with the
fund’s liquidity waterfall so the administrator can calculate outcomes consistently.

4) Transfer and consent rights. Some investors negotiate faster consent processing for transfers or additional flexibility for affiliate transfers. The
fund should define service-level expectations, such as “consent decisions within X business days,” and clarify what information the transferring
investor must provide.

5) Tax and regulatory accommodations. Certain investors may require specific representations or reporting to satisfy their regulatory status.
These terms should be limited to what is necessary and should not create inconsistent investor classifications across the investor base.

Mind Map: Side Letters and Investor Specific Terms

Click here to view the mind map: Side Letters and Investor Specific Terms

Example: Operationalizing a Redemption Side Letter
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Assume the fund’s standard redemption process requires a 60-day notice and applies a gate that limits redemptions to 10% of net asset value
per quarter. An investor negotiates a side letter that keeps the 60-day notice but allows redemptions up to 15% of net asset value, subject to the
same liquidity availability test.

A clean implementation package includes: (1) the investor’s gate threshold, (2) the exact calculation method for “net asset value” used by the
administrator, (3) the timing of liquidity availability testing, and (4) the treatment of partial redemptions if the investor’s requested amount
exceeds the gate. Without these details, the administrator may apply the standard 10% gate by default, and the discrepancy becomes a
reconciliation exercise rather than a controlled variance.

Example: Reporting Side Letter That Avoids Ambiguity
Consider an investor requesting “loan-level reporting.” The fund can specify a concrete deliverable: monthly interest collections by loan,
quarterly covenant compliance status, and a standardized exception report listing any covenant breaches and cure status. This turns a subjective
request into a repeatable workflow.

Governance and Documentation Practices That Prevent Conflicts
Material side letters should be approved through the fund’s governance process, with documentation that ties each deviation to the permitted
scope in the main agreements. The fund should also ensure that investor-facing communications match the side letter terms, because investors
often compare what they receive against what they were promised. Finally, keep the side letter register current and reconcile it against investor
account settings so the fund’s “paper terms” and “system settings” agree—an unglamorous step that saves a lot of time later.

10.4 Secondary Transactions and Transfer Pricing Considerations
Secondary transactions let investors buy or sell existing private credit positions rather than waiting for the original fund’s life cycle. In evergreen
funds, this matters because the economics of a position are not just “principal plus yield”; they include accrued interest, unpaid fees, valuation
marks, and the practical reality of who bears monitoring and workout costs.

Foundational Concepts for Secondary Pricing
A secondary price is usually anchored to three layers.

First, economic entitlement: what portion of interest, fees, and expenses has already accrued as of the trade date. For example, if a loan pays
interest quarterly and the buyer purchases mid-quarter, the seller typically receives accrued interest up to the cut-off, while the buyer receives
future cash flows.

Second, valuation and mark-to-market: private credit positions are marked using internal models or agreed valuation policies. If the fund’s
latest valuation implies a 98.0 price for a loan, a buyer should understand whether the secondary price follows that mark, adjusts for timing, or
reflects a negotiated discount/premium.

Third, transaction frictions: transfer fees, administrative costs, and any changes in covenant monitoring or servicing responsibilities. Even when
the underlying loan terms do not change, the fund’s operational burden can shift.

A useful mental model is: secondary price = economic entitlement + value of remaining risk + cost of transfer. If any component is ignored,
the “cheap” deal can become expensive in practice.

Transfer Pricing Mechanics in Evergreen Funds
Evergreen funds often use subscription and redemption mechanics that can be mirrored in secondary transfers. Transfer pricing typically needs
to answer: (1) what is the reference value, (2) what adjustments apply, and (3) when the buyer becomes responsible for ongoing obligations.

Common reference points include the most recent net asset value (NAV) per unit, the last valuation date for the underlying portfolio, or a
specific “as-of” price for the transferred position. Adjustments then reconcile timing differences. For instance, if the fund’s NAV is calculated
monthly but the transfer closes on a different day, the parties may true-up accrued income and expenses.

A practical best practice is to define cut-off conventions in the transfer agreement. Example: “Accrued interest through 5:00 p.m. on the
valuation cut-off date is for the seller; all cash distributions after that date are for the buyer.” This prevents disputes that otherwise turn into
spreadsheet archaeology.

Mind Map: Secondary Pricing Inputs and Outputs

Click here to view the mind map: Secondary Transaction

Advanced Details That Actually Move the Price
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Accrued income and fee treatment is the most visible driver. Suppose a position earns a 10.5% cash coupon with an additional 1.0% annual fee
amortized over time. If the seller exits two weeks after the last accrual date, the buyer’s “clean price” should reflect only the remaining accrual
period. If the agreement instead uses a flat NAV without an accrual true-up, the buyer may overpay.

Known credit deterioration can also change the fair value even if the formal mark has not updated. Example: a borrower misses a reporting
covenant and the fund’s internal monitoring flags elevated risk. If the seller transfers after the flag is known but before the next valuation
update, the buyer may require a discount or a specific adjustment to reflect the incremental risk.

Settlement timing matters because cash flows can occur between trade date and settlement date. If a distribution is paid during that window,
the agreement should specify whether it is treated as part of economic entitlement or excluded and handled separately.

Example: Transfer with a Clean Price and True-Up
Assume an investor sells a fund unit representing exposure to a senior secured loan. The fund’s latest NAV implies a unit value of 100.00 on the
valuation date. The transfer closes five business days later.

Accrued interest since the valuation date: 0.12 per unit
Accrued expenses since the valuation date: 0.03 per unit
Transfer fee charged to buyer: 0.10 per unit

If the agreement uses a clean price concept, the seller receives the accrued net income. The buyer pays:

Clean value: 100.00
Plus net accrued income: 0.12 - 0.03 = 0.09
Minus any agreed adjustments for operational costs (none here)
Plus transfer fee: 0.10

Buyer payment = 100.00 + 0.09 + 0.10 = 100.19 per unit.

This example shows why “NAV-based” pricing still needs timing and fee clarity. Without it, both sides can point to different spreadsheets and
claim they are being fair.

Documentation and Control Points
A transfer agreement should be explicit about: cut-off dates, how accrued items are calculated, whether any material information is deemed
disclosed as of signing, and how valuation references are applied if the next NAV is published before settlement. For evergreen funds, it is also
important to align transfer mechanics with the fund’s redemption/subscription policies so that secondary transfers do not accidentally bypass
investor eligibility or administrative constraints.

Finally, the governance process should define who approves exceptions. If a transfer is priced off-cycle due to a special situation, the approval
trail should explain the adjustment logic in plain terms, not just “model output,” so the economics remain auditable.

10.5 Practical Example: Handling a Redemption Request in an Evergreen Fund
An evergreen fund typically offers investors a periodic chance to redeem, but the fund is designed to keep capital working by reinvesting
principal and managing liquidity through gates, side pockets, and transfer mechanics. The practical challenge is to meet redemption requests
without forcing a fire sale or breaking portfolio governance.

Step 1: Confirm the Request and Classify the Investor
Start by validating the redemption notice against the fund’s governing documents: notice deadline, eligibility, and whether the investor is in a
class with different liquidity terms. Then classify the request into one of three buckets: (1) in-kind eligible, (2) cash eligible, or (3) subject to a
gate or deferral. A simple example: an investor submits a redemption request for $5 million on the correct date, but the fund’s terms state that
only 25% of net asset value may be paid in cash for that cycle.

Step 2: Calculate the Liquidity Target and Apply the Gate
Compute the redemption amount as a percentage of the fund’s current net asset value, then apply the gate. If the fund can pay only 25%, the
investor’s $5 million request becomes a $1.25 million cash payment, with the remainder deferred or handled through transfers depending on
the terms. This is where “evergreen” stays evergreen: the fund does not liquidate assets just because an investor asked nicely.

Step 3: Build a Liquidity Plan Before You Sell Anything
Liquidity planning should start with what you already have. Use a waterfall approach:
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1. Available cash from interest receipts and operating reserves.
2. Near-maturity proceeds from loans scheduled to amortize or pay down within the cycle.
3. Reinvestment suspension for new capital inflows, if applicable.
4. Targeted sales only if the first three steps are insufficient.

Concrete example: the fund has $3.0 million in cash and expects $1.5 million of scheduled principal paydowns within 30 days. That covers the
$1.25 million cash need, so no sales are required. If instead the cash and paydowns total only $0.8 million, the fund must decide whether to sell
a small portion of liquid positions or use a deferral mechanism.

Step 4: Choose the Portfolio Actions with Governance in Mind
If sales are required, the credit committee should apply a consistent rule set. Common best practices include:

Prefer selling positions with lower spread volatility and more stable collateral.
Avoid selling the newest or most covenant-sensitive positions unless the documents allow it.
Maintain diversification and concentration limits after the transaction.

Example: the fund holds three senior secured loans. Loan A has strong amortization and tight reporting; Loan B is a newer position with a recent
covenant waiver; Loan C is a broadly syndicated loan with active secondary pricing. The fund sells Loan C first because it is easier to price and
less likely to disrupt monitoring.

Step 5: Execute Payment, Confirm NAV, and Document the Outcome
Redemption processing should include a clear timeline for NAV determination, payment date, and investor notice. If the fund uses a date like
2026-02-20 for NAV calculation, ensure the same convention is applied consistently across investors. Then confirm:

Cash amount paid.
Deferred amount and how it will be treated.
Whether any transfer rights were offered.
Any side letter terms that modify the investor’s experience.

Step 6: Communicate in a Way That Prevents Confusion
Communication should be factual and structured: what was requested, what was eligible, what was paid, and what remains. A short investor
letter might state that the gate limited cash to 25% of eligible NAV, that the fund met the cash portion using available cash and scheduled
paydowns, and that the remaining amount will be processed under the fund’s deferral or transfer provisions.

Mind Map: Redemption Workflow in an Evergreen Fund

Click here to view the mind map: Redemption Request Handling

Example: A Full Walkthrough with Numbers
Assume the fund’s NAV is $200 million. An investor requests redemption of $5 million. The fund’s terms allow cash payments up to 25% of
eligible NAV for the cycle.

Eligible redemption pool: $200m × 25% = $50m capacity.
Investor’s request: $5m, which is within the capacity.
Cash target: $5m.

Now assume available cash is $3m and expected paydowns are $1.5m, totaling $4.5m. The fund is short by $0.5m, so it sells $0.5m of a position
selected for stable pricing. After settlement, the investor receives $5m cash, and the fund continues operating without disrupting the rest of the
portfolio.

If the same request occurred in a cycle where the gate capacity were smaller, the fund would pay only the capped amount and process the
remainder under the defined deferral or transfer mechanism, rather than selling assets broadly.

11. Risk Controls Including Concentration, Counterparty, and
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Operational Risk

11.1 Concentration Limits by Sector, Sponsor, and Geography
Concentration limits are the guardrails that keep a private credit portfolio from becoming a single-theme bet. The idea is simple: if losses cluster,
diversification matters less, so you cap exposure where clustering is most likely—by sector, by sponsor, and by geography. The practical
challenge is that “exposure” can mean different things, so you define it precisely before you set any limits.

Foundational Concepts for Setting Limits
Start with three definitions.

1. Exposure: Use a consistent measure such as committed capital, current principal outstanding, or risk-weighted exposure. Committed capital
is often better for evergreen funds because it reflects the capital you might still deploy.

2. Unit of concentration: Choose whether limits apply at the borrower level, the obligor group level, or the facility level. For sponsor
concentration, obligor group is usually the right unit because the same sponsor can control multiple borrowers.

3. Time horizon: Apply limits both at origination and ongoing. A deal that fits today can break limits after amortization, additional facilities, or
restructurings.

A good best practice is to run a “limit stress check” at underwriting: if the portfolio already sits near a cap, you test whether the new deal pushes
you over due to how you aggregate exposure.

Mind Map: Concentration Limit Framework

Click here to view the mind map: Concentration Limits

Sector Concentration Limits
Sector limits address the fact that many defaults share common drivers: demand shocks, regulation, input costs, or refinancing windows. A
sector cap should not be a single label like “software.” Instead, group industries by how they behave under stress.

Example: A fund sets a sector limit for “healthcare services” at 20% of committed exposure. It includes outpatient clinics, diagnostic imaging,
and specialty care providers because they face similar reimbursement and staffing pressures. A new deal for a dental support platform is
reviewed under the same grouping because its cash flows are also tied to reimbursement cycles, even if the borrower’s internal classification
differs.

Best practice: require underwriting to state the sector mapping and show how it was derived. When mapping is inconsistent, the limit becomes a
suggestion.

Sponsor Concentration Limits
Sponsor concentration is about correlated decision-making. If one sponsor’s underwriting standards slip, or if their portfolio companies face the
same operational bottlenecks, multiple borrowers can weaken together.

Define sponsor exposure using the sponsor’s control perimeter. If a sponsor uses multiple affiliates, you aggregate them under a single sponsor
identity for limit purposes.

Example: A sponsor has three portfolio companies in the fund. Two are senior secured loans and one is a unitranche. Even if the unitranche is
smaller, you aggregate exposure across all facilities because the sponsor’s leverage strategy affects all of them. The fund sets a sponsor cap of
15% of committed exposure, with a soft threshold at 12% that triggers enhanced monitoring and stricter covenant expectations for new deals.

A practical control is to require a “sponsor overlap check” during sourcing: confirm whether the sponsor already has exposure through managed
accounts, co-investments, or prior funds.

Geography Concentration Limits
Geography limits prevent currency, legal, and operational frictions from stacking. Geography can be measured by operating location, revenue
source, or legal domicile. Pick one primary measure and document it.

Example: A borrower operates in the euro area but is incorporated in a different jurisdiction. The fund uses operating geography based on
where revenues are generated. It sets a geography cap of 25% for operating in one region because local courts, tax administration, and labor
costs can affect recovery timelines.
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Best practice: treat cross-border deals as higher operational complexity. Even if the geography cap is not breached, you can apply tighter
internal thresholds for documentation completeness, collateral perfection feasibility, and agent/servicer capacity.

Advanced Details Without the Headaches
1. Aggregation rules: Decide whether limits aggregate by borrower group, sponsor group, and sector mapping. Write the rules so two

analysts would compute the same number.
2. Limit mechanics: Use hard caps for categories where breaches are unacceptable (for example, a single sponsor identity). Use soft caps for

categories where you can manage risk through covenants, pricing, or additional collateral.
3. Breach remediation: Predefine what happens if a limit is exceeded due to portfolio changes. Common actions include pausing new

commitments, requiring committee approval, or reducing exposure through amendments that lower future capital deployment.

Practical Monitoring Example
A quarterly dashboard lists exposure by sector, sponsor, and geography, each with: current exposure, cap, soft threshold, and the top drivers of
change. If sector exposure rises because of a new drawdown, the dashboard shows the facility and the mapping used. If sponsor exposure rises
due to an amendment that increases commitments, the dashboard flags the amendment type so governance can respond consistently.

Concentration limits work best when they are measurable, consistently mapped, and governed with clear escalation steps. When they are vague,
they become paperwork; when they are precise, they become a real credit discipline.

11.2 Counterparty Risk in Agents, Custody, and Service Providers
Counterparty risk in private credit is often less about the borrower and more about the plumbing that moves money, documents, and
instructions. Agents, custodians, and service providers sit between your credit agreement and real-world cash movements, so their failures can
create delays, misallocations, or gaps in enforceability. The goal is not to eliminate risk, but to make it measurable, bounded, and recoverable.

Foundational Concepts That Drive Control Design
Start with three practical questions. First, what exactly does the provider do: calculate interest, hold collateral, distribute payments, maintain
registers, or process notices. Second, what can go wrong: operational error, system outage, miscommunication, or legal noncompliance. Third,
what is the impact: payment shortfalls, lost voting rights, inability to perfect security, or incomplete records for enforcement.

A useful mental model is “instruction risk” versus “asset risk.” Instruction risk is when the provider acts on incorrect or incomplete instructions,
such as sending a notice to the wrong email or applying the wrong waterfall. Asset risk is when the provider holds or controls assets, such as
collateral accounts or custodyed securities. Many controls address both, but you should assign ownership and severity separately.

Mind Map: Counterparty Risk Controls

Click here to view the mind map: Counterparty Risk in Agents, Custody, and Service Providers

Agents: Preventing Payment and Notice Failures
Agents typically calculate and distribute payments and manage notices. A common best practice is to require a written payment instruction
workflow with dual control. For example, if a borrower remits interest on a quarterly date, the agent should receive the payment confirmation,
reconcile it to the expected amount, and then distribute according to the waterfall. Dual control means one person prepares the distribution
inputs and another approves the final instruction set.

Another control is “notice completeness.” Notices are only effective if they meet the agreement’s form, recipient list, and timing. A practical
method is a notice checklist that maps each required element to the agreement and to the agent’s delivery method. For instance, if a lender
wants to deliver a default notice, the checklist should confirm the correct event description, the required supporting documents, and the exact
addresses or portals specified in the credit agreement.

Custody: Keeping Reconciliation Boring and Reliable
Custody risk shows up when holdings and records drift. The best practice is a reconciliation cadence that matches the settlement cycle. If
collateral is held in an account, the custodian should provide statements and position reports, and the fund should reconcile them to internal
records. A concrete example: after a monthly interest payment, the custodian’s collateral balance should match the agent’s collateral account
statement, and any difference should be logged as an exception with a resolution owner.

Segregation of duties matters here too. The person who requests a transfer should not be the same person who approves the final settlement
instruction. This reduces the chance that an error becomes a silent misallocation.
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Service Providers: Data, Documents, and Enforceability
Loan administration and document management providers can create enforceability risk if records are incomplete or inconsistent. A simple but
effective practice is “version control with audit trails.” For example, when amendments are executed, the provider should store the executed
amendment, update the master agreement version, and record who approved the update and when. If a later enforcement action requires
demonstrating the amendment’s terms, you want a clean chain of custody for documents.

Data feeds also need exception handling. If a provider reports covenant compliance using a data source, you should require a reconciliation step
for key metrics. For instance, if EBITDA or leverage ratios are used for covenant tests, the fund should verify that the reported figures tie to the
borrower’s financial statements and to the calculation methodology in the agreement.

Contractual and Operational Controls That Make Risk Bounded
Controls should be embedded in contracts and operating procedures. Include service level agreements for processing times, define remedies for
repeated failures, and require incident reporting with root-cause summaries. Also require periodic testing, such as sample reconstructions of
past payments or simulated notice deliveries.

A final best practice is escalation clarity. If a payment is late or a notice is rejected by a delivery system, the team should know who decides next
steps and how quickly. In practice, a short escalation ladder works better than a long email chain: operational contact, then credit operations
lead, then legal review.

Example: A Clean Response to a Payment Allocation Error
Suppose an agent misapplies a fee component during a distribution. The fund detects the mismatch during reconciliation, logs the exception,
and triggers the dual-control workflow to request a corrected allocation. The agent should provide a revised distribution statement, explain the
root cause, and confirm whether any lender received an incorrect amount. The fund then updates its records and confirms whether any
downstream actions, such as voting entitlements tied to payment dates, were affected. This sequence turns a messy event into auditable steps
with clear accountability.

11.3 Operational Controls for Trade Capture and Document Management
Operational controls are the boring part that keeps the exciting part from turning into a mess. In private credit, the “mess” usually starts with a
trade captured incorrectly, a document missing a page, or a signature that happened on the wrong version. This section lays out a systematic
control set that moves from foundational definitions to advanced execution details.

Define the Control Objectives and Failure Modes
Start by stating what “good” looks like. For trade capture and document management, the objectives are: (1) every executed deal is recorded
accurately, (2) the record matches the executed economics and legal terms, (3) documents are complete, versioned, and retrievable, and (4)
exceptions are detected quickly.

Then list failure modes in plain language. Common ones include: wrong borrower name, incorrect principal amount, missing annexes (like
schedules of collateral), stale interest rate settings, and documents stored under inconsistent naming conventions. Each failure mode should
map to a control that prevents it or detects it.

Establish a Single Source of Truth for Trade Data
A single source of truth prevents “two spreadsheets, three versions, and a quiet panic.” The control is to designate one system as authoritative
for trade lifecycle fields: counterparty, facility type, currency, principal, start date, maturity, interest terms, fees, and governing law.

Best practice is to separate roles. Front office proposes and reviews terms; operations captures and validates; legal confirms document
alignment. If the same person both captures and approves without checks, errors become harder to catch.

Implement Trade Capture Controls with Structured Checks
Trade capture should be more than typing. Use a checklist that validates the captured fields against the term sheet and the executed agreement.

A practical approach:

Field-level validation: principal, amortization, interest rate formula, payment dates.
Cross-field consistency: if the agreement says “quarterly interest,” the payment schedule must reflect that.
Reference integrity: borrower legal name must match the legal entity master.
Exception handling: any mismatch routes to an operations queue with a required resolution note.
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Example: A unitranche deal is executed with a blended interest rate floor. If the captured field stores the uncapped base rate without the floor,
downstream cash calculations will be wrong. A structured check compares the stored formula to the agreement’s defined terms.

Control Document Intake and Versioning
Document management fails when the team cannot prove which version was executed. The control is to require a document intake workflow
that captures: document type, version, execution status, execution date, and the storage location.

Use a naming convention that encodes deal ID, document type, and version. For example: DealID_FacilityAgreement_v03_Executed_2026-02-
xx.pdf . The exact date is less important than consistency.

Also require completeness checks. A facility agreement might include schedules for collateral, guarantors, and permitted liens. If schedules are
missing, the agreement is not truly “complete,” even if the main body is signed.

Reconcile Legal Terms to Captured Economics
After documents are stored, operations should reconcile key legal terms to the trade record. This is where many “almost correct” trades are
fixed.

Minimum reconciliation set:

interest rate definition and payment frequency
amortization or maturity structure
covenants and reporting triggers that affect monitoring
security package description and collateral identifiers
fee amounts and timing

Example: A second lien agreement includes a covenant requiring quarterly reporting of leverage. If the trade record omits the reporting trigger,
monitoring will not request the data, and the credit team will only discover the gap during a covenant test.

Automate Detection Without Losing Human Judgment
Automation helps detect patterns, but it should not replace review. Use rules that flag anomalies: unusual payment dates, principal outside
expected ranges, missing annexes, or mismatched currency.

A simple rule set can be implemented as validations in the trade system and as checks during document intake. The key is that every automated
flag must route to a human resolution step with an audit trail.

Maintain Audit Trails and Evidence of Control
Controls are only as good as the evidence. Maintain logs for: who captured the trade, what validations ran, what exceptions were raised, which
document versions were accepted, and when reconciliations were completed.

A useful discipline is to store the “why” with the “what.” If an exception is resolved by manual adjustment, record the reason and the approving
authority.

Mind Map: Operational Controls for Trade Capture and Document Management

Click here to view the mind map: Operational Controls for Trade Capture and Document Management

Example Workflow from Execution to Monitoring Readiness
1. Execution occurs: the signed agreement is received by operations.
2. Document intake: operations logs document type, version, execution date, and stores it under the deal’s controlled folder.
3. Completeness check: operations verifies schedules and annexes are present and named correctly.
4. Trade capture validation: operations confirms captured fields match the executed agreement’s defined terms.
5. Reconciliation: key economics and covenant triggers are compared; mismatches become exceptions.
6. Approval: legal or credit operations approves reconciled terms.
7. Monitoring readiness: the monitoring system receives the finalized trade record so covenant tests and reporting requests are aligned.

This workflow keeps the record and the legal reality in sync. When it works, the credit team spends time analyzing risk, not chasing down which
PDF version contains the covenant definition.
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11.4 Compliance Controls Including AML and Sanctions Screening
Compliance controls in private credit are less about having a checklist and more about making sure the right people, with the right data, make
consistent decisions. AML and sanctions screening sit at the center of that system because they connect identity, transaction intent, and legal
restrictions.

Foundational Concepts and Control Objectives
Start with three goals. First, identify who is involved: borrowers, sponsors, guarantors, beneficial owners, and key counterparties such as agents
and collateral holders. Second, determine whether any party is subject to sanctions or other legal restrictions. Third, detect and escalate
suspicious activity patterns, including unusual payment behavior or ownership structures that don’t match the stated business rationale.

A practical way to keep this grounded is to define “screening events.” For example, screening should occur at onboarding (before any funds are
committed), at material amendments (when ownership or control changes), and at payment time for high-risk flows (such as large fees, equity-
like payments, or transfers to new accounts).

Data Inputs and Identity Resolution
Screening fails when identity data is incomplete or inconsistent. Build a standard data pack for each counterparty: legal name, trading name,
jurisdiction of incorporation, address, tax identifiers where available, and a list of beneficial owners with ownership percentages and control
roles.

Identity resolution is the step that turns messy inputs into a matchable profile. Controls should require normalization rules such as removing
punctuation, standardizing suffixes, and handling transliterations. Then apply a match-quality threshold that is documented and consistently
used. If the threshold is too strict, you miss risk; if too loose, you drown in false positives.

Sanctions Screening Controls
Sanctions screening should cover both direct parties and indirect exposure. That means screening the borrower and guarantors, but also
screening beneficial owners and any controlling persons. For structured lending, pay attention to entities that may not be obvious at first glance,
such as holding companies, management companies, and account signatories.

When a potential match occurs, the control should specify who can clear it and what evidence is required. A common best practice is a two-step
review: an initial screening analyst flags the match, then a compliance reviewer performs a reasoned determination using identifiers beyond
name similarity, such as jurisdiction, address, and corporate registry details.

AML Controls Including Transaction Monitoring
AML controls should not treat every deal as equally suspicious. Instead, use a risk-based approach anchored to the borrower’s profile,
geography, product type, and payment flows. For private credit, monitoring often focuses on payment behavior and changes in counterparties
rather than high-frequency trading.

Define red flags that are specific enough to act on. Examples include:

Payments routed through an unexpected intermediary account.
Sudden changes in beneficial ownership disclosures without a corresponding corporate event.
Fees or reimbursements that are disproportionate to the transaction size or timing.
Requests to amend payment instructions shortly after closing.

Escalation should be time-bound. For instance, if a match is confirmed or a red flag is identified, the case should move to an investigation
workflow with a documented rationale for whether the transaction proceeds, is paused, or is declined.

Operational Workflow and Evidence Management
A workable workflow connects screening to deal milestones. At onboarding, run sanctions and AML checks for all required parties and beneficial
owners. At closing, re-check any parties added through documentation updates. During servicing, ensure payment instructions are verified
against the approved account list.

Evidence management matters because decisions must be reproducible. Store screening outputs, match rationale, and investigation notes in a
controlled repository. Require versioning so that if a screening list updates, the team can demonstrate what was checked and when.

Mind Map: Compliance Controls for AML and Sanctions Screening

Click here to view the mind map: Compliance Controls for AML and Sanctions Screening
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Example: Handling a Potential Sanctions Match in a Refinancing
A sponsor-backed borrower requests a refinancing. The onboarding team runs sanctions screening and receives a potential match for a
beneficial owner with a similar name. The analyst flags it, then the compliance reviewer checks additional identifiers: the beneficial owner’s
jurisdiction, address, and corporate registry record. The evidence shows the matched record corresponds to a different individual with a different
address and corporate history.

The reviewer documents the rationale, clears the match, and records the identifiers used for the determination. The deal proceeds, but the
control also requires a re-screen at closing because the refinancing adds a new guarantor entity. At closing, the new guarantor is screened
before funds are released.

Example: AML Escalation Trigger from Payment Instructions
After closing, the agent receives a request to change the payment account for interest and fees. The request comes from the same contact
person but uses a different bank account name and a new intermediary routing detail. The monitoring control flags this as a red flag because it
is an instruction change without a documented corporate event.

Compliance pauses the payment instruction update, verifies the account against the approved list and the executed documentation, and
requests confirmation from the borrower’s authorized signatory. If verification fails or documentation is inconsistent, the workflow escalates to
an investigation and the payment is held until the issue is resolved.

11.5 Practical Example: Implementing a Risk Register for a New Strategy
A risk register is a working document, not a trophy. For a new private credit strategy, the goal is to capture risks early, assign owners, and define
what “good enough” looks like so monitoring is consistent. Below is a systematic approach you can run in a credit fund or lending platform.

Step 1: Define the Strategy in Plain Terms
Start with a one-page strategy brief that answers: what you buy, who you lend to, how you get paid, and what you can control. For example,
suppose the strategy is “senior secured loans to sponsor-backed mid-market buyouts, with quarterly interest and a springing covenant
package.”

Then translate the brief into risk-relevant mechanics:

Cash flow timing: quarterly interest, no mandatory amortization in year one
Security: first lien on substantially all assets
Underwriting focus: leverage at close, interest coverage at base case, and collateral quality
Monitoring focus: covenant compliance, collateral maintenance, and payment behavior

Step 2: Build the Register Template
Use a consistent schema so the team can compare risks across deals. A practical template includes:

Risk statement (what can go wrong)
Root cause (why it could happen)
Impact (what breaks: loss, liquidity, legal, or operational)
Likelihood (use a simple 1–5 scale)
Inherent risk score (likelihood × impact)
Controls (what prevents or detects)
Control owner (role, not a person)
Evidence (what you review to prove the control works)
Residual risk score (after controls)
Action items (specific, dated, and measurable)

Example risk statement: “Collateral value erodes faster than expected, reducing recovery.” Root cause: weak appraisal discipline and limited
collateral substitution rights.

Step 3: Populate Risks from Four Buckets
A new strategy usually fails in one of four places: credit, structure, operations, or compliance. Map each bucket to concrete risks.

Mind Map: Risk Register Building Blocks
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Click here to view the mind map: Risk Register Implementation

Step 4: Add Controls That Are Testable
Controls must be verifiable. “We review deals” is not a control; “we require a collateral valuation memo with assumptions and independent
checks” is.

Use examples aligned to the strategy brief:

Credit control: “Require a base and downside cash flow model with a minimum interest coverage threshold at downside.”
Evidence: model template version, sign-off checklist, and variance notes.

Recovery control: “Standardize recovery haircuts by collateral type and require a collateral maintenance plan for year-one.”
Evidence: haircut table, collateral schedule, and annual update receipt.

Structural control: “Intercreditor review checklist for lien priority and standstill triggers.”
Evidence: signed checklist and exception log.

Operational control: “Document completeness checklist before funding, including security perfection steps.”
Evidence: closing binder index and perfection status tracker.

Compliance control: “Sanctions and AML screening with record retention and escalation for matches.”
Evidence: screening logs and investigation outcomes.

Step 5: Assign Likelihood and Impact Without Pretending
A simple scoring rule keeps the register honest. For instance:

Likelihood 1–2: rare based on historical internal data or strong mitigants
Likelihood 3: plausible with current underwriting limits
Likelihood 4–5: common in similar deals or weak mitigants

Impact should reflect the type of failure:

Credit impact: expected loss and recovery shortfall
Operational impact: inability to enforce or collect
Compliance impact: transaction blocking or reporting failure

Step 6: Create a One-Page Example Entry
Here is a sample entry you can copy into your register.

Example Risk Register Entry

Risk statement: “Covenant breach goes unnoticed until late, forcing expensive amendments.”
Root cause: covenant calculation inputs arrive late or are inconsistent across borrowers.
Impact: increased loss severity and legal/administrative burden.
Likelihood: 3
Inherent risk score: 12 (3×4)
Controls:

Covenant testing calendar with required reporting dates
Standard covenant calculation template and data validation rules
Escalation trigger when reporting is more than 10 business days late

Control owner: Portfolio Operations Lead
Evidence: covenant testing logs, late-reporting dashboard, exception tickets
Residual risk score: 6 (after controls)
Action items:

Implement borrower reporting pack template by 2026-02-26
Train servicing team on covenant calculation template by 2026-03-05

Step 7: Govern the Register Like a Credit Process
Review the register at the same cadence as underwriting and monitoring. A practical rhythm:

Initial approval: before first investment
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Monthly: action item status and new exceptions
Quarterly: residual score recalibration and control effectiveness review

Escalation triggers should be explicit. For example, if two deals show late reporting in a quarter, you tighten the evidence requirements and
adjust likelihood scoring for that risk.

When the register is built this way, it becomes a shared language between underwriting, legal, operations, and compliance. That’s the point:
fewer surprises, faster decisions, and monitoring that actually matches how the strategy earns its return.

12. Case Studies of Private Credit Structures and Deal Outcomes

12.1 Case Study: Senior Secured Lending for a Sponsor Backed Acquisition
A sponsor-backed acquisition often starts with a simple problem: the purchase price is clear, but the funding path is not. In this case, the
borrower is a target operating company acquiring a smaller competitor. The sponsor provides equity, but the deal needs a large, reliable tranche
of debt to bridge the gap between enterprise value and equity.

Deal Setup and Capital Stack
The acquisition is financed with three layers: sponsor equity, senior secured debt, and a small amount of seller financing. The senior secured loan
is sized to cover the majority of the purchase price while leaving enough equity to absorb early volatility.

Best practice is to size the loan from the borrower’s ability to pay, not from the purchase price alone. The underwriting team begins with a base-
case cash flow forecast, then applies a debt service coverage target. For example, if projected EBITDA is $60 million and the loan requires $12
million of annual cash interest plus scheduled amortization, the model checks that cash flow supports the payment with a buffer.

Underwriting from Cash Flow to Structure
The credit work is organized into three steps.

First, normalize earnings. The target has one-time restructuring costs from the prior year. Removing those costs produces a cleaner EBITDA base
for debt service.

Second, test downside cases. The team runs a “volume down” scenario where revenue falls 8% and margins compress slightly. This matters
because senior secured lenders are paid from operating cash, not from optimism.

Third, translate results into structure. The loan includes scheduled amortization and a cash interest profile. A common mistake is to rely on
maturity extensions to fix a cash flow mismatch. Here, amortization is set so that the borrower reduces principal even if the first year is merely
“okay.”

Security Package and Control
Senior secured lending is only as good as its enforceability. The security package is built to be usable in practice.

The lender takes a first-priority security interest over substantially all assets, including receivables and inventory, and a pledge of equity interests
in key subsidiaries. The documents also include perfection steps: filings, control agreements where applicable, and a clear collateral schedule.

Control provisions reduce operational surprises. The borrower must maintain insurance, provide collateral reporting, and obtain lender consent
for certain asset dispositions. These are not “nice to have” clauses; they are the mechanics that keep the collateral real.

Covenant Design That Matches the Business
Covenants are drafted to reflect how the business actually breaks.

The loan uses a leverage covenant tested quarterly. The definition of leverage is tied to the same EBITDA normalization used in underwriting, so
the borrower cannot “game” the metric by changing accounting treatment. A second covenant addresses liquidity: a minimum cash threshold is
maintained to ensure the borrower can meet near-term obligations.

Covenants are paired with cure rights and amendment mechanics. For example, if a quarter misses the leverage test by a small margin, the
borrower can cure through a combination of equity contribution and cost reductions. The lender’s goal is not to punish; it is to keep the
borrower within a manageable operating zone.

Intercreditor and Sponsor Considerations
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Even when the senior lender is first in line, the sponsor’s incentives matter. The sponsor may want upstreaming flexibility for returns, while the
lender needs cash to stay in the operating entity.

The documents therefore include restrictions on distributions and affiliate transactions. If the sponsor injects additional equity, the lender allows
it to count toward covenant cure. This alignment prevents the borrower from being forced into expensive fixes.

Intercreditor terms are also essential. Seller financing is subordinated in a way that preserves senior priority on collateral proceeds and avoids
conflicting enforcement actions.

Example: How the Loan Terms Were Chosen
Assume the borrower needs $300 million of acquisition financing. Sponsor equity is $90 million. The senior secured loan is set at $300 million
with 1% annual amortization and a cash interest rate tied to a base rate plus a fixed spread.

Underwriting checks that projected free cash flow after interest and amortization supports the leverage covenant. The lender also requires a
minimum equity contribution at closing and a defined use-of-proceeds clause that prevents funds from being diverted to non-deal expenses.

Mind Map: Senior Secured Acquisition Lending

Click here to view the mind map: Case Study Senior Secured Lending

Closing Mechanics and Early Monitoring
At closing, the lender verifies that collateral perfection steps are completed and that the borrower’s initial reporting package matches the
covenant definitions. After funding, monitoring focuses on three signals: covenant headroom, collateral reporting quality, and cash conversion.

A practical habit is to compare each quarter’s cash flow to the underwriting “bridge” from EBITDA to cash. If the bridge starts to widen, the
lender escalates early, before a covenant breach forces a reactive negotiation.

12.2 Case Study: Unitranche Lending With Covenant and Collateral
Enhancements
A sponsor is acquiring a mid-market manufacturer using a leveraged buyout. The borrower needs $120 million of acquisition financing, and the
capital stack is tight because banks are cautious and the equity check is smaller than the sponsor would prefer. A unitranche lender offers a
single tranche term loan with a blended interest rate and a single set of covenants. The lender’s job is to make that simplicity safe: the loan must
be protected by collateral that is actually enforceable and by covenants that are measurable, not just decorative.

Deal Setup and Why Unitranche
The unitranche structure combines what might otherwise be senior and mezzanine risk into one instrument. That reduces intercreditor
complexity and speeds closing. For the borrower, it also means one lender group, one reporting package, and fewer consent processes. For the
lender, the tradeoff is that the loan must be underwritten like a “senior” position while still acknowledging it is not legally senior to everything.

Best practice in this case: treat the unitranche as a senior secured loan for underwriting, then add covenant and collateral enhancements to
compensate for the lack of a second-lien “buffer” that would otherwise absorb some risk.

Covenant Design with Clear Triggers
The lender proposes a covenant package that focuses on three things: (1) cash generation, (2) leverage discipline, and (3) asset protection.

1. Financial maintenance covenant: a quarterly leverage ratio test based on net leverage (net debt divided by EBITDA). The covenant is tested
using a consistent definition of EBITDA, with add-backs capped and subject to board-approved adjustments.

2. Coverage covenant: an interest coverage floor to prevent “low payment, high risk” behavior. The borrower must maintain a minimum cash
interest coverage based on actual interest expense.

3. Restricted payments covenant: dividends and equity distributions are allowed only if the borrower meets both leverage and liquidity
thresholds. This prevents the borrower from extracting cash while still appearing compliant on paper.

4. Collateral and negative pledge: the borrower cannot grant liens on key assets without offering equivalent collateral to the unitranche,
subject to negotiated exceptions.

Easy example: If EBITDA drops and leverage rises above the threshold, the borrower can’t simply “wait it out.” The covenant forces a decision:
reduce debt through asset sales, slow distributions, or amend the credit agreement. The lender avoids vague remedies by specifying cure rights
and amendment mechanics.
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Collateral Enhancements That Matter in Practice
Collateral is only useful if it is enforceable and comprehensive. The lender enhances collateral in three layers.

1. Security scope: a first-priority security interest in substantially all assets, including material tangible assets, inventory, and receivables. The
lender also requires a pledge of equity interests in material subsidiaries.

2. Perfection steps: filings are completed promptly, and the agreement requires delivery of stock certificates or equivalent evidence where
applicable. For receivables, the lender includes assignment mechanics that align with the borrower’s billing and collections process.

3. Control agreements: for deposit accounts and certain cash management arrangements, the lender requires control agreements so cash can
be swept or blocked according to the credit agreement.

Easy example: If the borrower keeps collections in an account that is not under lender control, a default could become a paperwork exercise.
Control agreements reduce that friction by making the lender’s rights operational.

Mind Map: Covenant and Collateral Enhancements

Click here to view the mind map: Unitranche Lending Case Study

How the Enhancements Work Together
The covenant package creates behavioral discipline, while collateral creates enforcement leverage. Suppose the borrower’s working capital
swings and leverage temporarily breaches the threshold. The restricted payments covenant stops cash leakage, and the lender can require a
remediation plan under the credit agreement. If the borrower’s performance continues to deteriorate, the collateral rights enable practical
enforcement steps such as cash control and, if needed, liquidation pathways.

Easy example: A borrower that can’t meet leverage may still be able to keep operating if it reduces distributions and improves collections. The
lender’s collateral rights ensure that improvements are not funded by quietly moving value out of the secured perimeter.

Closing Checklist for This Case
Confirm covenant definitions match the borrower’s reporting reality.
Ensure collateral scope covers the assets that actually drive enterprise value.
Verify perfection steps and control agreements are operational, not just promised.
Align remedies with the borrower’s likely failure modes so enforcement is usable.

In this unitranche deal, the enhancements are not extra paperwork; they are the mechanism that turns a single-tranche simplicity into a credit
outcome that can be managed when conditions change.

12.3 Case Study: Second Lien Lending With Intercreditor Negotiations
A mid-market sponsor planned a recapitalization on 2024-02-20. The capital stack included a first-lien term loan, a revolving facility, and a
second-lien tranche sized to fund a dividend and a modest acquisition add-on. The second-lien investors were willing to lend, but only if the
intercreditor agreement preserved practical recovery rights and prevented the first-lien agent from steering outcomes that would strand the
second-lien.

Foundational Setup and Why Intercreditors Matter
Second-lien lending is not just “lower in the stack.” It changes how enforcement works. If the first-lien creditors can block amendments, control
collateral actions, or trigger releases that remove the second-lien’s security, the second-lien’s legal position can look stronger on paper than it
feels in a workout.

In this deal, the second-lien term sheet required three operational protections:

1. Standstill discipline: after an enforcement trigger, the first-lien could not immediately take actions that would impair the second-lien’s
ability to recover.

2. Collateral release limits: the first-lien could not release or reallocate collateral without meeting conditions tied to second-lien consent.
3. Payment waterfall clarity: proceeds from collateral enforcement had to follow a predictable order, with defined application rules.

Negotiation Map from Term Sheet to Signed Agreement
The parties started with a draft intercreditor that used common “majority consent” mechanics. The second-lien team flagged a practical issue:
majority consent could be achieved through the first-lien’s voting power, even when the second-lien’s recovery would be materially reduced.

87/92

https://www.mindmapnote.com/en/Private%20Credit%20in%20the%20Age%20of%20Capital%20Scarcity#mkp12-2-0-1


They proposed a structure where certain actions required second-lien consent, while other actions were permitted only after a standstill period
or subject to a “no impairment” standard.

Mind Map: Intercreditor Negotiation Workstreams

Click here to view the mind map: Intercreditor Negotiations

Standstill and Enforcement Triggers
The first draft allowed the first-lien to enforce upon a default, with the second-lien only receiving notice. The second-lien investors pushed for a
standstill: once an enforcement trigger occurred, the first-lien would refrain from taking certain enforcement actions for a defined period.

To keep the deal moving, both sides agreed on a two-step trigger design:

Step 1: a notice period where the second-lien could evaluate whether to pursue enforcement itself.
Step 2: a standstill window where first-lien enforcement actions that would materially impair second-lien recovery were restricted.

A concrete example helped: if the borrower defaulted and the first-lien agent attempted to foreclose on all pledged assets immediately, the
second-lien could be left with unsecured exposure. The standstill clause aimed to prevent that “all-at-once” outcome.

Collateral Releases and Substitutions
Collateral release mechanics were the most contentious. The first-lien wanted broad flexibility to release collateral upon partial paydowns and to
permit substitutions for operational reasons.

The second-lien team responded with a simple rule: releases could occur only when the second-lien’s collateral coverage was not reduced below
a defined threshold, or when the released collateral was replaced with equivalent value and perfected security.

They also insisted on clarity around what counts as collateral. In this deal, some assets were pledged through security interests that required
periodic perfection steps. The second-lien required representations that releases would not occur while perfection status was incomplete.

Example: A Collateral Release That Would Have Hurt Recovery

The borrower proposed releasing a portion of receivables to support working capital. The first-lien draft treated this as routine. The second-lien
pointed out that receivables were a meaningful portion of the collateral pool supporting the second-lien’s expected recovery. The compromise
allowed the release only if the borrower funded a replacement collateral package or made a payment that reduced the first-lien balance without
reducing second-lien collateral coverage.

Amendments, Waivers, and Consent Rights
Intercreditor agreements often define “consent matters” that require second-lien approval. The first draft limited consent matters to narrow
changes like principal reductions.

The second-lien expanded the list to include amendments that could indirectly impair recovery, such as:

extending maturities in a way that delays enforcement without compensating the second-lien,
changing collateral release triggers,

altering payment application rules that affect proceeds distribution.

A practical negotiation technique was to tie consent matters to measurable outcomes. Instead of arguing over intent, the second-lien asked:
“Does this change reduce the value available to second-lien upon enforcement?” If yes, it became a consent matter.

Payment Waterfall and Proceeds Application
The final agreement specified how enforcement proceeds would be applied. The second-lien ensured that proceeds from collateral enforcement
were applied first to satisfy first-lien obligations, then to second-lien obligations, with defined treatment for enforcement costs and any interim
payments.

This clause mattered because the first-lien agent controlled the enforcement process. Clear application rules reduced the risk of discretionary
allocations that could erode the second-lien’s share.

Outcome and What Worked
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The deal closed after the intercreditor moved from broad majority control toward a targeted consent framework. The standstill window created
time for second-lien decision-making, collateral release limits prevented silent value leakage, and proceeds application rules reduced ambiguity
during enforcement.

In short: the second-lien investors did not just negotiate legal language; they negotiated operational behavior—what the first-lien could do
when things went wrong, and how quickly the second-lien could act when it mattered.

12.4 Case Study: Structured Payments With PIK and Equity Participation

The Starting Point
A mid-market sponsor is acquiring a business with steady revenue but uneven cash conversion. The purchase price is funded with a mix of
senior secured debt and sponsor equity. The lender’s challenge is simple: the borrower needs time to stabilize working capital and integrate
systems, but the lender still wants a return that reflects risk.

The solution is a structured payment design that combines (1) cash interest during the early period, (2) PIK interest when cash is tight, and (3)
equity participation so the lender benefits if the business performs better than the base case.

Deal Setup and Assumptions
The proposed facility is $60 million of unitranche-style debt with a 7-year term. The borrower expects cash flow to ramp after year two as
integration costs decline and collections improve.

Key assumptions used in underwriting:

Base-case EBITDA coverage improves from 1.4x to 2.2x over three years.
Cash interest is set to be affordable in the first two years.
PIK interest accrues and compounds, but is capped to avoid runaway leverage.
Equity participation is sized so it is meaningful without replacing the sponsor’s incentives.

Payment Mechanics That Actually Matter
The payment schedule is split into three phases.

Phase 1: Stabilization (Years 1–2)

Cash interest: 9.0% per year paid quarterly.
PIK interest: 6.0% per year accrues to principal and is added to the outstanding balance.
PIK cap: PIK accrual cannot exceed 30% of original principal.

Why this works: the borrower preserves cash for operations, while the lender still earns a higher economic yield. The cap prevents the lender
from turning into an accidental equity holder.

Phase 2: Ramp (Years 3–4)

Cash interest increases to 12.0%.
PIK interest reduces to 2.0%.
Mandatory partial paydown: if quarterly leverage falls below a threshold, 50% of excess cash flow is used to reduce principal.

Why this works: the structure forces the borrower to “pay back” as soon as performance allows.

Phase 3: Mature (Years 5–7)

Cash interest returns to 13.0%.

No PIK interest.
Principal amortizes using a sculpted schedule tied to free cash flow.

Equity Participation Design
Equity participation is implemented through warrants exercisable at a fixed price, plus a small profit-sharing feature tied to a defined equity
value metric.

Warrants: 1.5% of fully diluted equity, vesting after year three if the borrower meets a minimum leverage test.
Profit share: if the borrower’s EBITDA exceeds the base case by a set margin for two consecutive quarters, the lender receives an additional
1.0% of incremental EBITDA as a cash payment.
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Why this works: warrants reward sustained improvement, while the profit share is triggered by measurable operating outcomes rather than
accounting optics.

Mind Map: Structured Payments with PIK and Equity Participation

Click here to view the mind map: Structured Payments with PIK and Equity Participation

Underwriting and Documentation Choices
The lender’s underwriting model treats PIK as real economic yield but not as “free.” The model includes:

A compounding schedule for PIK accrual.
A principal balance projection to ensure covenant headroom.

Sensitivity cases where collections lag and integration costs run longer.

In documentation, the most important drafting points are metric definitions and timing:

“Excess cash flow” is defined using a consistent cash-based approach.
Leverage tests are calculated at quarter-end with clear cure mechanics.
PIK accrual is added to principal only on specified dates to avoid ambiguity.

Example: How a Quarter Plays Out
Assume in Year 2 the borrower has a cash interest obligation of $1.35 million for the quarter (9.0% annualized on the starting principal). Cash is
tight, so the borrower pays the cash interest and accrues PIK interest.

Cash interest paid: $1.35 million.
PIK interest accrued: $0.90 million for the quarter (6.0% annualized).
New principal balance increases accordingly.

If the leverage test is met in Year 3, the structure automatically shifts toward higher cash interest and activates the excess cash flow sweep. The
lender’s return then comes more from cash payments and principal reduction, not just accrual.

Outcome and Why It’s Coherent
The borrower avoids a liquidity crunch during integration, because PIK absorbs part of the early interest burden. The lender still earns a higher
yield through PIK, but the cap limits balance-sheet inflation. Equity participation ensures the lender benefits when operating performance
improves, and the profit share ties that benefit to defined financial results.

The overall design is coherent because each component answers a specific problem: timing (PIK), affordability (cash interest ramp), and
alignment (warrants and profit share).

12.5 Case Study: From Underwriting Through Workout and Recovery
This case study follows one deal end to end: a senior secured term loan to a sponsor-backed industrial services company. The goal is not to
show a perfect outcome, but to show how good underwriting and disciplined monitoring shape what happens later.

Deal Setup and Underwriting Decisions
The borrower planned to refinance existing debt and fund a small acquisition. Underwriting started with three questions: can the business pay
interest from operating cash flow, can it survive a bad year, and can the lender enforce rights if things go wrong.

Cash flow test. The underwriting model used trailing twelve-month EBITDA, normalized for one-time contract wins, then converted to free cash
flow after maintenance capex. The key metric was debt service coverage under a downside case where revenue fell 10% and margins
compressed by 150 bps.

Security and enforceability. The loan was senior secured with a first-priority lien on substantially all assets. The team verified that the collateral
package matched the legal reality: UCC filings, control agreements where needed, and a clear intercreditor position so the lender’s lien would
not be diluted by other secured claims.

Covenant package. The covenants were designed to be measurable and actionable. A leverage covenant limited total debt relative to EBITDA,
and an interest coverage covenant ensured the borrower could not “paper over” weak performance. Reporting requirements were tied to
covenant calculations so the credit team could detect drift early.
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Practical example. In the credit committee memo, the underwriter included a simple sensitivity table: if EBITDA dropped by 8% for two quarters,
what would happen to leverage and interest coverage? That table later became the backbone for the workout timeline.

Monitoring and Early Warning Signals
After closing, monitoring focused on leading indicators rather than waiting for covenant failure. The credit team reviewed monthly operating
metrics and quarterly financials, then reconciled them to the covenant calculations.

What “early” looked like. The borrower’s collections slowed, and days sales outstanding rose for three consecutive months. At the same time,
gross margin trended below the underwriting base case. Even though the leverage covenant still had headroom, the interest coverage covenant
was closer to the line.

Governance. The lender used a tiered escalation process. When the model-based coverage fell below a defined threshold, the credit committee
moved from “information” to “engagement,” requesting a cash flow plan and explaining what covenant compliance would require.

Covenant Breach and Negotiation Path
The breach arrived in a predictable way: the borrower missed the interest coverage covenant due to a short-term working capital squeeze. The
lender did not jump straight to enforcement. Instead, it used the documentation mechanics.

First step: cure and amendment options. The loan agreement allowed a cure period and permitted amendments with lender consent. The
lender asked for a revised budget, a liquidity report, and a plan to reduce cash burn.

Second step: targeted concessions. The borrower proposed an amend-and-extend with tighter reporting, a restricted payments limitation, and
a temporary increase in cash sweep. The lender accepted because the plan improved the probability of returning to compliance without
destroying enterprise value.

Practical example. The lender required a “covenant reset” only after the borrower demonstrated that the next two quarters would be supported
by collections and cost controls, not just accounting adjustments.

Workout Execution and Recovery Mechanics
When the borrower still struggled to meet the revised targets, the lender shifted to workout with a clear objective: maximize recoverable value
while controlling downside.

Workout toolkit. Options included enforcing security, appointing a receiver where appropriate, and negotiating a restructuring that aligned
incentives across stakeholders. The lender also monitored whether the collateral remained properly maintained and insured.

Intercreditor reality check. Because the loan was senior secured, the lender’s enforcement leverage depended on the collateral’s priority and
the absence of competing liens. The earlier diligence paid off: the lender could act without spending months untangling lien priority.

Recovery outcome. The restructuring converted part of the debt into a combination of cash and longer-dated obligations, with additional
collateral support. The lender’s recovery was not “maximized” in a theoretical sense; it was maximized within the constraints of time, collateral
condition, and stakeholder cooperation.

Mind Map: Underwriting to Recovery

Click here to view the mind map: From Underwriting Through Workout and Recovery

Key Takeaways from the Case
The underwriting work mattered because it created a shared language for later decisions: how cash flow maps to covenants, how collateral
priority affects enforcement timing, and how reporting enables early action. The workout work mattered because it translated that language into
concrete steps—first negotiation, then restructuring—while keeping the lender’s rights intact. The result was a recovery that reflected both the
borrower’s operational reality and the lender’s legal and analytical preparation.
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