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Methodology

In the first quarter of 2020, Acuris 
Studios, on behalf of Ropes & 
Gray, surveyed 100 senior-level 
executives within US- and UK-based 
credit funds. This survey took place 
at the end of February and the first 
week of March, before COVID-19 
lockdown conditions took hold in  
the US and the UK.

In September 2020, a follow-up 
survey was conducted of 30 of the 
original respondents, to determine 
how their attitudes and strategies had 
changed, if at all, during the six-month 
disruption the market had endured. 

Both surveys included a 
combination of qualitative and 
quantitative questions and all 
interviews were conducted over  
the telephone by appointment. 
Results were analyzed and collated 
by  Acuris Studios, and all responses  
are anonymized and presented  
in aggregate.  

WHERE IS YOUR COMPANY HEADQUARTERED? 

Boston

London

California

New York City
60%

20%

10%

10%

WHAT IS YOUR AUM ALLOCATED TO CREDIT/DEBT?

Less than $1 bill

$1bill - $5 bill

$5bill - $10 bill

$10bill - $20 bill
5%

22%

60%

13%

WHAT IS THE GEOGRAPHIC FOCUS OF YOUR CREDIT/DEBT 
INVESTMENTS? (SELECT ONE)

Europe

Global

US/North America
47%

46%

7%



3PEAK PERFORMANCE
CHALLENGES AND OPPORTUNITIES IN POST-COVID-19 CREDIT FUND PLATFORMS 2020

Introduction

Back in the first quarter of 2018, 
Ropes & Gray conducted a survey 
of 100 senior level executives 
within US- and UK-based credit 
funds to find out how credit fund 
managers were navigating the 
debt landscape at the time. 

The results were clear: managers 
were searching for growth in a low 
interest environment, chasing higher 
returns through diversified multi-
product platforms, and they planned 
to launch new investment strategies in 
the 12 months following the survey.

Fast forward two years and the 
picture is far from clear—so much 
so that our latest survey is actually 
two, one conducted just prior to the 
introduction of COVID-19 lockdown 
restrictions and the other conducted 
in the midst of a global pandemic.  

Early in 2020, 50% of managers 
were considering new investment 
strategies. Six months later, that 
has dropped to 20%. A third are not 
planning any changes, while almost a 
quarter of respondents in our post-
COVID-19 survey are already closing 
their less popular strategies. 

Of the small pool of managers 
considering new strategies, apart 
from general credit opportunities, 
their focus is on specialty finance 
and distressed funds. Under the 
circumstances this makes sense—
some managers reacted to the 
perceived market opportunity for 
distressed or stressed products 
provided by COVID-19 by forming 
new products, while others who 
already had distressed or stressed 
products or products that could 
be adjusted to take advantage of 
COVID-19 opportunities took the 
more expeditious path of investing 
out of existing funds.

For the rest, the goal is to 
concentrate on continuity and focus 
on their most successful strategies, 
playing it safe to weather the storm.

Either way, the latest survey also 
shows a degree of bifurcation in 
terms of credit managers’ intentions. 
Strategies that provide downside 
protection against COVID-19 are 
deemed vital, but so are increased 
return opportunities. If at all possible, 
managers are trying to cover all their 
bases, even as fundraising activity 
has slowed to its lowest levels in the 
past five years.

This contraction in the market 
could influence the composition 
of credit fund investor bases and 
therefore which fund structures 
managers decide to use.

Regardless, taxation remains a key 
factor in structuring decisions for both 
managers and investors, with 72% of 
respondents in our pre-COVID-19 
survey pursuing strategies that involve 
US loan origination that generates 
effectively connected income (ECI).

Treaty fund structures have 
also grown in popularity. In our 2018 
survey, 64% of respondents said 
they were planning to use treaty  
fund structures for the first time. 
This time, 57% of participants 
indicated that they have already 
used treaty fund arrangements.

As credit fund managers  
have grown comfortable with 
increasingly diverse, complex and 
tailored product platforms, they 
have also been forced to address a 
wider range of potential conflicts.  
This has influenced everything 
from types of additional income—
especially in light of increased 
scrutiny by the Securities and 
Exchange Comission (SEC)— 

to how they manage different 
tranches of a company’s debt. 

For example, 59% of credit fund 
managers now say they receive 
compensation from types of fees 
other than management fees and 
carried interest or performance 
allocations—up from 44% in 2018. 

The situation is also having an 
impact on on how credit managers deal 
with end-of-life transactions, where 
affiliated funds acquire assets from 
funds that are near the end of their life. 
While more than half of respondents 
say their commingled funds cannot 
engage in end-of-life  transactions 
without investor consent, 22% say they 
intend to change their terms so that 
they would not require investor consent 
for future funds.

Through it all, access to liquidity 
remains the most significant 
characteristic of value preservation 
for deals during the COVID-19 
disruption, as is the ability to 
creatively and aggressively structure 
investments when it comes to 
winning new deals. Some borrowers 
may have to pay a premium to access 
that finance, depending on the 
sector, but, by and large, lenders have 
been pragmatic—for now.

What does the future hold? Back 
in 2018, fund managers were worried 
about competition, especially new 
entrants undercutting potential 
returns for established players. Our 
post-COVID-19 survey shines a light 
on their new concern: investors. 
From general uncertainty to potential 
demand for more favorable terms or 
a shift away from private credit, fund 
managers are watching investors 
closely and doing whatever they can 
to hold on to what they have in the 
year ahead.
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Investment
strategies  

 

 Structuring

Con�icts

Outlook

Transactions

of respondents currently have 
no plans to change their credit 
platform products

37% 72%

are closing their less popular 
investment strategies

23%

intend to launch new strategies in the 
next 12 months—down from 50% in 
our pre-COVID-19 survey

20%

say that, at this stage in the 
pandemic, a strategy that provides 
increased return opportunities is the 
most important factor for investors, 
versus 63% who say that downside 
protection is most important

77%

say investors that have pulled out 
of a fundraise are instead focusing 
on investing/re-upping with existing 
managers rather than new products

30%

of respondents say access to liquidity has 
been the most signi�cant characteristic 
of value preservation for deals during the 
COVID-19 disruption

60%

of investors say they began the disruption 
period with a focus on downside protection, 
though 33% of those shifted their focus to 
upside returns later in the period

63%

of respondents say their 
strategies involve US loan 
origination, which generates 
e�ectively connected 
income (ECI)

59%
of credit fund managers say they 
receive compensation from types of 
fees other than management fees 
and carried interest or performance 
allocations—up from 44% in 2018

69%
of those who receive compensation 
from other types of fees do so 
through loan servicing/ 
administration fees, while 63% are 
reimbursed for in-house attorneys 
or other administrative services and 
47% receive upfront/origination fees

22%
 of managers say that, while they 
cannot do end-of-life transactions 
without investor consent currently, 
they intend to change their terms so 
that they would not require investor 
consent for future funds

54%
say their commingled funds are not 
permitted to acquire assets from 
funds that are near the end of their 
life without investor consent, and 
they have no intention to change 
this policy

57%
say they have used treaty 
fund structures for private 
debt funds to address tax 
issues generated by such 
strategies

41%
of managers using treaty 
structures say they require a 
75% majority vote to exercise 
a no-fault removal, 47% say 
they require a two-thirds 
majority and just 12% require 
a simple 50% majority

30%
27%

17%

of respondents in our post-COVID-19 survey cite general investor uncertainty 
as the biggest fundraising challenge for 2021

cite an investor shift away from private credit as a concern

say they are anxious about investors demanding more favorable terms

also say having �nancial covenants and 
protective collateral/guaranty structures 
has been just as signi�cant

57%

cite the ability to creatively and 
aggressively structure their investments as 
the most important tool when winning new 
deals in the past six months, with a strong 
sourcing network a close second at 33%

37%
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37%
of respondents say they currently have no plans to change their 
credit platform products

23%
say they are closing their less popular investment strategies

20%
say they intend to launch new strategies in the next 12 
months—down from 50% in our pre-COVID-19 survey

30%
say investors that have pulled out of a fundraise are instead focusing on 
investing/re-upping with existing managers rather than new products

77%
say that, at this stage in the pandemic, a strategy that provides increased 
return opportunities is the most important factor for investors, versus 
63% who say that downside protection is most important

Investors and managers were already bracing for a turn in the credit cycle 
before COVID-19. Lockdowns have further sharpened the focus on managing 
downside risk, but investor appetite for returns is undiminished.

Section 1 
Investment strategies: 
Investors focus on downside risk,  
but the push for returns remains
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dislocation debt strategies. Some 
turned to separately managed 
accounts (SMAs) to speed up time 
to market, while others repositioned 
funds still on the road to take 
advantage of lockdown volatility. 

“Separately managed accounts 
have long been an integral part of 
many credit fund managers’ toolkits. 
SMAs enable them to customize an 
investment strategy for a particular 
investor that can be situational, to 
take advantage of the current state 
of the market, but also durational 
in a changing market. We have 
seen an uptick in SMAs focused on 
distressed assets,” says Ropes & 
Gray asset management partner 
Peter Laybourn.

A follow-up survey conducted 
six months into the COVID-19 crisis, 
in September 2020, confirms this 
updated approach. 

“Asset and portfolio managers 
are faced with a dilemma because 
of COVID-19’s impact, but there are 
new deal opportunities in the form 
of distressed credit opportunities,” 
says the managing director of a fund 
based in New York. “The returns 
will depend on future resilience 
though. Further disruption may occur 
because of geopolitical factors  
and policy decisions.”

“Distressed debt strategies 
are becoming popular due to the 

Before COVID-19 hobbled global 
economies and sent markets into 
turmoil, credit fund managers and 
investors were already anticipating 
a downturn in the credit cycle after 
a decade of stability. Investment 
strategies like distressed debt and 
special situations were already 
gaining traction as investors 
repositioned their portfolios. 

This view was reflected in our 
survey of credit fund managers, 
which Ropes & Gray conducted in 
partnership with Acuris in late February 
and early March 2020—just before 
COVID-19 cases began to spread 
across the United States. Half of 
respondents at the time said they 
planned to launch new investment 
strategies in the next 12 months. Their 
preference? Specialty finance (70%), 
general credit opportunities (60%) and 
distressed opportunities (54%). 

According to PitchBook, 
distressed debt and special situations 
funds accounted for 29.9% of debt 
capital raised in the first half of 2020, 
compared to 19.7% across the 
whole of 2019.1  Managers who had 
launched distressed credit funds pre-
pandemic found momentum building 
behind their fundraising efforts.

“Distressed funds have been  
fairly popular for some time,” says 
Ropes & Gray partner Jessica 
O’Mary and head of the firm’s 
credit funds practice. “Prior to the 
pandemic, these funds were being 
sold under the general premise 
that there was going to be a market 
dislocation. That took longer to 
materialize than anticipated, so, 
although there was continuing 
interest, there were questions  
about the timing of the opportunity 
set. Then the COVID-19 crisis 
arrived in March 2020, and there was 
a huge rush into dislocation funds 
and funds focused on stressed or 
distressed opportunities.”

Credit fund managers responded 
by adapting their fundraising to secure 
investor support for distressed or 

1   Global Private Debt Report H1 2020. Pitchbook. Page 7. https://files.pitchbook.com/website/
files/pdf/PitchBook_H1_2020_Global_Private_Debt_Report.pdf

FIGURE 1: (PRE-COVID-19 SURVEY) IF YOU PLAN  
TO START NEW INVESTMENT STRATEGIES,  
WHICH ONES WILL YOU USE?  
(SELECT ALL THAT APPLY)

 Non-performing loan

 Mezzanine

 Real estate debt

 CLO interests/securitization

 Senior opportunities

 Direct lending

 Distressed/stressed

 General credit opportunities

 Specialty �nance

70%

60%

54%

52%

50%

42%

42%

32%

30%50% 
of respondents in our 
pre-COVID-19 survey 
said they planned to 
launch new investment 
strategies in the next  
12 months
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number of opportunities in the 
market,” adds the chief investment 
officer of a credit fund in Boston. 
“This strategy was usually pursued 
by hedge funds as a security 
mechanism for long-term value, 
but now investors are taking on this 
strategy because of the promised 
returns in a shorter period.”

Amanda Persaud, a partner in 
Ropes & Gray’s asset management 
practice, points out that there have 
been “different flavors” to the new 
distressed funds that have launched 
or closed. 

“Some managers had existing 
funds and were suddenly able 
to tell investors that the market 
opportunity is here—subscribe and 
we can deploy your capital quickly,” 
she says. “Then there were funds 
launched specifically to address 
the dislocation period caused by 
COVID-19. Unlike a typical distressed 
debt fund, which will often have a 
four- to six-year investment period, 
these dislocation funds are tailored 
towards the market opportunity 
and have launched with investment 
periods of 18 months to two years.”

Launching a new strategy, 
however, is a challenge at the best 
of times. During the pandemic, 
investors have focused on existing 
relationships with managers, 

particularly those with a track record 
in targeted strategies. 

“This is not necessarily the 
best time to launch a new strategy 
without a track record,” says O’Mary. 
“Managers who had a strategy and 
are now able to capitalize on that are 
best positioned today. It was already 
difficult, pre-COVID-19, to launch a 
new strategy without a track record, 
and we expect that those difficulties 
will be exacerbated over the next 
24 months, given that investors will 
be trying to reduce risk where they 
can in an uncertain environment. 
Managers that already have a multi-
strategy platform are going to be 
better placed to weather this storm 
because they have different funds 
that can deploy capital appropriately 
in the marketplace.”

This investor focus on relationship 
continuity has seen managers stick to 
their most successful strategies.

In our recent follow-up survey, 
only 20% of respondents say they 
plan to launch new strategies in the 
next 12 months. Just over a third 
(37%) have no immediate plans 
to change their credit platform 
products, while 23% are closing 
their less popular strategies. This is 
a distinct shift from pre-COVID-19, 
where the trend was towards 
launching new strategies. Instead,  

in light of the pandemic, managers 
and investors alike are more focused 
on existing strategies.  

As the chief investment officer of a 
credit fund based in California explains, 
“We have not made any changes to 
our credit platform products. Advisors 
are working with investors to discuss 
long-term goals and estimates 
based on current analysis, and we 
are focused on generating promised 
cash flow with limited leverage and 
downside protection.” 

“We have definitely seen credit 
fund managers shoring up their 
traditional senior strategies,” agrees 
Laybourn. “In changing cycles, 
while there is often an expansion of 
distressed or dislocation strategies, 
market uncertainties also support the 
‘safer’ end of the credit strategies in 
the form of senior credit funds.”

REDUCING RISK BUT 
CHASING RETURNS

The disruption has also put the 
spotlight on downside risk—but not 
at the expense of promised returns.

In our follow-up survey, 77% 
of respondents say a strategy 
that provides increased return 
opportunities is most important 
for investors, while 63% say the 
same about strategies that provide 
downside protection post-COVID-19. 

FIGURE 2: (POST-COVID-19 SURVEY) WHAT MAJOR CHANGES ARE YOU MAKING TO YOUR CREDIT 
PLATFORM PRODUCTS POST-COVID-19? (SELECT ONE) 

Launching new strategies

Too soon to tell

Closing less popular strategies

No changes

37%

23%

20%

20%
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FIGURE 3: (POST-COVID-19 SURVEY) WHICH OF THE FOLLOWING FACTORS HAVE YOU FOUND TO BE MOST IMPORTANT  
FOR INVESTORS? (SELECT ALL THAT APPLY) 

FIGURE 4. (Post-COVID-19 survey) During the disruption period caused by COVID-19, which of the following factors have you found to be most important for investors?

Strategy providing 
increased return 
opportunities 
post-COVID-19

77%
 Existing 
relationship with 
you/the manager

53%
 Investor was due 
diligencing fund 
before COVID-19

47%
Strategy providing 
downside 
protection 
post-COVID-19

63%

Balancing downside risk against 
the need for returns has driven 
managers toward strategies like 
distressed debt, but many also see 
structured credit as a way to mitigate 
risk and deliver returns. Senior 
debt plays, which provide better 
repayment priorities and protection 
for lenders, have also been favored.

“Structured credit and senior 
debt strategies have become more 
popular, possibly because of the 
repayment priorities and protection, 
or the risk-return ratio,” points out the 
general counsel and chief compliance 
officer of a credit fund in New York. 
“Overall, the post-COVID-19 markets 
are going to remain unpredictable, so 
investors are trying to mitigate the 
impact of any future challenges.”

Investors are in a catch-22, 
agrees Laybourn: “They are 
concerned about risk, but they still 
have money to deploy and returns 
profiles to meet. In a changing 
market, while there is hunger for 
capturing the potential for greater 
returns, there is also appetite for 
safety to balance the downside risk.”

In our pre-COVID-19 survey,  
42% of respondents who were 
planning to launch new strategies said 
they would opt for a real estate debt 
fund, CLO funds polled at 42% and 
mezzanine came in at 32%.

These views persist, post-
COVID-19. As the chief executive 
officer and co-chief investment 
officer of a credit fund in New York 
points out in our follow-up survey: 
“Both mezzanine and real estate 
debt have become [our] least popular 
strategies. The gross returns vary 
based on market factors and this 
increases the risks unconditionally. 
Given the current economic 
pressures and global climate, this 
uncertainty is driving investor 
perceptions of these strategies.”

While mezzanine has held up 
consistently as a strategy because  
of its higher returns, any product 
that is unsecured and expected to 
deliver an equity-like return is likely  
to be deemed riskier by investors  
in a post-COVID-19 world. 

With respect to real estate debt, 
Matt Posthuma, a Ropes & Gray 
asset management partner, says 
there is still interest and attractive 
opportunities, but adds that there  
is pressure on investors to 
understand cash flows from the 
underlying properties. 

“Lease payments from 
underlying tenants are subject to a 
great deal of variability, as stimulus 
payments run out or are newly 
awarded, eviction moratoriums 
are implemented or extended, 

and COVID-19 restrictions on 
their businesses are loosened or 
tightened,” he observes,  

Managers who can offer comfort 
to investors in their due diligence 
process are likely to succeed best, 
 he further notes.

Despite this pressure,  
Alison E. Rundlett, a partner in  
Ropes & Gray’s real estate 
practice, sees growth for the real 
estate debt market, noting that, 
during the COVID-19 lockdown, a 

77% 
of respondents in our 
post-COVID-19 survey 
say a strategy that 
provides increased 
return opportunities 
is most important for 
investors, while 63% 
say the same about 
strategies that provide 
downside protection 
post-COVID-19
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global asset manager closed the 
largest real estate debt fund ever— 
“The opportunities in the real estate 
distressed debt arena just require 
seasoned multi-cycle managers who 
can actually turn the keys to unlock 
the paper’s theoretical value.  
Don’t underestimate the returns 
waiting to be unlocked.”   

FUNDRAISING ON HOLD
In addition to reshaping attitudes to 
debt strategies, uncertainty through 
the disruption period has also had an 
impact on debt fundraising.   

According to PitchBook, only 53 
debt funds closed in H1 2020, raising 
US$47.8 billion between them, 
putting the market on pace for the 
lowest levels of activity in the past  
five years.2 Some investors have  
put commitments to new funds 
on hold and are leaning instead on 
existing relationships. 

Why are investors pulling out of  
a fundraise? According to our follow-
up survey, 30% of respondents say 
investors are focusing on investing/
re-upping with existing managers 
rather than new products. Just under 
a quarter (23%) say investors are 
withdrawing due to general market 
uncertainty because of COVID-19.

“Investors don’t want to take on 
additional risks. They want to focus 
on current investments and value 
generation instead of thinking  
about new funds,” says the  
partner and co-head of credit  
at a New York-based fund.

The chief investment officer 
of a credit fund in Boston agrees: 
“Investors are re-evaluating the 
long-term consistency of their 
investment plans due to COVID-19. 
It is a tough period for investors and 
their outlook has changed in the past 
few months. Their risk threshold has 
changed, citing the possible decline 
in investment returns.”

O’Mary notes that, in her 
experience, investors have not 

2 Ibid

pulled out as much as was initially 
expected when lockdown measures 
were introduced—dropouts have 
been nowhere near the levels seen 
during the 2008 financial crisis.

Investors have also been 
surprisingly sanguine about 
leverage. Even though managers 
had been bracing for some kind of 
disruption before COVID-19 struck, 
63% of respondents in our original 
survey had no plans to change their 
use of leverage during the next 
12-24 months, despite the risks that 
come with leverage. 

Although a few banks 
stepped back from making new 
commitments in the early days of 
the pandemic, most banks continue 
to support these product lines. In 
fact, lenders have been stepping up 
to NAV and asset-based facilities.  

“We have seen an uptick in  
both NAV and hybrid facilities, which 
can provide liquidity at attractive 
rates for investors and managers  
to finance their portfolios,” says 
Steven Rutkovsky, a finance 
partner in Ropes & Gray’s  
New York office.

Commenting on the lockdown 
period, O’Mary notes, “I can’t recall 
seeing any investor switching from 
a levered product to an unlevered 
product, or changing leverage 
limitations. People who wanted an 
unlevered return before still want it 
to be unlevered. People who wanted 
the higher returns from leverage want 
those higher returns even more.”

The respondents in our follow-up 
survey agree, as expressed by the 
managing director of a fund based 
in New York: “Our ability to manage 
workouts is not affected by the lack 
of fund-level leverage. Even when 
we consider new deals, traditional 
methods have delivered practical 
results. We rely on our extensive 
expertise, structuring capabilities 
and sourcing network to provide 
optimum results.” 

FIGURE 4: (POST-COVID-19 SURVEY) WHAT HAS 
BEEN THE MOST COMMON REASON CITED BY 
INVESTORS FOR PULLING OUT OF A FUNDRAISE? 
(SELECT ONE) 

Still investing in credit funds but a di�erent type of credit fund

Temporary suspension of new investments

None of our investors has withdrawn due to COVID-19

Long-term re-thinking of investments/allocations to credit investments

General market uncertainty due to COVID-19

Focusing on investing/reupping with existing managers instead of 
new products

30%

23%

20%

13%

7%

7%
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THE VALUE OF SCALE
Logistics and lockdown restrictions, 
however, did cause fundraising 
delays, and some investors have 
paused to rethink their portfolios 
more generally. This has seen 
investors rely on large, established 
managers that they know well. 

“Sponsors launching funds in the 
current environment have had the 
most success with investors who 
have an established relationship 
with that sponsor through previous 
investments,” says Ropes & Gray 
asset management partner Marc 
Biamonte. “Investors have felt more 
comfortable doing diligence remotely 
and making an investment without 
an in-person visit to a sponsor if they 
had met the team pre-COVID-19. 
Although investors are generally 
getting more comfortable with  
virtual diligence as the pandemic 
continues, some investors are 
still struggling making first-time 
investments with a sponsor.” 

Biamonte thinks this will  
tend to favor larger managers, 
observing, “Nobody is going to 

FIGURE 5:  (PRE-COVID-19 SURVEY) HOW DO YOU EXPECT YOUR USE OF LEVERAGE TO CHANGE IN THE NEXT 12-24 MONTHS?  
(SELECT ALL THAT APPLY)

fault an investment professional 
for backing the latest multi-billion- 
dollar fund of a big franchise, but if 
you are a smaller manager, you are 
under pressure to get the investor 
comfortable with your platform.”

Interestingly, despite market 
dislocation and investor risk aversion, 
only a fifth of respondents in our 
follow-up survey say that investors 
pulled out of a fundraise because of a 
long-term rethink about allocations 
to credit investments overall. 

With investors still keen for 
exposure to credit, the disruption 
period could actually present a 
chance for credit funds to stand out.

“Dislocation creates opportunity 
sets,” says Persaud. “Managers that 
can make the case that they can 
access those opportunity sets can 
differentiate themselves from the 
competition in the future.” 

Persaud notes that investors are 
now also asking whether a manager 
has a team with the experience and 
ability to manage workouts.

“There is another layer of track 
record that will start to distinguish 

Increase use of 
longer-term 
leverage

0%
Increase use of 
short-term 
bridging

22%
 No change
63%

 Decrease use of 
short-term 
bridging

7%
 Decrease use of 
longer-term 
leverage

27%

managers in the future as we move 
beyond the COVID crisis,” she 
explains. “It is harder for an investor 
to make that distinction in a stable, 
growing economy.” 

Credit fund managers that can 
navigate this disruption period will 
be positioned to benefit from the 
long-term trend of secular growth in 
their market. Banks are still cautious, 
investors still need to deploy and 
secure returns, and borrowers still 
need capital. COVID-19 has not 
changed the underlying growth 
drivers for the credit fund market, 
and investors remain eager to 
deal with managers that have the 
infrastructure and scale to manage 
workouts and source deals with 
attractive risk/reward dynamics.
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Tax efficiencies for non-US investors to attract non-US capital remain a 
major driver of fund structure choice, but greater regulatory scrutiny and 
shifting investor bases are proving increasingly influential. 

Section 2 
Structuring: The devil’s in the detail 

72%
of respondents say their strategies involve US loan origination, 
which generates e�ectively connected income (ECI)

57%
say they have used “treaty” fund structures for private debt funds to 
address tax issues generated by such strategies

41%
of managers using “treaty” structures say they require a 75% majority 
vote to exercise a no-fault removal, 47% say they require a two-thirds 
majority and just 12% require a simple 50% majority
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Private debt fundraising has been 
challenging in 2020. Investors around 
the world have taken stock of their 
portfolios following the COVID-19 
pandemic and put commitments to 
new funds on hold.

According to Preqin, private  
debt capital raised in the first quarter 
of 2020 was down 41% on the same 
quarter in 2019—the lowest quarterly 
total seen since 2016.3  Figures for the 
second quarter of the year showed 
some signs of recovery, with funds 
raised increasing from US$22 billion in  
Q1 to US$34 billion in Q2.4 

Despite this uplift, the backdrop 
for fundraising remains difficult. 
The contraction of the market due 
to COVID-19 will see shifts in the 
composition of credit fund investor 
bases, which will influence which fund 
structures managers decide to use.

TAX ISSUE TRENDS
Before lockdown conditions took 
hold, the tax position of investor 
base constituents was the key 
driver behind fund structures, 
and it continues to be a concern. 
Regular US loan origination results 
in taxation of ECI if it is conducted by 
a credit fund adviser for a fund. With 
managers typically raising funds 
from both US and non-US investors, 
offering non-US investors attractive 
post-tax returns has been a priority.

Managers have turned to season 
and sell structures, treaty funds, 
leveraged blockers and business 
development structures to solve 
the return issue for non-US LPs. As 
the make-up of credit fund investors 
changes post-COVID-19, so could 
the choice of preferred structures.

Whatever market dynamics 
emerge post-COVID-19, however, 
taxation is a live issue for managers 
and investors alike, with 72% of 
respondents in our pre-COVID-19 
survey pursuing strategies that involve 
US loan origination that generates ECI.

TALKING TREATIES
Treaty fund structures have grown in 
popularity as managers and investors 
have become more comfortable 
using them. In our first credit fund  
survey, conducted in 2018, 64% of 
respondents said they were planning 
to use treaty fund structures for the 
first time. This year, however, 57% 
of participants say they have already 
used treaty fund arrangements.

Anecdotally, Ropes & Gray’s 
attorneys have also seen an increase 
in interest both among managers 
and investors in treaty structures, 
and as a result, this year’s survey 
dove more deeply into treaty 
structures in the market. 

Among those who say they 
use such structures, most do 
so for investment management 
agreements (e.g., SMAs) and at the 
fund level for commingled funds.

According to Ropes & Gray’s  
O’Mary, treaty structures have gained 
traction with managers running direct 
lending strategies: “There are signs of 
a moderate increase in treaty funds 
on the direct lending front. Managers 
are more aware of the options, and 
experts around the treaty structures 
are now familiar with the problems 
these structures can produce.”

The Alternative Investment 
Fund Managers Directive (AIFMD) 
is also a factor for fund managers 
considering treaty arrangements, 
according to Eve Ellis, Ropes & 
Gray’s UK fund regulatory partner. 

AIFMD is a European Union (EU) 
law regulating alternative investment 
managers. Establishing an EU fund 
that is also managed in the EU can 
offer “passporting” rights that allow 
managers to market their funds 
across the whole of the EU without 
requiring regulatory clearance in 
each individual member state (which 
is the process for non-EU funds 
and managers, and can, in some 
jurisdictions, take approximately a 

3 Preqin Quarterly Update: Private Debt, Q1 2020. Prequin. August 4, 2020. 
 https://docs.preqin.com/quarterly/pd/Preqin-Quarterly-Update-Private-Debt-Q1-2020.pdf

4 "Private Debt Activity Recovers in Q2 2020." Prequin press release. August 4, 2020.  
https://www.preqin.com/Portals/0/Documents/About/press-release/2020/Aug/PD-Q2-2020.pdf

couple of months). As the majority 
of treaty structures make use of 
Ireland and Luxembourg, the AIFMD 
passport has served as another spur 
for treaty structure uptake.  

“The benefit of the AIFMD 
passport is that US managers are 
more willing to consider a European 
structure,” says Ellis. “If you combine 

FIGURE 6: (PRE-COVID-19 SURVEY) WHICH OF THE 
FOLLOWING STRUCTURES HAVE YOU USED FOR 
YOUR PRIVATE DEBT FUNDS TO ADDRESS TAX 
ISSUES WITH YOUR STRATEGIES THAT ENGAGE 
IN US LOAN ORIGINATION (ECI FOR NON-US 
INVESTORS)? (SELECT ALL THAT APPLY)

31%

Limit the number of US originations

36%

 Levered US blocker

39%

 Season and sell

44%

 Private business development company

46%

 Public business development company

51%

 Insurance dedicated fund

57%

 Treaty fund/Independent agent
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FIGURE 7:  (PRE-COVID-19 SURVEY) IF YOU USE TREATY/INDEPENDENT AGENT 
STRUCTURES FOR YOUR PRIVATE DEBT FUNDS TO ADDRESS TAX ISSUES WITH YOUR 
STRATEGIES THAT ENGAGE IN US LOAN ORIGINATION (ECI FOR NON-US INVESTORS), 
WHICH OF THE FOLLOWING DO YOU USE IT FOR? (SELECT ALL THAT APPLY)

 Special purpose vehicles below your funds

 For single LP funds

 At the fund level for commingled funds

 Investment Management Agreements (separately managed accounts)

66%

66%

41%

24%

14

that with tax benefits and the fact 
that you can have a structure that you 
can fully market in Europe, it gives you 
two benefits. That said, Brexit and 
other regulatory changes scheduled 
for next year are going to impact the 
European regulatory environment, 
and this may have consequences for 
US managers establishing European 
fund structures.”

Treaty structures, however, are not 
one-size-fits-all and can be arranged 
in a variety of ways, depending on the 
investor base.Credit fund managers 
can opt for so-called “bring your own” 
treaties, where all investors in the 
fund are residents of treaty countries. 
These LPs invest in a pooled fund that 
can then hire an adviser originating 
loans in the US without incurring ECI 
because of the treaty status of the 
investors in the fund. 

The fund itself can also be 
treated as a treaty resident, allowing 
investors who are not resident in a 
treaty jurisdiction to invest in the 
pooled fund and thus avoid ECI. Tom 
Alabaster, Ropes and Gray’s EMEA 
head of funds says, “Luxembourg 
and Ireland are the most used 
jurisdictions for these funds. In order 
for the fund to be treated as a good 
treaty resident in these jurisdictions, 
however, more than 50% of the fund 
must have US ownership.” 

For this pooled structure to work, 
the fund has to be able to show that it 
is independent and not just an adjunct 
of the adviser. Steps to demonstrate 
this include giving the fund levers to 
remove the adviser, restricting the 
adviser’s ability to invest in the pool, 
and the appointment of independent 
boards and GPs for the fund.

The structures are complex, but 
they avoid valuation, operations, and 
other issues raised by season and 
sell structures. Treaty structures 
also offer benefits from commercial 
characteristics that see all investors 
receive income from the same pool of 
assets, including origination income, 
rather than via multiple funds, as is 
the case in season and sell options.

The survey indicates that 
managers are evenly split between 
selecting Luxembourg versus Ireland: 

“We form vehicles in Luxembourg, 
as part of our diversified range of 
strategies to mitigate risks and 
maximize the efficiency of our 
returns,” says the managing director 
of a New York-based credit fund. “It is 
important to identify opportunities for 
tax exemptions in treaty jurisdictions 
from a client’s perspective. 
Luxembourg markets have been 
crucial to our strategic plans.” 

This accords with Alabaster’s 
experience, who says, “We have 

seen increasing use of Luxembourg 
structures, primarily limited 
partnerships, for global credit funds 
and funds managed by US managers. 
It is no longer the domain of only 
European managers and products—
US investors are increasingly familiar 
and comfortable with the product.”

UNDERSTANDING 
NO-FAULT REMOVALS

Removing a manager and finding 
a replacement is a difficult and 

FIGURE 8: (PRE-COVID-19 SURVEY) DO YOU FORM VEHICLES IN TREATY JURISDICTIONS?

No
53%

Yes, in both 
Luxembourg 
and Ireland

26%
Yes, in 
Luxembourg only

11%
Yes, in 
Ireland only

10%
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had funds that required a three-
quarter majority to exercise a no-fault 
removal. Almost half (47%) said they 
required a two-thirds majority, and just 
12% required a simple 50% majority.

“When treaty funds first launched, 
we often saw treaty funds that had 
a no-fault removal set at 50% of 
commitments. Recently, however, as 
managers and investors have become 
more familiar with the structure, the 
removal thresholds have been higher 
and more akin to a traditional fund. The 
results of our survey support what we 
have seen anecdotally in the market,” 
adds Ropes & Gray’s O’Mary.  

SEASON AND SELL SLIPS
Although season and sell structures 
have been in use since the 1990s, 
only 39% of respondents said they 
use these structures in our pre-
COVID-19 survey, slightly down from 
42% in our original survey in 2018.

Season and sell structures involve 
two funds, the first of which is engaged 
in loan origination and is offered to 
US investors and tax-exempt US 
investors, such as state pensions. The 
second fund in the structure is the one 
made available to non-US investors 
seeking protection from ECI and 
certain tax-exempt US investors.

The first fund, acting as principal in 
its own right, originates the loan and 
then holds it for a seasoning period 
(often between 60 and 90 days) before 
selling the loan to the second fund of 
non-US investors at fair market value.

For season and sell to work, it has 
to be demonstrated that the second 
fund is acting independently and that 
the originating fund is not simply an 
agent for the second fund.

While approaches here can vary, 
this can sometimes involve the use of 
a third party to validate the valuation 
of the loan between the two funds 
or, in some instances, approve the 
purchase. The investment adviser 
may also have different teams that act 
on behalf of the respective funds or 
take other measures.

Other structures that are popular 
among investors in the survey 
include insurance dedicated funds 
(51%) and public and private business 

development companies (46% and 
44% respectively). Just under a third 
of respondents (31%) say they have 
used leveraged blockers.

The uptake of leveraged blocker 
structures, meanwhile, appears to 
have levelled off after an initial spike 
in 2017 following tax changes and 
reductions to corporation tax in the US.

“There was a flurry of activity and 
focus on leveraged blockers with the 
reduction in the corporate tax rate in 
2017,” says James Brown, a partner 
in the tax & benefits department at 
Ropes & Gray. “There were some big 
funds raised that relied on blockers, 
but in my experience, there has 
not been a major shift to a blocker 
structure as opposed to others.”

According to Adam Greenwood, 
a partner practicing in the tax & 
benefits department of Ropes 
& Gray, the anticipated increase 
in fundraising for distressed and 
restructuring strategies could see a 
resurgence in the use of mezzanine 
exception fund structures. These are 
not classified as trader businesses 
that generate ECI because they have 
equity-like investment strategies.

“We have seen funds trying to 
get comfortable with mezzanine 
exception structures for strategies 
where the adviser is acquiring very 
junior unsecured debt, as well as 
substantial equity stakes in businesses 
impacted by COVID-19,” he says. “They 
are looking to treat this as activity that 
doesn’t give rise to ECI.”

unusual step, often only used as 
a last resort, as it can cause more 
harm than good and is a difficult 
decision for any investor. 

There are historically different 
practices for including no-fault 
removals in fund communities in the 
US, where the managers will operate, 
and Europe, where treaty structure 
funds are located. Research by  
MJ Hudson, for example, shows  
that while 85% of European private 
equity funds have no-fault removal 
rights, only 22% of US funds have  
the same clauses.5 

For credit managers who have, 
or are thinking about, using treaty 
structures, no-fault removal thresholds 
have become particularly topical as 
the COVID-19 crisis increases investor 
focus on risk management. No-fault 
removal clauses have historically been 
one way—although not the only way— 
to demonstrate the independence  
of a treaty resident pooled fund from 
an adviser.  For managers who do not 
traditionally include no-fault removal  
in their funds, including such a  
provision can be a key downside of a 
treaty structure.  

In addition, for US managers who 
have not used no-fault removal clauses 
in domestic documents and have not 
had to worry about these clauses in 
treaty fund structures in a bull market, 
this could now become an important 
consideration when thinking about 
potential fund structures in the future. 

Cause events only occur when 
certain actions by the manager, such 
as fraud, allow investors to trigger a 
partnership termination or hire a new 
general partner. In contrast, in no-fault 
removals, limited partners do not have 
to rely on showing cause to make a 
change in fund sponsor. 

No-fault removals, however, 
because of their extreme result 
without necessarily any fault on the 
part of the fund sponsor, usually require 
super majorities, typically between 
two-thirds to 75% of investors, to 
proceed in the non-treaty context—in 
some cases, this can sit as high as 90%.

Respondents to our pre-
COVID-19 survey indicated that 41% 
of managers using treaty structures 

5  MJ Hudson  
PE Fund Terms 
Report Complete 
5th Edition. Page 
11. MJ Hudson. 
November 15, 
2019. https://www.
mjhudson.com/
download/fund-
terms-5th-edition/
mj-hudson-pe-
fund-terms-
report-complete-
5th-edition/

FIGURE 11:  (PRE-COVID-19 SURVEY) WHAT  LEVEL 
OF INVESTOR VOTE IS NEEDED TO REMOVE YOU AS 
A MANAGER WITHOUT CAUSE  (ON A “NO FAULT” 
BASIS)? (TREATY INVESTORS ONLY)

50% of investors

Two-thirds of investors

75% of investors

41%

47%

12%
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Credit fund managers were already paying close attention to managing 
conflicts of interest before COVID-19, but the pandemic has brought  
the issue into even sharper focus.  

59%
of credit fund managers say they receive compensation from 
types of fees other than management fees and carried interest or 
performance allocations—up from 44% in 2018 

69%
of those who receive compensation from other types of fees do so 
through loan servicing/administration fees, while 63% are reimbursed 
for in-house attorneys or other administrative services and 47% 
receive upfront/origination fees 

22%
of managers say that, while they cannot do end-of-life transactions 
without investor consent currently, they intend to change their terms 
so that they would not require investor consent for future funds

54%
say their commingled funds are not permitted to acquire assets 
from funds that are near the end of their life without investor 
consent, and they have no intention to change this policy 

Section 3 
Conflicts: COVID-19  
forces greater attentiveness
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The growth of the credit fund 
industry during the past decade—
annual global private debt 
fundraising alone has increased 
almost sixfold since 20096 —
has seen credit fund managers 
continue the trend of building out 
full-service investment platforms 
and managing multiple funds and 
special accounts in parallel.

Broadening the palette of credit 
strategies has allowed managers to 
tailor their products to the specific 
needs of more investors and cater to 
a variety of risk/return expectations.

Running money across a wider 
range of strategies, however, throws 
up potential conflicts unique to 
credit, especially in scenarios where 
managers hold different tranches 
of a company’s debt and, in some 
cases, even equity. 

Other unique conflicts in  
credit platforms include types 
of additional income (on top of 
traditional management fees and 
performance allocations or carried 
interest) that raise different and 
sometimes lesser conflict issues 
than in other types of strategies. 

Distinctive issues in credit also 
include end-of-life deals and cross-
transactions, particularly where 
managers (in competition with 
banks) are attempting to provide a 
continuous source of lending capital 
from closed-end fund platforms 
that have term lives, and the use 
of material non-public information 
(MNPI) in the debt market.

Credit fund managers have taken 
steps to address such conflicts, 
according to Jason E. Brown,  
a Ropes & Gray partner in the 
firm’s asset management group. 

“A few years ago, some of these 
conflicts might have taken newer 
managers and entrants to the 
market by surprise,” he says. “I don’t 
think they take anyone by surprise 
anymore. Firms have become 
more sophisticated, in terms of 
both conflict identification and the 
internal mechanisms they have in 
place to deal with those conflicts.”

While managing conflicts of 
interest was already moving up the 

list of priorities for credit managers, 
COVID-19 has made the topic even 
more important.

In the first instance, lockdowns 
have seen the earnings of companies 
across the board fall into steep 
decline. This has forced a significant 
increase in businesses entering 
Chapter 11, with more financial 
distress anticipated as government 
support programs unwind.

In July 2020, for example, there 
were 643 total commercial Chapter 
11 filings, a year-on-year increase of 
52%.7  A survey of credit managers 
by LCD Research, meanwhile, shows 
respondents preparing for defaults 
to climb to above the 5% threshold 
this year.8 

With the prospect of bankruptcy 
and restructuring becoming a reality 
for many, the processes that credit 
fund managers have in place to 
navigate conflicts are being tested. 

While, in general, the ability to 
manage many conflicts-of-interest 
scenarios varies among managers and 
funds as these are highly negotiated 
provisions, credit funds that are 
managing the following products 
on the same platform will have to be 
particularly mindful of conflicts issues: 
SMAs (which tend to give investors 
greater control rights); private funds 
that have agreed to restrictive 
conflicts provisions; tightly regulated 
Employee Retirement Income 
Security Act accounts; and registered 
investment companies/business 
development companies (BDCs). 

In particular, especially in early 
COVID-19 lockdown situations, some 
managers were finding their options 
to solve liquidity or other concerns 
limited by their documentation in ways 
that they did not anticipate in normal 
market environments, but that were 
designed to reduce conflicts.  

In the bull market of the past 
ten years, many of these situations 
would have been hypothetical. In 
the current environment, where 
managers will have multiple 
mandates invested across different 
parts of the same capital structure, 
conflicts can arise, including deciding 
whether to push for bankruptcy, 

restructuring or forbearance.  
These conflicts are magnified when 
one or more of  the participating 
funds are registered investment 
companies or BDCs. 

 Over the past several years, 
many credit fund managers have 
organized investment companies or 
BDCs with credit strategies and may 
seek to have these funds co-invest 
with their private funds. Managers of 
these vehicles need to understand 
the limitations imposed by Section 
17 of the Investment Company Act 
(Section 57 for BDCs) on the ability 
of these vehicles to engage in joint 
transactions with their affiliates. 

Sarah Clinton, a partner in Ropes 
& Gray’s asset management group, 
notes that she and other partners in 
the firm’s registered fund practice 
work regularly with clients to help them 
structure their investments in a way 
that allows side-by-side investing by 
private funds and registered funds.

Closed-end investment 
companies and BDCs, which can 
be listed or unlisted, are able to 
hold the less liquid assets that are 
frequently part of credit portfolios.  
While it is typical for unlisted closed-
end investment companies and 
non-traded BDCs to offer investors 
periodic liquidity, credit managers 
can manage these liquidity needs 
in a variety of ways. For example, 
managers can  invest a small 
portion of the portfolio’s assets in 
more liquid securities that, when 
needed, can be reduced to cash to 
satisfy requests for liquidity from 
investors in connection with periodic 
repurchase or tender offers.  

“Tender offer funds and 
interval funds are not new, from a 
regulatory perspective, but they 
are increasingly popular because 
of their ability to hold less liquid 
investments, which managers want 
to make available to a more retail 
investor base,” says Elizabeth Reza, 
a partner in Ropes & Gray’s asset 
management group and co-head 
of the firm’s registered funds 
practice. “Managing liquidity in these 
vehicles is particularly important 
during periods of market volatility.”

6 2020 Private 
Equity Outlook. 
PitchBook. 
December 13, 
2019. https://
pitchbook.com/
news/reports/4q-
2019-pitchbook-
analyst-note-
2020-private-
equity-outlook 
 

7 “July Commercial 
Chapter 11s 
Increase 52 
Percent over 
Last Year, Total 
Filings Down 33 
Percent.” American 
Bankruptcy 
Institute. August 5, 
2020. https://www.
abi.org/newsroom/
press-releases/
july-commercial-
chapter-11s-
increase-52-
percent-over-last-
year-total-filings 
 

8 LCD Survey: 
US leveraged 
loan default rate 
expected to rise to 
5.3% by year-end. 
LCD News. S&P 
Global. July 10, 
2020. https://www.
spglobal.com/
marketintelligence/
en/news-insights/
latest-news-
headlines/
leveraged-
loan-news/
lcd-survey-us-
leveraged-loan-
default-rate-
expected-to-rise-
to-53-by-year-end
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Eva Carman, managing partner 
of Ropes & Gray’s New York 
office and co-head of the firm’s 
global securities enforcement 
practice, says managers will have 
to be careful when responding to 
the extraordinary circumstances of 
COVID-19. 

Although fund documents  
will often give managers scope to 
move outside their target allocations 
and strategies, communicating any 
such steps to all stakeholders is 
advisable as it is expected that this is 
an area to which the Securities and 
Exchange Commission (SEC) will  
pay closer attention.

“When there is a major market 
dislocation, managers may choose 
to pursue strategies that historically 
may not have been considered  
part of their core strategy,” says 
Carman. “Such shifts may draw 
interest from the SEC examination 
staff, who may want to explore 
whether these changes could be 
seen to give rise to a shift that is 
beyond the fund’s mandate.”

Brown adds that he expects the 
SEC to scrutinize how managers 
have assigned value to their assets 
when markets have locked up. 

In this situation, a manager must 
determine whether to deviate from 
the current market price if they believe 
that such price is not representative of 
the fair value of the asset (i.e., the price 
represents a “fire sale” value, rather 
than the price that could be obtained 
in an orderly market transaction). 

Such valuation decisions should 
be well-documented and consistent 
with the manager’s policies and 
procedures. Jeremiah Williams, a 
Ropes & Gray partner and former 
SEC enforcement attorney, notes 
that the SEC will closely scrutinize 
the valuation policy when assessing 
a manager’s pricing decisions.

Market disruption also puts 
allocation procedures under the 
spotlight.  For example, private 
equity affiliates of credit platforms 
may see opportunities to invest in 
certain securities that would, in more 
stable or lower returning markets, be 
the preserve of credit teams. 

If the loans of a private equity 
portfolio company are trading at a 
substantial discount, the expected 
returns may be within the return 
target for the private equity affiliate.  

As a result, such loans would be 
attractive for both the credit and 
private equity affiliate (whereas, 
under normal market conditions, 
only the credit affiliate would be 
interested in such loans).  Managers 
should be carefully considering their 
allocation policies and disclosures in 
light of these issues. 

FEES
Another area of focus for the SEC 
since COVID-19 is fees and how 
these are billed. In a recent Risk 
Alert published by the SEC covering 
private funds, the regulator identified 
“deficiencies” in the charging of 
fees and expenses by private funds 
that “may have caused investors in 
private funds to pay more in fees and 
expenses than they should have.”9

With the SEC monitoring fees 
more closely, credit managers should 

Loan servicing/
admin fees

69%

Reimbursement for 
in-house attorneys, 
or other in-house 
admin services

63%

Up-front/
origination fees

47%

FIGURE 10: (PRE-COVID-19 
SURVEY) IF SO, WHAT TYPE OF 
FEES? (SELECT ALL THAT APPLY)

FIGURE 9: (PRE-COVID-19 
SURVEY) DO YOU RECEIVE 
COMPENSATION FROM 
ANY TYPES OF FEES (THAT 
ARE NOT OFFSET) OTHER 
THAN MANAGEMENT FEES 
AND CARRIED INTEREST/
PERFORMANCE ALLOCATIONS?

NoYes 

59 41

9 “Observations from Examinations of 
Investment Advisers Managing Private Funds.” 
SEC Risk Alert. June 23, 2020. https://www.
sec.gov/files/Private%20Fund%20Risk%20
Alert_0.pdf
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review their policies and disclosures for 
charging fees outside of management 
fees and performance allocations or 
carried interest against best practices 
and SEC guidance.

According to the survey 
conducted just as lockdown 
measures began to be implemented, 
59% of respondents received 
compensation from fees other than 
management fees and carry. This was 
an increase from the 44% recorded 
in Ropes & Gray’s 2018 survey that 
asked the same question.

One explanation for the upward 
trend in the number of managers 
receiving other fees could be the 
squeeze on management fees.

According to Preqin, the median 
management fee for private debt 
funds was 2% for 2013 and 2014 
fund vehicles.10  In 2018 and 2019, by 
contrast, median private debt fund 
management fees were coming in at 
1.75%.11 Furthermore, management 
fee rates among different credit 

strategies vary widely depending on 
the strategy and return profile of the 
particular credit fund.   

This overall trend towards lower 
management fee rates, combined 
with the fact that many credit funds 
receive fees only for deployed 
capital, rather than committed 
capital, could be pushing managers 
to look for avenues to bring in 
additional regular income in ways 
that align with investor expectations 
and are tailored to credit strategies.

Of the respondents in the survey 
who did take receipt of additional 
fee income, more than two-thirds 
(69%) did so for loan servicing and 
administrative fees, which is common 
in credit where this service may 
otherwise be provided by third parties 
to a fund’s third-party borrowers.  

The survey also found that 63% 
of respondents reported taking 
some additional reimbursement 
for in-house attorneys or other 
administrative services, reflecting 

a growing trend throughout the 
private funds industry not only 
among credit managers.

 In addition, 47% of sponsors 
reported receiving up-front/
origination fees in connection with 
some strategies. 

“Apart from performance-
based figures, we receive fees 
for legal services and in-house 
administration. Other than that, 
the usual fee structure is followed 
throughout, with emphasis on 
performance parameters and 
investment returns,” says the 
general counsel of a credit fund 
based in California.

According to Carman, both the 
increase in the number of firms 
charging additional fees and the 
broader range of services for which 
fees are charged could reflect the fact 
that credit fund platforms are larger 
and have more resources at their 
disposal—an overall trend reflected in 
the asset management space as well.

 10  “Average 
Private Debt 
Management 
Fees Fall to 
1.50%.” Press 
Release. Prequin. 
December 12, 
2017. https://
docs.preqin.com/
press/PD-Fees-
Dec-17.pdf 
 

11  The 2019 Preqin 
Private Capital 
Fund Terms 
Advisor. Prequin. 
March 1, 2019. 
https://docs.
preqin.com/
samples/2019-
Preqin-Private-
Capital-Fund-
Terms-Advisor-
Sample-Pages.
pdf
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“Advisers believe that, if they 
are really vertically integrated in 
terms of providing services to their 
funds, they can potentially be more 
efficient,” she explains. “If you look 
at in-house expenses, for example, 
managers will question why they 
should hire a third party at great 
expense when they can potentially 
do it better and at lower cost. That is 
certainly a trend that we have seen. 
For greater efficiency, people are 
trying to pull all of the systems within 
their control in-house.”  

With loan servicing, many 
managers are seeing the benefit of 
providing full-service platforms to 
borrowers instead of using third-party 
service providers in order to provide 
a competitive advantage, a revenue 
source and greater control. 

In addition, these types of 
services, which are provided directly 
to borrowers and are typically 
therefore not at the cost of fund or 
client accounts and merely replace 
third-party providers that would 
otherwise be providing the service, 
do not provide the type of direct 
conflicts as fees borne by investors.

END-OF-LIFE TRANSACTIONS
During the past decade, GP-
led secondaries and fund 
restructurings have become 
an acceptable way for GPs to 
provide investors with liquidity 
in the private equity fund space. 
PitchBook forecasts a scenario 
where GP-led deals could surpass 
traditional LP secondaries in the 
coming years.12

The use of these restructuring 
deals by credit funds has not been 
as prevalent, but there are signs that 
uptake is on the rise. Katie Waite,  
an asset management partner 
at Ropes & Gray, sees the fund 
restructurings as attractive to credit 
managers for a number of reasons.

“Credit fund GPs may benefit 
from additional time to manage a 
portfolio as a result of the recycling 
terms that typically apply to credit 
funds,” she says. “In particular, due to 
the GP’s ability to recycle investment 
proceeds from early investments 

asset’s value. Fund sponsors also 
may find that by packaging assets 
together for sale as part of a GP-led 
restructuring they can achieve 
greater returns than they might 
selling the assets individually. 

While historically many secondary 
buyers have shied away from credit 
fund secondaries because of lower 
returns in the asset class, in recent 
years there have been a number of 
secondary buyers focused on the 
potential portfolio construction 
benefits of including some credit 
exposure in their funds. 

Ropes & Gray asset 
management partner Adam 
Dobson notes, “Credit and  
distressed funds have accounted 
for a growing percentage of GP-
led activity in recent years and, 
in particular, in 2020. Secondary 
buyers also are very focused on 
opportunities where additional capital 
and time could be transformative to 
the underlying asset.”

In addition, the increase in closed-
end and term life fund structures 
for credit managers, which seek to 
replace bank lending and therefore 
provide continuous sources of loan 
capital, has led to unique structural 
concerns for credit managers.  

Similarly, investors in closed-end 
credit fund structures, which mitigate 
conflicts sometimes found in open-
end structures, struggle with the 
ramp-up and ramp-down of closed-
end credit funds, which impacts their 
returns.  This has led to an increase 
in credit fund managers attempting 
to build in greater flexibility to 
address these end-of-life concerns, 
particularly where assets may still 
be attractive, but mismatched to 
investors’ time horizon expectations. 

Although more than 54% of 
respondents in our pre-COVID-19 
survey said their commingled funds 
were not permitted to pursue an 
end-of-life transaction without 
investor consent, and had no plans 
to change their practices, more than 
a fifth (22%) said that they intended 
to change their terms so that they 
would not require investor consent 
for future funds. 

and the timing of loan maturities, it 
is relatively common that a credit 
fund is still holding a number of 
investments at the expiration of its 
term. Even when the positions are not 
moved to a watch list or on distressed 
status, secondary buyers will often 
expect to purchase the positions at a 
discount. A GP-led restructuring may 
give the GP additional time to realize 
the portfolio (and even to infuse 
additional cash, as needed).”

In addition, the fact that 
COVID-19 disruption could prolong 
the lives of funds already at the end 
of their tenure serves as a further 
impetus for credit fund managers 
and their investors to look at end- 
of-life solutions. 

Isabel Dische, a partner 
in Ropes & Gray’s asset 
management practice, notes that 
fund recapitalizations can fit with 
a credit manager’s investment 
thesis, even more so in the current 
environment: “Particularly during 
market dislocations such as we’ve 
seen with COVID-19, credit fund 
managers may need more time and/
or capital to manage positions that 
have fallen into watch or distress 
status. In addition to offering a 
liquidity option for existing investors, 
fund recapitalizations also give a 
credit manager the time and capital 
to optimally manage their portfolio.”

These GP-led restructurings  
can be beneficial for both seller  
and buyer due to their differing  
time horizons.  

“Investors just want their 
liquidity. They’ve been in the fund 
for 10 to 15 years and they just want 
out,” says Brown. “There are often 
investments in these funds that are 
valuable, but not today. This gives 
an opportunity for investors in the 
older fund to get liquidity and for 
investors in the newer fund to get an 
investment that the adviser thinks 
is still valuable, but perhaps over a 
longer time frame.”

This is particularly relevant  
under choppier market conditions 
such as we have seen in 2020,  
where sponsors may worry the 
market is not acknowledging an 

12  2020 Private 
Equity Outlook. 
Op cit. Page 6.
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13 “Observations from Examinations of 
Investment Advisers Managing Private Funds.” 
Op cit.

Just under a quarter of the 
managers polled (24%) said they 
could do an end-of-life transaction, 
but only with advisory committee/
LPAC consent.

MNPI AND LOANS
In the aforementioned Risk Alert 
from the SEC, the regulator also 
highlighted the use of MNPI as an 
area of concern.  

The SEC said its staff had 
observed “private fund advisers 
that failed to establish, maintain, 
and enforce written policies and 
procedures reasonably designed  
to prevent the misuse of MNPI.”  
It also noted that advisers had not 
addressed risks around how staff 
could obtain MNPI.13 

According to Dan O’Connor, a 
partner in Ropes & Gray’s litigation 
and enforcement practice and 
former Senior Trial Counsel at the 
SEC, this is the latest step signaling  
a renewed focus on MNPI compliance 
and insider trading risk. 

“I think we are ushering in an age 
of more interest in insider trading,” 
he says. “While not traditionally a 
focus of interest for credit funds, 
given this SEC interest, our credit 
fund clients have been particularly 
focused on questions associated 
with whether or not they need to 
restrict their trading in publicly 

traded debt when they are getting 
insights into an issuer by virtue of 
receiving information pursuant to 
rights associated with their loan 
positions, or by virtue of potentially 
having some type of an equity 
interest in or other connection to 
the issuer.”

Matt McGinnis, a litigation  
and enforcement partner at  
Ropes & Gray, adds: “People are 
giving it more consideration and 
revisiting questions around whether 
they want to have walls in place or 
ring fence people. These questions 
are being raised in the market and 
I expect to see more on that front 
from the regulators as well.”

In terms of managing MNPI 
issues, in the event that managers 
separately sign a non-disclosure 
agreement with an issuer or a third 
party regarding a process related 
to the issuer, many will set up a wall 
around the deal team and keep 
trading on loans until they get close 
to doing a deal. 

“Setting up a wall around the 
deal team is essential, given the 
extent of the information received 
and to be able to act on it without a 
biased outlook,” says the president 
and chief investment officer of a 
credit fund based in New York. “The 
process is tough on decision-makers 
and trading functionality since it 

initially involves uncertainty and lacks 
a long-term view.”

With respect to other  
measures credit funds are taking 
to comply with MNPI rules, many 
respondents restrict trading of 
total return swaps (TRS) that 
are based in part on loans of the 
issuer, when they purchase loans 
via Loan Syndications and Trading 
Association or Loan Market 
Association processes, and they 
agree to receive confidential  
issuer information.  

Although specific practices for 
trading in TRS and other instruments 
while in possession of MNPI continue 
to vary among market participants, 
there is a notable trend toward 
caution, in the form of either walls  
or trading restrictions.  

As the head of private debt 
for one New York credit fund 
summed it up, “For publicly-traded 
securities and credit default swaps 
of distressed loan accounts, it is 
best to focus on returns from the 
purchase rather than thinking about 
subsequent investment[s].”  

FIGURE 11: (PRE-COVID-19 SURVEY) FOR YOUR COMMINGLED FUNDS, WHICH OF THE FOLLOWING 
STATEMENTS BEST DESCRIBES YOUR POSITION ON “END-OF-LIFE” TRANSACTIONS, WHERE AFFILIATED 
FUNDS ACQUIRE ASSETS FROM FUNDS THAT ARE NEAR THE END OF THEIR LIFE? (SELECT ONE)

Our commingled funds are NOT permitted to do this unless we get investor consent, but we intend to change our terms so we do not 
need consent in future funds

Our commingled funds are permitted to do this but ONLY WITH Advisory Committee/LPAC consent

Our commingled funds are NOT permitted to do this unless we get investor consent and we do not intend to change our practices

24%

54%

22%
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60%
of respondents say access to liquidity has been the most signi�cant 
characteristic of value preservation for deals during the COVID-19 
disruption—57% say having �nancial covenants is signi�cant while 
the same percentage say collateral and guaranty structures are key

37%
cite the ability to creatively and aggressively structure their 
investments as the most important tool when winning new deals in the 
past six months, with a strong sourcing network a close second at 33%

63%
of investors say they began the disruption period with a focus on 
downside protection, though 33% of those shifted their focus to 
upside returns later in the period

The COVID-19 disruption period has seen lenders benefit from flexible 
strategies with plenty of dry powder, strong sourcing networks and  
a dual focus on downside protection and upside returns.

Section 4
Transactions: 
Lenders focus on credit quality  
and cash in a post-disruption world
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Throughout the disruption caused 
by COVID-19, credit fund managers 
have turned their attention to 
protecting existing portfolio value 
to see credit funds through this 
unprecedented period of market 
volatility, with the ability to support 
investments with follow-on liquidity 
an important factor in their ability to 
preserve value. 

Corporate bankruptcy filings in 
the US are on pace to surpass figures 
for 2009, the year following the 
financial crisis. In 2020, approximately 
50 companies with assets of more 
than US$1 billion each had filed 
for Chapter 11, according to the 
Debtwire Restructuring Database.

Against this challenging backdrop, 
portfolio management and taking 
advantage of new opportunities have 
both been important priorities for 
credit fund managers. 

Our follow-up survey of US and 
UK credit fund managers, which 
was conducted in late September 
2020, six months into the COVID-19 
shutdown in the US, reflects these 
priorities: 60% of respondents cite 
access to dry powder as the most 
significant characteristic of value 
preservation in deals during the 
crisis, though nearly as many (57%) 
highlight financial covenants and the 
same percentage (57%) cite strong 
collateral and guaranty packages as 
having made the critical difference.

“Borrowers are looking to improve 
their cash reserves by drawing on 
existing revolvers. Financial covenants 
have been significant during this 
period, which will enhance the 
potential for long-term returns,” says 
the partner and chief investment 
officer of a fund based in New York— 
a sentiment echoed by many others.

According to Ropes & Gray 
finance and capital solutions 
partner Alyson Gal, this focus 
on liquidity has also informed new 
deal activity, with much of the new 
financing deal flow early in the 
disruption period being derived 
from companies looking to fill gaps 
in liquidity caused by the impact 
of shutdowns on their ability to 
generate cash flow.

“There has been robust deal flow 
in the rescue and bridge liquidity 
arena, where companies that have 
struggled have sought to raise 
additional liquidity to carry them 
through this period—in a number  
of cases by dropping assets 
into leverable structures using 
investment capacity or by  
creating super priority debt 
tranches,” she says.

SOME BORROWERS ARE 
PAYING A PREMIUM

Access to finance, however, has 
bifurcated by industry. Sectors 
such as health care and technology, 
which have continued operating 
relatively unaffected, have been 
able to tap credit markets on  
pre-pandemic terms.  

Industries dependent on  
in-person social interaction— 
such as brick and mortar retail, 
leisure, commercial real estate  
and airlines —have not been able  
to secure financing as easily and 
have paid more for capital on  
tighter terms.

“Borrowers with weaker credit 
quality have faced challenges when 
raising capital,” says Ropes & Gray 
capital solutions and special 
situations partner Robb Tretter. 
“Real estate investment trusts with 
portfolios of commercial buildings 
and malls, for example, were able to 
raise capital at rates of around 4% 
to 5% pre-pandemic. Now they are 
offering yields in the upper single 
digits or low double digits with 
additional equity coverage  
and original issue discounts.”  

Credits subject to ratings 
downgrades have encountered 
similar headwinds.

Although existing lenders  
have adopted a pragmatic  
approach to ratings downgrades—
holding on to downgraded credits 
rather than cutting and running—
this activity has seen trading prices 
of current debt deteriorate,  
making it more difficult to raise 
additional funding.

“For those experiencing ratings 
downgrades, it is more difficult 
to raise new capital because 

FIGURE 12: (POST-COVID-19 SURVEY) WHICH TRANSACTION CHARACTERISTICS (OR THE 
LACK OF SUCH) HAVE PROVEN TO BE THE MOST SIGNIFICANT TO VALUE PRESERVATION IN 
YOUR CURRENT DEALS OVER THE COVID-19 DISRUPTION PERIOD? (SELECT ALL THAT APPLY)

 Equity cushion/low leverage

 Borrower management/sponsor expertise

 Borrower industry

 Structure (collateral and guaranty package)

 Financial covenants

 Liquidity facility/revolver

60%

57%

57%

37%

33%

23%
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downgrades usually result in lower 
secondary trading prices, and thus 
a greater discount to par that they 
have to pay. If they are doing an 
amendment, they may have to pay 
more, as well, including potentially 
returning the paper to par values. 
That tends to create additional 
liquidity problems for borrowers,” 
says Ropes & Gray finance and 
capital solutions partner  
Leonard Klingbaum. 

THE VALUE OF FLEXIBILITY  
Financing any business through the 
disruption caused by COVID-19 has 
demanded a creative and flexible 
approach to structuring for every 
sector, as well as origination and 
deal sourcing capability.

Our follow-up post-COVID-19 
survey shows that 37% of 
respondents cite the ability to 
creatively and aggressively structure 
their investment as the most 
important tool when completing new 
deals under COVID-19, while a third 
point to a strong sourcing network. 
Just over a quarter (27%) say flexible 
capital (i.e., the ability to invest up and 
down the capital stack) tops their list. 

“Credit fund managers that have 
access to enough liquidity to support 
their investments and seek new 
opportunities have a huge advantage, 
because they can structure an 
investment in a flexible way that suits 
the specific situation of the business,” 
says Gal. “This is a market that favors 
credit fund managers with flexible 
strategies and big pockets.”

Tretter points to one example 
of this creative approach when 
financing packages are put together 
during this period of disruption: 
credit fund managers have been 
open to blending equity and debt in 
capital structures.

“There have been transactions 
that are essentially large debt deals, 
but with a huge slice of equity. It is a 
dual track approach to financing.  
We have seen a lot of these 
structures,” he says.

Consistent with this focus on 
downside protection along with upside 
returns, one survey respondent cited 

FIGURE 13: (POST-COVID-19 SURVEY) WHAT HAVE YOU FOUND TO BE THE MOST 
IMPORTANT TOOLS IN YOUR ABILITY TO INVEST IN NEW DEALS DURING THE 
DISRUPTION PERIOD CAUSED BY COVID-19? (SELECT ONE) 

In-depth analysis

Flexible capital (i.e., ability to invest up and down the capital stack as appropriate)

Strong sourcing network

Ability to creatively/aggressively structure the investment

37%

33%

27%

3%

FIGURE 14: (POST-COVID-19 SURVEY) WHICH BEST DESCRIBES YOUR RISK/RETURN 
PERSPECTIVE OVER THE DISRUPTION PERIOD CAUSED BY COVID-19 IN TERMS OF THE 
INVESTMENTS THAT YOU HAVE MADE? (SELECT ONE)

Initially focused on upside return pro�le and shifted to more downside risk (initially mezz debt/preferred equity/common equity/or 
other equity-like returns, and shifted to senior debt and/or secured debt)

Same throughout with focus on upside return pro�le (mezz debt/preferred equity/common equity/or other equity-like returns)

Same throughout with focus on downside risks (senior debt and/or secured debt)

Initially focused on downside risks and shifted to upside return pro�le (initially senior debt and/or secured debt, and shifted
to mezz debt/preferred equity/common equity/or other equity-like returns)

33%

30%

20%

17%
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a blending of converts with collateral 
as providing both downside protection 
and upside potential.

Being able to buy paper at 
lower prices, coupled with growing 
flexibility on investment strategy has 
also opened windows for existing 
lenders to “buy more paper” in 
favored credits that may have been 
subject to a ratings downgrade,  
adds Klingbaum. 

RISK MANAGEMENT REMAINS 
In this volatile market, innovative 
structuring has also allowed  
credit funds to manage risks  
on new investments. Risk/return 
perspectives have shifted in  
recent months and the emphasis 
has pivoted towards the 
management of downside risk.  

Nearly  a third of respondents in 
our post-COVID-19 survey (30%) 
say they focused only on downside 
risks in their new deals during the 
disruption caused by COVID-19, 
while 33% say they shifted from 
downside risks to a greater focus 
on the upside return profile. A fifth 
(20%) say that they maintained 
a focus on upside return  profiles 
throughout the period.

“Credit funds are being very 
careful in their risk-reward analysis,” 
says Ropes & Gray’s Gal. “There were 
a lot of companies out there looking 
for liquidity, but in many cases did 
not present a strong credit picture.  
There are attractive deals from a 
credit perspective, but there is a ton 
of competition for healthy deals with 
good credit quality.”

With the focus on taking an 
appropriate approach to risk, credit 
funds have sought out deals where 
there is room to gain a preferential 
position in the capital structure or 
a large equity cushion ahead of the 
debt, to reduce lender exposure.

“We have been working on a 
number of deals where investors are 
looking at transactions that either 
effectuate enhanced recovery for 
creditor classes or allow incoming 
lenders to secure enhanced 
recovery versus other creditors in 
the capital stack,” says Klingbaum. 

“Investors are looking for security 
as close to senior as they can get, 
without having to secure consent 
from minority groups of creditors—
who are unlikely to give it anyway.”

Klingbaum adds that, as the 
majority of “actionable opportunities 
are actionable largely by existing 
lenders,” it is difficult for new 
investors to secure positions in 
senior or super senior debt tranches. 
This will see investors look at each 
situation and assess whether they 
can invest outside of the senior debt, 
but still limit risk exposure.

“If there is a company that has a 
senior secured credit agreement, 
but doesn’t have any unsecured 
obligations, investors may see 
the chance to come in and take a 
preferred stock option to jump the 
equity cushion, even if they are still 
behind that most senior piece of 
capital,” says Klingbaum. 

Gal adds that a number of 
managers are pushing for a position 
at the top of the capital structure but 
with some kind of equity upside—
”Investors are trying to get to the 
most senior level they can but with 
the right return.”

TESTING TIMES FOR TERMS
Whether investors are deploying 
capital into new opportunities or 
managing existing investments 
through current headwinds,  
credit terms have been an  
essential pillar of value 
preservation and risk mitigation. 

More than half of the  
respondents (57%) in our post-
COVID-19 survey cite collateral 
and guaranty packages, and the 
same percentage identify financial 
covenants, as the critical factors as 
to how existing investments maintain 
value, including through workouts, 
during the disruption (see page 23).

The firmer stance taken by 
lenders on terms, however, was 
already taking hold before the spread 
of the pandemic. 

For example, in Ropes & Gray’s 
first 2020 survey of credit funds, 
conducted just before COVID-19 
hit the US, 84% of participants said 

protections against “black holes” 
and “trap doors” were essential for 
their loan transactions. Just under 
two-thirds (61%) said financial 
maintenance covenants were 
essential, and 54% said they insisted 
on most-favored-nation terms 
(which adjust existing debt to the 
same yields as new borrowings) on 
any pari passu debt incurrence.

“Black hole” and “trap door” 
terms have been particularly  
topical after retailers and consumer 
companies, including J.Crew, 
Clare’s Stores and Revlon, were 
able to bypass incumbent lenders 
and raise additional leverage by 
transferring intellectual property 
into unrestricted subsidiaries  
that were not subject to loan 
agreement covenants.

Lenders moved to close these 
“trap doors” in future transactions 
but, as COVID-19 hits earnings, 
borrowers are once again exploring 
the possibility of using unrestricted 
subsidiaries to raise additional cash.

“There is a determined, laser- 
like focus on mechanisms that have 
been used in recent years to move 
value away from existing lenders in 
order to provide additional sources 
of liquidity,” says Gal. “Lenders 
have seen that they need to limit 
unexpected flexibility on the 
borrower side to shift assets around. 
Tightening up those provisions is a 
big area of focus.” 

This is not a new topic, but 
because of the pressure on 
companies to raise liquidity, 
borrowers have been trying to 
explore those mechanics even 
more aggressively.

The urgent need for liquidity, 
however, has motivated lenders 
to also extend forbearance to 
borrowers on covenants. Given the 
circumstances, lenders have been 
willing to freeze financial covenants 
to give credits more breathing room. 

According to S&P’s LCD  
Playbook, there were three times 
as many year-on-year credit 
agreement amendments in the year 
up to May 2020 than over the same 
period in 2019.14 

14 “Credit Agreements: 
Amendments to 
Consider in Light 
of COVID-19.” May 
21, 2020. Alexandru 
Mocanu, Enia Gyan. 
Ropes & Gray. https://
www.ropesgray.
com/en/newsroom/
alerts/2020/05/
Credit-Agreements-
Amendments-to-
Consider-in-Light-
of-COVID-19
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 Equity participation

 Protection against movement of material intellectual property outside of restricted group

 Dividend blockers until deleveraging

 Protection against non pro rata payments and exchange o�ers

 MFN protection on incremental pari passu debt incurrence

 Financial maintenance covenants

 Protection against “black holes” and “trap doors”, i.e., unlimited investments in non loan party restricted subsidiaries, 
and unlimited investments using the proceeds of such)

52%

49%

84%

61%

54%

51%

32%

FIGURE 15: (PRE-COVID-19 SURVEY) WHICH OF THE ITEMS LISTED BELOW DOES YOUR TEAM CONSIDER 
“MUST HAVES” IN LOAN TRANSACTIONS IN WHICH YOU PARTICIPATE? (SELECT ALL THAT APPLY) 
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 Neither of the 
above, so long as all 
lenders have an 
equal opportunity 
to share in consent 
consideration

45%

Non pro rata 
payments and 
exchange o�ers

28%

 Layering via 
creating claim or 
lien subordination

39%

FIGURE 16: (PRE-COVID-19 
SURVEY) WHICH OF THE 
FOLLOWING ITEMS SHOULD 
REQUIRE 100% OF LENDERS  
TO MODIFY?  (SELECT ALL  
THAT APPLY) 

Lender focus has shifted 
from using EBITDA as a metric 
for a company’s financial health 
to liquidity covenants. This is by 
necessity, given the near absence of 
current earnings in many companies. 
EBITDA has become increasingly 
subject to the pervasive use of add-
backs, which either strip out certain 
expenses and losses, or factor in as-
yet-untapped synergies to increase 
EBITDA . This can increase both the 
amount of leverage a business can 
take on, as well as the  investments 
outside of the credit group that 
the business is permitted to make. 
When lenders have agreed to grant 
financial covenant holidays owing to 
COVID-19 shutdowns, and in many 
new deals as well, they have asked  
for minimum liquidity covenants  
in return.

“I’ve seen a growing trend of 
lenders requiring a minimum cash 
requirement,” says Klingbaum.  
“In the past few years, the quality 
of the EBITDA covenant has really 
diminished because of add-back 
adjustments. Lenders are realizing 
that, although good EBITDA is 
important, you have a practical 
problem running a business when 
there is no cash. Lenders are now 
making certain that borrowers have 
minimum cash on hand.”

With respect to other terms, our 
pre-COVID-19 survey found that 
most respondents believed that  
their deal documents require all 
lenders to agree to modify deals to 
permit non pro rata payments and 
exchange offers. 

More than a third (39%) said 
layering via creating a claim or lien 
subordination should require all 
lenders to modify, versus 28% who 
said the same about non pro rata 
payments and exchange offers. 
Almost half (45%) said neither should 
require all lenders to modify, so long 
as all lenders have an equal share in 
consent consideration.    

As these terms have been tested 
in distressed situations, however, it 
has been frequently the case that 
borrowers, sometimes with majority 
lender participation, have succeeded 

in effecting transactions that provide 
differing treatment to lenders.  

Gal says pro rata sharing 
provisions, which determine whether 
lenders are assured that payments 
and exchange consideration are 
allocated pro rata, have historically 
not been an area of focus, with 
lenders often assuming they have 
robust coverage which is not,  
in fact, present.

“Many documents have 
provisions that are not as protective 
as people anticipated,” says Gal. 
“This is not a new area of focus—but 
it is always an unpleasant surprise to 
lenders that are not offered terms 
provided to others to find out that 
pro rata terms are not as robust 
as they had believed. And there 
are always new efforts to push the 
envelope on the interpretation of 
provisions that would have been 
read more conservatively in less 
challenging times.”
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30%
of respondents in our post-COVID-19 survey cite general investor 
uncertainty as the biggest fundraising challenge for 2021

27%
say they are anxious about investors demanding more 
favorable terms

17%
cite an investor shift away from private credit as a concern

COVID-19 has brought additional uncertainty to credit markets, and credit 
fund managers are anticipating a challenging period ahead for fundraising and 
growth. However, although this crisis was unexpected, many managers were 
already bracing for a downturn.

Section 5 
Outlook and conclusions:
Scale, flexibility and existing relationships  
will be essential
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Although the world has changed 
as a result of COVID-19, the 
expectations of credit fund 
managers for the next 12-24 
months have been fundamentally 
aligned pre- and post-pandemic.

At the start of the year, investors 
and credit fund managers were already 
preparing for a turn in the credit cycle. 
More than 90% of respondents in 
our original survey conducted before 
the COVID-19 pandemic cited an 
economic downturn as one of the 
main challenges for the sector over 
the next 12-24 months. Market 
uncertainty (88%) and increased 
competition (68%) ranked as the next 
biggest risks to the asset class.

Some 70% of the pre-pandemic 
respondents also anticipated higher 
default rates, and 46% reported 
frequently seeing equity cure rights 
used in their portfolios in the past  
12 months.

General economic conditions, 
meanwhile, were seen as the 
greatest risk of loss for transactions 
in portfolios over the next 12 months 
according to 26% of participants, 
broadly on par with trade/tariff 
uncertainties and weaknesses in 
credit structure and documentation.

COVID-19 has not changed that 
picture much, albeit the uncertainty 
has come from an unprecedented 
and unexpected direction for 
managers and required managers 
and investors alike to re-examine 
their investment playbook. 
Uncertainty and volatility continue 
to inform investor and manager 
outlook. Meanwhile managers and 
investors are aligned in seeking 
to deploy capital at an attractive 
risk-reward profile, meaning that 
managers that are able to make 
a compelling case to investors 
and allay their nervousness and 
fear of uncertainty may be able to 
differentiate themselves.

FUNDRAISING OUTLOOK
Ropes & Gray’s post-COVID-19 
survey conducted in Q3 2020  
shows almost a third of respondents 
(30%) citing investor uncertainty as 
the biggest fundraising challenge 
for 2021. 

“Investors have already expressed 
that they want to participate 
more actively when new deals are 
proposed,” points out the CEO and 
co-chief investment officer at a New 
York-based fund. “I think this may not 

be ideal though, given the complex 
strategies and open-ended options 
that are being discussed.”

Just over a quarter (27%) of 
respondents say they are anxious 
about investors demanding more 
favorable terms and 17% cite an 
overall investor shift away from 
private credit as a concern.

Ropes & Gray partner and  
head of the credit funds practice, 
Jessica O’Mary, says that, despite 
manager concerns, credit funds have 
proven resilient overall. 

“There had been some concerns 
around systematic risk issues with 
these products, but by and large, 
the system held up pretty well,” she 
says. “The fact that a lot of this risk 
was diversified among institutional 
investors, who themselves had 
diversified across managers, has 
shown itself to be a good thing  
for the system in the initial days  
of COVID-19.”

There may ultimately be a 
thinning of the manager universe, 
with scale and track record through 
the pandemic prompting investors 
to cluster around managers that 
performed well and to abandon 
franchises that are sub-scale and 

Lack of investment opportunity

Investors holding back from investing with new managers

Investors shifting away from private credit

Investors pushing for more favorable terms

Investor uncertainty generally

30%

27%

17%

17%

9%

FIGURE 17: (POST-COVID-19 SURVEY)  WHAT DO YOU SEE AS THE BIGGEST  
FUNDRAISING CHALLENGE FOR 2021? (SELECT ONE) 
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have not been able to digest the 
multiple challenges thrown up 
through the disruption period.

“There are going to be some 
managers that are not able to scale 
up their business and accumulate 
assets because they did not have 
the chance to establish track records 
or stable investor relationships 
pre-pandemic, or they are not able 
to come out of the pandemic with 
market returns,” says O’Mary. 
“Pre-pandemic, we saw a large influx 
of players into the credit space, and 
it was hard to differentiate.  How 
managers deal with this environment 
is going to make a big difference in 
what the credit market looks like 
going forward.”   

TRANSACTIONS OUTLOOK
The anticipated fundraising 
challenges have prompted some 
managers to review and adjust their 
investment strategies and targeted 
deal flow.

The recent survey confirms that 
some managers have already taken 
action in response to the COVID-19 
crisis, with 23% closing down less 
popular strategies and only 20% 
showing enough confidence to 
launch new strategies. But it’s worth 
noting that 37% say they are making 
no changes and 20% say it is too 
early to tell what course of action to 
follow. For many managers, it’s just a 
question of patience.

It will be crucial for managers 
to invest flexibly and deploy capital 
up and down the capital stack, in 
situations that find the best balance 
between risk and reward.

“Investors want to be as  
high up the capital structure as  
they can, but also have participation 
in some kind of equity upside, 
whether that is through a convertible 
bond or a senior debt package with 
an equity check alongside,” says 
Ropes & Gray finance and capital 
solutions partner Alyson Gal. 
“Dealmakers are not just looking for 
downside protection at the top of 
the capital structure. They also  
want exposure to the upside if  
things go well.”

Ropes & Gray finance and 
capital solutions partner Leonard 
Klingbaum adds: “Investors and 
managers are realizing that flexibility 
is key, because we never know which 
way the market is going to go.”

With regards to terms, there 
is unlikely to be much movement 
for high quality credits on 
documentation and terms from 
what was in place pre-COVID-19. 
Credit managers, however, having 
seen how flexible documentation 
can impose lender protections, are 
focused on tightening up in specific 
areas, including flexibility to invest  
in unrestricted subsidiaries and  
pro rata sharing provisions.

“There are always efforts from 
borrowers to push the envelope in 
terms of interpretation of provisions 
in challenging times, but lenders are 
now focused on seeking to ensure 
these provisions are tightly worded 
and conservative,” says Gal.

MOVING FORWARD
Market dislocation did not 
happen quite as anticipated, but 
uncertainty has emerged as the 
dominant headwind facing credit 
fund managers.

As the market adjusts to the 
“new normal,” credit fund managers 
will see opportunities to fundraise 
and transact. Some strategies have 
already emerged as more popular 
than others, but finding the right 
balance between risk and reward  
has become paramount.

Managers with scale, flexibility 
and established investor 
relationships will be well-positioned 
to meet these criteria and, for the 
first time in a decade, investors will 
be able to draw clear lines between 
the best managers and the rest.
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Acuris Studios, the events and publications arm of Acuris, offers a range of publishing, research 
and events services that enable clients to enhance their brand profile, and to develop new 
business opportunities with their target audiences. 

For more information, please contact: 
Simon Elliott, EMEA MD 
Acuris Studios 
Email: Simon.Elliott@acuris.com

About 
Acuris Studios
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This publication contains general information and is not intended to be comprehensive nor to provide financial, investment, legal, 
tax or other professional advice or services. This publication is not a substitute for such professional advice or services, and it should 
not be acted on or relied upon or used as a basis for any investment or other decision or action that may affect you or your business. 
Before making any such decision, you should consult a suitably qualified professional adviser. While reasonable effort has been made 
to ensure the accuracy of the information contained in this publication, this cannot be guaranteed, and none of Acuris, Acuris Studios, 
Debtwire, Ropes & Gray nor any of their subsidiaries or any affiliates thereof or other related entity shall have any liability to any person 
or entity that relies on the information contained in this publication, including incidental or consequential damages arising from errors 
or omissions. Any such reliance is solely at the user’s risk. The editorial content contained within this publication has been created by 
Acuris Studios staff in collaboration with Ropes & Gray. 

Ropes & Gray is a preeminent global law firm with approximately 1,400 
lawyers and legal professionals serving clients in major centers of business, 
finance, technology and government. The firm has offices in New York, 
Boston, Washington, D.C., Chicago, San Francisco, Silicon Valley, London, 
Hong Kong, Shanghai, Tokyo and Seoul, and has consistently been 
recognized for its leading practices in many areas, including private equity, 
M&A, finance, asset management, real estate, tax, antitrust, life sciences, 
health care, intellectual property, litigation & enforcement, privacy & 
cybersecurity, and business restructuring.  

www.ropesgray.com

About 
Ropes & Gray
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Ropes & Gray offers cutting-edge advice encompassing all aspects of the 
formation and operation of credit funds, including stressed/distressed, special 
situations, senior opportunities, structured finance, real estate debt, and 
direct lending funds. Our experience across the funds spectrum and in a wide 
variety of lending and financing transactions allows us to craft tailored solutions 
for credit fund managers across all parts of their business lifecycle. Our work 
covers fund formation and management company matters; fund operations 
and regulatory compliance; ERISA advice to US and non-US managers on 
complex structuring, prohibited transaction and other ERISA matters; credit 
fund borrower financing transactions; fund investments and debt transactions; 
distressed, special situations and restructuring matters, including debt-for-
control transactions; and litigation and enforcement matters.

Our dedicated cross-practice credit funds team stays abreast of developments 
and trends in the marketplace—through our work advising credit fund managers 
and in reviewing hundreds of debt funds annually. As part of our service offerings, 
we provide a number of knowledge management tools to address fund managers’ 
questions and concerns regarding topics such as fund structuring, formation, 
transactions, and regulatory and compliance issues. We have developed and 
continue to develop proprietary databases of fund terms that give us unparalleled 
access to market and industry insights at a granular level.

• Our podcast series has addressed topics such as Treaty Structures,  
1940 Act Interval Funds, Withholding Tax of European Investments,  
LIBOR Transition and more. To access our credit funds podcasts,  
please visit ropesgray.com/credit-funds-podcasts.

• We boast a database of more than 3,500 funds.

• We offer a training program focused on credit fund issues— 
for CLE credit and for deal professionals.

www.ropesgray.com/credit-funds

About 
Ropes & Gray’s 
Credit Fund 
Practice
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