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Booming fund 
financing poses 
risks for banks
By Max Bower, Reuters

• Fund-financing growth seen as risk to bank sector
• Use of subscription lines is booming
• LPs concerned that lines artificially boost returns

Breakneck growth in the $400 billion 
fund-financing market could pose a system-
ic risk to the banking sector as alternative 
investors borrow to boost returns, bankers 
and investors said.

Banks’ exposure is soaring as lenders 
compete to offer loans to funds, including 
private equity firms, direct lenders and 
CLOs, which add new leverage to already 
leveraged investments.

‘Exponential growth’
“The market’s growth has been exponen-

tial,” said Lee Doyle, global head of bank 
industry at Ashurst in London.

Concerns that the loans are being used 
to artificially boost returns have been raised 
by some limited partners, which tradition-
ally supply funds’ capital, said Jennifer Choi, 
managing director of industry affairs at the 
Institutional Limited Partners Association 

in Washington.
“Is it now being misused? The systemic 

risk is more real than many think,” a senior 
lawyer said.

The use of bridging loans or subscription 
facilities is booming, particularly in the PE 
industry.

These loans cover the gap between call-
ing for investors’ commitments and receiv-
ing funds. Loans based on the value of 
funds’ portfolios are also available, but less 
widely used.

Banks have piled into fund financing in 
recent years, attracted by strong returns 
and the apparently low risk of lending to 
LPs, traditionally high-net-worth individuals, 
pension and insurance funds and sovereign 
wealth funds.

Some banks are committing as much as 
$500 million each to individual fund loans, 
the senior lawyer said.

“The problem is some banks view it as 
easy money, but a lot of LPs now have a lot 
of very large funding line exposure,” a part-
ner at a London-based law firm said.

Using bridging or subscription loans 
instead of LPs capital can artificially inflate 
funds’ returns by allowing managers to 
delay — or even avoid — calling on LPs’ 
commitments. This boosts LPs’ returns as 
they appear to occur in a shorter time, or 
with less equity investment, despite absolute 

returns being the same.
“Now it’s a tool to effectively avoid calling 

LP equity,” a co-head of sponsor finance at a 
bank in London said.

The loans are usually secured on either 
LPs capital or assets in funds’ portfolios.

Additional protection
Some banks are seeking additional pro-

tection by asking for more collateral than 
the value of the loan, according to Matt 
Hansford, head of U.K. fund finance at 
Investec.

“You can’t assume it’s bullet-proof lend-
ing; there’s definitely risk,” Hansford said.

The ILPA proposed a set of guidelines 
over the use of subscription lines last year 
after inquiries from many LPs, and is now 
pushing for stronger dialogue on the issue.

Some managers are unhappy about the 
guidelines, which pushed the previously 
opaque market into the spotlight, Choi said.

“Our guidance definitely seems to have 
hit a nerve. The quality and level of disclo-
sure around the use of these lines hasn’t 
been consistent,” she said.

Bridging or subscription loans were previ-
ously a niche, short-term product provided 
sparingly by banks, including Royal Bank 
of Scotland and Lloyds, to firms, such as BC 
Partners, which was one of the first to use 
them in 2000, the senior lawyer said.

LEVERAGED LOANS

Ratings Wrap-Up (February 8, 2018 - February 20, 2018)
The following table lists select ratings actions on the debt of an LBO-backed company by either Moody’s Investors Service or Standard & Poor’s.

Date Company: Sponsors: Arrow: Action: Highlight: Rating 
Service

2/8/18 Brait New Look Retail 
Group Ltd. = S&P lowered New Look's corporate credit rating to 

'CCC' from 'CCC+'. The outlook is negative.
New Look has very high leverage and weak cash flow, 
heightening their risk of debt restructuring.

S&P

2/13/18 Cerberus 
Capital 
Management

Remington 
Outdoor Company, 
Inc.

= S&P dropped Remington's corporate credit rating 
to 'D' from 'CCC-'. 

The default rating comes after a missed interest payment 
and Chapter 11 bankruptcy filing.

S&P

2/9/18 Golden Gate 
Capital; Blum 
Capital

Payless Inc. = S&P downgraded Payless' corporate credit rating 
to 'CCC' from 'B-'. The outlook is negative.

Payless has weak performance trends and faces 
increased likelihood of covenant breach in the next year.

S&P

2/13/18 Metalmark 
Capital

Jones Energy 
Holdings, LLC = Moody's affirmed Jones' Caa2 corporate family 

rating. The outlook is negative.
The rating and outlook reflects Jones' modest scale, 
heavy debt load and weak credit metrics.

Moody's

2/8/18 Platinum 
Equity

Exterion Media = Moody's dropped Exterion's corporate family 
rating to Caa1 from B3. The outlook is now 
negative.

Exterion has questions to its capital structure, liquidity 
and long-term sustainability. 

Moody's

2/16/18 Platinum 
Equity

Transworld 
Systems Inc = S&P dropped Transworld's corporate credit rating 

to 'D' from 'CCC-'.
The default rating follows Transworld missing its interest 
payment.

S&P

2/16/18 Platinum 
Equity

W/S Packaging 
Holdings Inc. ? S&P placed a 'CCC' corporate credit rating and 

creditwatch with positive implications on W/S.
The rating and creditwatch placement reflect W/S's new 
capital structure and favorable operating trends.

S&P

2/15/18 Riverstone 
Holdings

Fieldwood Energy = Moody's downgraded Fieldwood's Probability 
of Default Rating to D-PD and affirmed the Caa3 
Corporate Family Rating. The outlook is stable.

Fieldwood announced it filed for voluntary 
reorganization under the Chapter 11 bankruptcy code.

Moody's

Source: Standard & Poor’s, Moody’s Investors Service and Buyouts


