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US Insight: Auto cures, looser documentation become ‘cost of winning deals’ in private credit
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At first, direct lenders in the upper middle market were mainly competing for deals with the broadly syndicated loan market. Now, as lenders try to deploy
capital ahead of year-end and as demand for deals outweighs supply, competition has turned inwards. And the growing feud between direct lenders means
that private credit loan agreements are increasingly clearing with fewer lender protections, according to sources.

Covenants were among the first provisions to be stripped from private credit loan agreements to compete with the cov-lite syndicated loan market. That trend
in the upper middle market is getting worse, and is said to be spreading down into smaller deals as well. Direct lenders are also negotiating everything from
bullet repayments to PIK at the onset, as well as including “auto cures” in the event of default.

“There is a pressure which is being placed on middle market documents and deals,” said Sneha Jha, a partner in Cahill's private credit group. These types of
borrower-favorable terms “will continue to grow as the market continues to be competitive.”

Among other borrower-friendly documentation is the auto cure, and its prevalence is growing, according to Stephanie McCann, a partner in corporate finance
at McDermott Will & Schulte. “Not every deal, but a quarter of recent deals in the middle market, include auto cure provisions,” she said. “We’re now seeing
this concept tucked into financing grids.”

Auto cure eliminates the need for a borrower to go through a waiver if it fails to take an action or deliver a notice or other report or document under its credit
agreement. Such a breach may be cured at any time--rather than on a specific date, as has typically been the case--so long as the lenders have not exercised
remedies.

“Middle market lenders are becoming more comfortable with auto cures as these terms make their way down market,” said McCann. “It's the cost of winning
deals.”

On the covenant side, more than a third of private credit deals from companies with EBITDA of $50mn or greater cleared with cov-lite terms, according to Jha.
The increase has “become way more common than even last year,” said Jha. “It's quite significant.”

The average documentation score of private credit loans eroded to 3.14 in the third quarter on CovenantReview’s scale of 1 (most protective) to 5. That is the
least protective read since the data started being tracked and compares with 2.96 in the second quarter.

Still more negotiations are taking place around bullet repayments versus amortization. Private credit lenders may offer customization, such as bullet
repayments to borrowers who may need initial cash flow relief, and so the loan is only repaid in a single lump sum for the entire principal amount at maturity.

“We have seen in the upper middle market space, deals getting cleared with no amortization in certain circumstances, so just a straight bullet repayment
would be there,” Cahill’s Jha said.

Another lever that private credit lenders have is the PIK feature. In the past year, more PIK is being offered upfront as a flexibility tool. This type of PIK is also
considered "good" PIK, as opposed to "bad" PIK, which is added to credit documentation through an amendment, and typically when there is a liquidity
squeeze.



Going forward, customization and creativity--the very tenets of private credit--are sure to feature in dealmaking, and that might not always be in lenders’ favor.

“We’ll see a continued deterioration of terms from a lender perspective,” said Dan Amato, a partner in Cahill's private credit group. “And, certainly, looser
documentation.”
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