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Submitted via email to: MERESE: . Ty
fundspolicy@centralbank.ie

22 August 2014
Dear Sirs

Central Bank of Ireland consultation paper on loan originating Qualifying Investor AIF dated 28
July 2014 (the “Consultation Paper”)

We refer you to our letter (the “2013 Response Letter”) dated 18 September 2013 in response to
the Central Bank of Ireland discussion paper of July 2013 (a copy of which is appended to this letter).

In the 2013 Response Letter we provided our genera! views in favour of loan origination by
investment funds and we now welcome the publication of the Consultation Paper and continue to
support the introduction of a framework enabling Irish funds to originate loans.

As a general comment we would agree with the Central Bank’s statement in the Consultation Paper
that many of the risks identified can be mitigated by the provisions of the Alternative Investment
Fund Managers Directive (“AIFMD”). We believe that the AIFMD formalises what was generally
accepted as best practice amongst asset managers and reflects the steps that are required by an
asset manager to achieve a track-record and attract investors. Consequently, we do not believe that
further extensive regulation of QIAIFs is required in this area.

We attach a schedule setting out our detailed responses to the “Questions for consideration” raised
in the Consultation Paper which cross-refers to our mark-up of the draft Qualifying Investor AIF
Requirements which is also attached. In each case we have addressed whether we believe the
amended rules constitute a proportionate regulatory regime for a Qualifying Investor AIF with a
primary objective of loan origination and how such rules might impact the structuring of a loan
originating Qualifying Investor AIF.

if you would like to discuss this further, please do not hesitate to contact us by contacting Oliver
Burgel or Caroline Mortimer (contact details below).

Yours faithfully

Oliver Burgel
Chief Operating Officer
Babson Capital Europe Limited

email: oburgel@babsoncapital.com
tel: +44 (0)20 3206 4586

Caroline Mortimer

Associate Director, Legal

Babson Capital Europe Limited

email: cmortimer@babsoncapital.com
tel: +44 (0)20 3206 4553

Babson Capital Europe Limited is authorised and regulated by the Financial Conduct Authority.
Registered in England and Wales number 3005774, Registered Office: 61 Aldwych, London WC2B 4AE,
Tel +44 (0) 20 3206 4500 = Fax +44 (0) 20 3206 4591 » www.babsoncapitaleurope.com



David Wilmot
Joint Head of Private Finance
Babson Capital Europe Limited

Attachments:
-  Schedule of Babson responses
- Mark-up of draft Qualifying Investor AIF Requirements
- 2013 Response Letter
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Amendment to Part I, Section 2: Supervisory requirements

Amend Subsection ii - paragraph 2

In the case of Qualifying Investor AlFs which are established as venture capital, development
capital, private equity er real estate or loan originating Qualifying Investor AlFs, the initial
offer period may extend up o two years and six months provided that the terms of the offer
ensure Lhat early unitholders are not prejudiced by the arrangements. Where these Qualifyving
Investor AlFs have multiple closings, this period must commence no later than the dale of

first closing.



PART II: SPECIFIiC FUND-TYPE REQUIREMENTS

New

Section 4:

Loan originating Qualifying Investor AIF

1. The loan eriginating Qualifying Investor AlF is not subject 1o the prohibition on the granting of

loans set oul in paragraph 7. Section 1, sub-section { in part | of this Chapter.

2. The loan originating Qualifying lavestor AIF shall limit its operations solely to the busincss of

issuing loans_or other debd instruments, participations in lending_in the primary and secondary

markets. investments in securities’ and 1o operations directly arising therefrom. 1o the exclusion

of all other commercial business.

3. The loan originating Qualitying Investor AlF is subject to the tules set out in this section in
addition to the general rules for all Qualifying investor AIF, The rules in this section also apply
where a loan originating Qualifying Investor AIF engages in loan origination as part of

syndication or club deal.

4. The loan originating Qualifying [nvestor AIF must have an authorised AIFM which may be the

loan originating Qualifying Investor AIF.

Credit granting. menitoring 2nd management
| 5. ioinat adtibeise ester—Hk Lhe ALFM shall establish and implement

appropriate, documented and regularly updated procedures. pelicics and processcs for cach of

the following:

s The assessmemnt, pricing and pranting of credit {including eriteria. governance and
decision making, committee siructures);

» (Credit monitoring, renewal and refinancing {including criteria governance and
decisien making, committee structures);

» Collateral management policy;

! BABSON NOTE; including investments in securities would allow us to use the QIAIF as 3 multi-strategy
platform; direct lending in certain countries is aiso structured in bond or note format rather than lgan
format,




=  Concentration Tisk management policy:

=  Valuation, including collateral valuation and impairment;
» Credit monitoring:

» Identification of problem debt management:

=« Forbcarance:

o Delegated authority:

» Documentation and security.

The ALFM shatl ensure that:

o

(i} credit-granting is based on sound and well-defined criteria and that the process for
approving, amending, renewing and re-financing credits is clearly established;

{ii) subject o paragraph 7, the loas—origtnuting-Quelibdng—tnvestor—dEAIFM has
internal methodologies that enable the lean—erginating—QualifvingInvestor
AJEAITM to assess the credit risk of exposures o individual obligors, securities or
securitisation positions and credit risk at the portfolio level:

{1ii) the ongoing administration and monitoring of the various credit risk bearing
portfolio positions and exposures, including for identifving and managing probiem
credils and for making adeqnate value adjustments and provisions, is operated
through effective systems; and

{iv) diversification of credit positions is adequate having regards to the target markets
and overall credit strategy of the loan originating Qualifying Invesior AIF.

7. Internal methodologies referred to in paragraph 6(ii) above shall. in particular, not rely solely or

mechanistically on external credit ratings.

[The AIFM shall address and controd the risk that

credit risk mitigation techniques used by them may prove less effective than expected.’

L3 Ed

he AIFM shall ensure that:

(i the concentration risk arising from exposures to each counterparty, inciuding
{a) central counterpartics:
{b) proups ol connected counterparties: and

{c) counterpartics in the same cconomic scctor, geographic region or from the
same activity or commodity:

? BABSON NOTE: Paragraph 5 requires the credit risk mitigation srocedures, policies and processes 1o be
regularly updated and any such technigues must effective in order to meet the requirements of this
section. It is unclear what paragraph 8 adds to the drafting or what additional gbligations are being

imposed,




is addressed: and

(i) the application of credit risk mitigation techniques and. in particular risks associated
with large indirect credit exposures such as single collateral issuer, is addresses and
controlled including through the establishment and implementation of written policies
and procedure.

Dae diligence by investors

10.

Where the AIFM intends 1o provide access to its records / staff to any investor for the purposes
of a due diligence process, it musi ensure thal such access has been made available on a non-
discriminatory basis to all unitholders. Such access must not be structured so as to materially
misrepresent the business of the loan originating Qualifying Investor AIF. The AIFM shall
ensure that a single person within senior management is designated with responsihilities to
ensure that the access given has been non-discriminatory. This persan must be satisfied that a
reasonable person relying on the access provided would not be influenced to invest in the loan
originating Qualifying Investor AlF because of lack of access to information. The AIFM shall
not intentionally or negligently conceal or fail to disclose information that a reasonable person
would be likely to have considered important in considering an investment in the loan

originating Cualifying Investor AIF.

Diversification / eligible investments

1t

The loan originating Qualilying Investor ALF shall, in its prospectus, se1 out a risk diversification
strategy which will seek 1o achieve a portfolic of loans which is diversified and which will lmit
exposure to any one issuér or group to 25% of net assets within a speeified time-Irame. The lecan
originating Qualifying Invesior AIF shall not intentionally breach this risk diversification
strategy. In the event that the lean eriginating Qualifying Investor AlF is not able (o achieve its
risk diversification strategy within the time-frame set out in its prospectus, for reasons beyond its
control, the loan originating Qualifying Investor ATF must seek approval [rom the unitholders. in
accordance with the procedures set out in the constitutional document, to continue to operate at
the level of diversification which has been achieved. In the event that unitholders do not approve
the proposal the loan originating Qualifying Investor AIF must terminate. The proposal to
investors must be made within 30 days of the end of the time specified in the prospectus [or

meeting the risk diversification strategy. Once the maximum 23% exposurs level or such othe

level of diversification approved by unitholders has been achigved. s subsequent reduction in the

degree of diversification below such level resulting from repayvments or prepayvmenis on loans or

sales of underperforming loans o marke! value movements shatl nof be viewed as o breach of

diversification requirements.

The loan originating Qualifying Investor ATF shall not oripinate loans to any of the following:

(i} natural persons;



(i) the AIFM. management comparny. general partner, deposiary. or to delegates or group
contpanics of these:

(iif) other collective invesiment undertakings:

{iv} financiat institutions or related companies of these, except in the case where {a) there is
2 bone fide treasury management purpose which is ancillary to the primary objective of
the loan originating Qualifying Investor AIF or (b) such loans are to senice companies

operating within the financial sector thal do not themselves originate or trade in loans;

v) persons intending to invest in equities or other traded investinents or commodities,

other than persons imiending t0 wse the proceeds ol loans to acguire control of

companies OfF issuers.

13. The loan originating Qualifying Investor AlF shall not acquire a loan from a credit institution

under arrangements which involve:

{i} The retention by the credit institulion or a member of its group of an exposure
! correlated with the performance of the loan; and
(i) The provision of an-edministration:a credit assessment or credil monitoring service 1o

the Qualifving Investor AIY in relation to the loan, whether on an individual or poertfolie
basis, by the credit institution or a member of its group

unless the loan ariginating Qualifying Investor ATF is satisfied that the requirements set out in

paragraph 14 below have been fulfilled.

For the purposes of this paragraph, “acquire a loan’ means any of. to purchase; toke transfer

of: take credit risk or part of credit risk attaching to, take other exposures to; a loan,

14. Prior {0 acquiring a loan to which paragraph 13 applies. 2 loan originating Qualifving lnvestor
AlF must:
{a} have in place and implement policies and procedures to:

(i) [monitor the nct cconomic interest’ of the vendor over the lifetime of the
loanz):
(i1) wvalue the loan where the loan is not purchased at face valoe;

(fii} prudentily moniior the performance of the loan; and

(i) [stress test the loan independently of the vendor on a regular basis and at least
annually. having regards to the changing risk profile of the expesure.’}

() have received from the vendor warranties that:

() the vendor, or, where within scope of banking consofidated supervision, an
entity within its group. will retain, on an on-geing basis. & material net

¥ “Net economic interssl™ has the same meaning as in Article 405 of Repulation (EU} No 375/2013 (Capital
Requirements Regulation)
] * BABSON NOTE; Piease ses comments in Schedule relating to Question 10.




ccanomic interest of at least 3% of the nominal value of the loan as measure
at origination;

(ii) the exposure will not be subject to any eredit risk mitigation techniques; and

(iii) the loan originating Qualifying Investor AIF will have readily available
access to alt materially relevant data on the credit quality and performance of
the underlying exposures and on cash flows relating fo and collateral
supporting the exposures so as 10 be able 1o conducl comprehensive and well
informed stress tests on the cash flows and collateral values supporting the
EXPOSUICS.

15. Without prejudice fo the generality of the requirements set out in section viii, Section I of pan [
of this Chapter’, any agent of. intermediary for or introducer to 2 loan originating Qualifving
Investor AlF, or an entity which is a member of a group of which those entities are a part, shall
be regarded as a connected party to whom section viii shall apply in the event that such an entity
sells loans to a loan originating Qoalifying Investor Fund or formulates the terms and conditions

of a loan to be issued by a loan originating Gualifying Investor Fund.

Stress-testing

%F%%B;Fﬁiﬁﬂ*-ﬁ{—t&&ﬂiﬁfpﬁ—&fﬁﬂ&-ﬁ »k-at—me—le»el-ﬂﬁafpmiu—&m

rodispreadstoratl-eonmterparties-of
a-arde—tu—identiy-and-enablethelaar
o - ".‘ Zl‘i‘liﬂﬂiiElﬂi

* Dealings by nianagement company, gencral pariner, depositary, AIFM. investment manager or by delegates or
group companies of thege



16.

{(v}——Theprogrammeshallapph—at-Jeast quarterb—muttiberoratress-testine seenariosand

BABSON NOTEL:: Please see comments in Scheditle relating to Question 10.

Liguidity and distributions

17.

18.

A loan originating Qualifying [nvestor AIF shall be closed-ended and shall be established for a
finite period except that, the loan originating Qualifving Investor AIF may have discretion to
invite, at dates determined at the authorisation date, withoutl commitment and on a non-preferred

basis. requests for redemption of holdings from unitholders.

The loan originating Qualifying Investor AlF shall only make distributions or provide for
redemptions of unitholders holdings during the life of the loan originaling Qualifving Investor
AlF to the extent that there is unencembered cash or liquid assets available for disiribution or
redemption purposes and that such distributions or redemptions will not endanger the regulatory
compliance or liquidity related obligations of the loan originating Qualifying Investor AIF.
Unless he assets of the loan originating Qualifying Investor AIF are valued by reference io

prevailing market prices_or such distribution or redemption is being made to all unitholders pro

rata to_their unitholdings, a distribution or redemption of unitholder holdings cannot be made

without the approval of the unitholders. in accordance with the procedures set out in the

constilntional decument, on each occasion.

Leverage

i9.

tre—trres The ATFM must ensure that any indebtedness by
the loan originating Qualifying Investor Fund must have total asset coverage of at least 200%. or

such other limit as may be set by the Central Bank from time to 1ime for new loan originating

AHEATES or for one or more class of new loan originating AHALFs.

In the event that the loan originating Qualifying Investor AIF breaches the limit set out in

paragraph 19. the AIFM on behalf of the loan originating Qualifying Investor AIF must, within
30 days or such longer period as the Central Bank may specify. securetheappeaval-ai—the




Central-Banktforsubmil a formal plan to bring the loan originating Qualifying Investor AIF into

compliance with the leverage ratio_io the Central Bank. The priority objective of such plan shall

be the correcuion of the breach, taking inlo account the best interests of the unitholders,

Disclosure

2L

(1)
(7Y}

24,

The prospectus and all sales material issued or distributed by a loan originating Qualifying

Investor AIF or parlies appointed by it as distributors or placement agents must include a

prominent risk warning which draws attention to the unique risks which arise from losn
origination and how tnvestment in a loan originating investment fund is not guarantced and is

subject to the possibility of investment losses and illiquidity. In addition, the prospecilus must

include:

(i} Information on the risk and reward profile to enable investors to identify the specific
risks linked to a loan origination strategy:

(it Information on the extenl 1o which the loan originating Qualifving Investor FundAlE
intends to be concentrated as regards individual entities, geographical locations and
sectars and risk arising from the proposed concentrations:

{iii) Details of the credit assessment and monitoring process set out in paragraph 5 above;

(iv) Information on whether the AIFM will provide unitholders or poteniial unitholders with

access to records and staff for the purpose of a due diligence process together with the

terms and conditions under which such access will be made available.

The prospectus and all seles materfals issued or distributed by a loan eriginating Qualifving

Investor ATF or parties appainted by it as distribuiors or placement agents must include a risk

warning drawing attention 1o the fact that feverage limits and lending standards may be tightened
by the Central Bank which may impact on the ability of the loan criginating Qualifying Investor

AlF 1o follow the investment stralegy set oul in the prospectus.

The prospecius and all sales material issued or distributed by a loan originating Qualilying

Investar AIF_or partics appointed by it as distributors or placement agents must include a risk

wamning drawing attention to the potential implications arising {rom the application of the
Central Bank’s Code of Conduct for Business Lending to Smatl and Medium Enterprises where

loans are issued to SMEs operating within the State.

The periodic reports issued by the AIEM in respect ot the toan originating Qualifying Investor

AlF must include the following:

{1) A breakdown of the originated loans between senior secured debt, junior debt and
mezzanine debt;



25.

{1} A breakdown of the originated loans belween loans made es-afully nmertised-basiswith
an amerlising repay menl schedule and loans made with bullel repayments;

{111} A breakdown of the loan to value ratio lor each eriginated loan;
{iv) Information in respect of each:

- non-performing exposure. as defined in the Implementing Technical Standards adopied
under Article 99 of Regulation EU) No 575/2013. as umended from time to time: and

- exposure subject 10 forbearance activities, as defined in the lmplementing Technical
Standards adopied under Article 99 of Repulation EU No 575/2013, as amended from

time to time: and

{v) Material changes to the credit assessment and monitoring proccss set out in paragraphs
3-9 above.

This information must also be provided to unitholders at each net asset value calculation poinl.

The periodic reports issued by the
list of any undrawn committed credit fines. The Central Bank reserves the right to pass this

information io national competent authorities of the bank(s} in question. wherever located.






