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At Pantheon, we don’t use NAV-backed leverage in our evergreen strategies,
although we do use fund management tools such as liquidity facilities. However, it is
increasingly common for other GPs to rely on leverage, and discerning investors need
to understand the dynamics involved and their impacts.

“Give me a lever large enough and | can move the world.” While Archimedes may not
have specifically been referring to acquisition leverage in his famous quote, he did
identify how important leverage can be to direct lending funds, amplifying returns
when managed well, but magnifying risks when market dynamics shift.

Acquisition leverage is used by credit funds to amplify their purchasing power. Through leverage, an entity can acquire
more loans than its equity base alone would permit. For semi-liquid direct lending funds that invest primarily in senior
secured loans or similar credit assets, leverage can help to boost returns but also adds complexity.

The process works as follows:  Impact duration and liquidity: semi-liquid funds
often offer periodic liquidity (quarterly or semi-annual

windows), but leverage introduces refinancing and
« It then borrows capital, often from banks or institutional maturity risks.

lenders, using the loan portfolio as collateral.

e The fund raises equity from investors.

Allow for dynamic adjustments: fund managers may
* This debt is deployed alongside equity to buy loans, adjust leverage ratios in response to market conditions,
increasing total assets under management. portfolio performance, or regulatory requirements.

In a semi-liquid direct lending structure, Be affected by coverage ratios: lenders require certain
leverage can: debt-service coverage ratios to limit risk, which

constrains the maximum leverage of a transaction

» Enhance yield: leverage can magnify income, since and triggers deleveraging if breached.

interest earned on loans often exceeds the cost of
borrowing.
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A declining rate environment changes the dynamics around an acquisition transaction in subtle,
but important, ways:

» Variable rate loan income may decline: most direct « Refinancing risks and reset terms: if leverage is
lending assets are floating rate and so often tied renewed or rolled over during lower rate periods,
to benchmarks like LIBOR or SOFR plus a spread. funds might be refinanced on less favorable terms
Lower central bank rates typically mean lower if market conditions deteriorate or if lender
coupon income, reducing the yield on the underlying appetite wanes.

loan portfolio. In turn, a wealth investor in a semi-
liquid fund with a target coupon figure in mind may
end up disappointed, leading to potentially higher
redemption risk.

« Potential pressure on coverage ratios: reduced loan
income may challenge debt covenants and coverage
ratios, potentially forcing early deleveraging or asset
sales. This can disrupt portfolio management

» Leverage cost dynamics: while the interest expense and returns.
on floating-rate borrowed capital often adjusts
downward with central bank rates, some fund-level
debt may have fixed components or floors, limiting
cost reduction. This can compress the net interest
margin available.

For wealth investors, leverage creates key risks to consider in a shifting rate environment:

Risk What it means

Income compression Lower floating rates reduce cash flow, which impacts distributions and reinvestment capacity.

Leverage mismatch If borrowing costs don’t fall as much as loan income, net returns may suffer.

If leverage must be reduced quickly due to covenant breaches, funds may have to sell assets at

Liquidity risk .

unfavorable prices.
Market volatility Rate moves can coincide with credit market stress, increasing defaults and impairing loan valuations.
Extension risk Lower rates may slow borrower prepayments/refinancing, extending loan maturities and duration.

These challenges are not insurmountable though, and fund managers can navigate them in several ways. Active liability
management allows them to stagger and diversify their debt maturities and structures to avoid refinancing cliffs, while
ensuring that leverage targets are conservative enables them to maintain coverage buffers that can absorb income
fluctuations. Managers should ensure that their redemption policies are flexible and allow for liquidity windows that
reduce the need for forced sales, while hedging strategies such as interest rate swaps or caps can manage exposure.

And of course it goes without saying that managers should always be focused on investing in the highest-quality assets,
prioritizing resilient borrowers that offer strong investor protections via robust covenant packages.

A double-edged sword

While acquisition leverage in a semi-liquid direct lending fund can be a powerful tool to enhance returns, it also adds
a layer of complexity and risk, especially in a changing interest rate environment. With central banks on the cusp of
moving rates down, the interplay between loan income, borrowing costs, and refinancing dynamics can be central in
determining how any semi-liquid credit exposure performs.
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IMPORTANT DISCLOSURE

This publication has been prepared solely for illustration, educational, and/or discussion purposes. It does not constitute
independent research and under no circumstances should this publication or the information contained in it be used or
considered as an offer, inducement, invitation, solicitation, or recommendation to buy or sell any security or financial
instrument or service or to pursue any investment product or strategy or otherwise engage in any investment activity or
as an expression of an opinion as to the present or future value or price of any security or financial instrument. Nothing
contained in this publicationis intended to constitute legal, tax, securities, orinvestment advice. This publication may include
“forward-looking statements”. All projections, forecasts, or related statements or expressions of opinion are forward-
looking statements. Although Pantheon believes that the expectations reflected in such forward-looking statements are
reasonable, it can give no assurance that such expectations will prove to be correct, and such forward-looking statements
should not be regarded as a guarantee, prediction, or definitive statement of fact or probability. Pantheon has taken
reasonable care to ensure that the information contained in this document is accurate at the date of publication. However,
no warranty or guarantee (express or implied) is given by Pantheon as to the accuracy of the information in this document,
and to the extent permitted by applicable law, Pantheon specifically disclaims any liability for errors, inaccuracies, or
omissions in this document and for any loss or damage resulting from its use. Unless stated otherwise, any opinions
expressed herein are current as of the date hereof and are subject to change at any time. Unless stated otherwise, all views
expressed herein represent Pantheon’s opinion. This document is distributed by Pantheon, which is comprised of operating
entities principally based in San Francisco, New York, London, Dublin, Singapore, and Tokyo. Pantheon Ventures Inc. and
Pantheon Ventures (US) LP are registered as investment advisers with the U.S. Securities and Exchange Commission
(“SEC”) and Pantheon Securities LLC, is registered as a limited purpose broker-dealer with the SEC and is a member of
the Financial Industry Regulatory Authority (“FINRA”) and the Securities Investor Protection Corporation (“SIPC”). Pantheon
Ventures (UK) LLP is authorized and regulated by the Financial Conduct Authority (FCA) in the United Kingdom. Pantheon
Ventures (Ireland) DAC is regulated by the Central Bank of Ireland (“CBI"). Pantheon Ventures (Singapore) Pte. Ltd holds
a capital markets service license from the Monetary Authority of Singapore (“MAS”) to conduct fund management with
accredited and institutional investors. The registrations and memberships described above in no way imply that the SEC,
FINRA, SIPC, FCA, CBI, MAS or the Securities and Futures Commission (“SFC”) have endorsed any of the referenced
entities, their products or services, or this material. All materials published on the Site are protected by copyright, and
are owned or controlled by Pantheon as the provider of the materials. If you download any information or software from
this Site, you agree that you will not copy it without the prior written consent of Pantheon or remove or obscure any
copyright or other notices or legends contained in any such information. Copyright © Pantheon 2026. All rights reserved.
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