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Financing options in M&A

FW moderates a discussion on financing options in M&A between Andrew Cheng at Gibson, Dunn & Crutcher LLP, Chuck
Yamarone at Houlihan Lokey, Andreas Moll at Prager Dreifuss Ltd, and Sabrina Rusnak-Carlson at Proskauer Rose LLP.
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Andrew Cheng

Partner, Gibson, Dunn & Crutcher LLP
T: +1(213) 229 7684

E: acheng@gibsondunn.com

Andrew Cheng is a partner in the Los Angeles office of Gibson, Dunn & Crutcher
LLP in the Global Finance Practice Group. Mr Cheng represents sponsors, borrowers
and both bank and non-bank lenders in a variety of financing transactions, including
secured credit facilities, high-yield bond offerings and convertible note offerings. He
is admitted to practice in both New York and California.

Dr Andreas Moll

Partner, Prager Dreifuss Ltd

T: +41 44 254 55 55

E: andreas.moll@prager-dreifuss.com

Andreas Moll is a partner in the Zurich office of Prager Dreifuss Ltd. He specialises in
mergers and acquisitions, corporate finance, takeovers and private equity both on a
domestic and international level. In addition, he regularly acts as general corporate
counsel, sometimes also as director, of Swiss entities.

Chuck Yamarone

Managing Director, Houlihan Lokey
T: +1 (310) 788 5250

E: cyamarone@hl.com

Chuck Yamarone has been at Houlihan Lokey since 2009. He is currently a managing
director in the Capital Markets Group. He provides senior leadership to a team of
25 professionals, crafting customised financing solutions for the firm’s clients. Mr
Yamarone is based in the firm’s Los Angeles office.

Sabrina Rusnak-Carlson
Associate, Proskauer Rose LLP
T: +1(617) 526 9656

E: srusnak@proskauer.com

Sabrina Rusnak-Carlson is a lawyer in Proskauer's Corporate Department and a
member of the Multi-Tranche Finance and Distressed Debt Groups. Her practice
focuses on representing agents and lenders in a variety of complex financings and
credit arrangements, including multi-tiered financing facilities, second-lien and
unitranche loan facilities, mezzanine, subordinated debt facilities, and distressed
debt facilities.

FW: How would you describe general li-
quidity levels for M&A financing in the cur-
rent market? To what extent is debt avail-
able to support M&A activity?

Cheng: General liquidity levels for M&A
financing are still good, but the market is a
bit choppy at the moment. We have some
acquisition financings that are getting done
without much of an issue and others that are
having more difficulty in syndication. For
some deals at least, we are seeing the ef-
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fects of recent outflows from mutual funds
and a significant volume of supply hitting
the market. Also, some banks appear to be
struggling with participating in deals where
the borrower will exceed 6x leverage, in
light of the Interagency Guidance on Lev-
craged Lending issued by the Federal Re-
serve, the Office of the Comptroller of the
Currency and the Federal Deposit Insurance
Corp.

Yamarone: Although the pace of high yield

and leveraged loan originations has fallen
about 10 percent from last year’s record
levels, strong investor demand and liquidity
continue to drive yields lower and allow for
aggressive capital structures. I would note
that conditions are particularly robust in the
middle market, where business development
companies (BDCs) and other direct lending
vehicles continue to proliferate. Meanwhile,
the continued increase in collateralised loan
obligation (CLO) issuances is providing addi-
tional liquidity for larger transactions. These
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strong financing conditions are expected to
fuel an increase in leveraged buyout (LBO)
and M&A activity in 2014, though M&A
volumes will ultimately depend on valua-
tions remaining at levels where buyers can
achieve acceptable returns at current lever-
age levels and pricing.

Moll: Liquidity levels for M&A financing
arc high in general in the current market and
debt is available at least for solid transac-
tions. These positive signs indicate a recov-
ery of global M&A activity which is also
demonstrated by the latest news regarding
the bids for Alstom and AstraZencca after
the first quarter of 2014, where a number of
big deals — partly financed by debt — have al-
ready taken place. The European market has
recovered well after a quite difficult 2013 for
M&A deals. It seems that market participants
arc on the lookout for M&A opportunities
this year.

Rusnak-Carlson: While there is ample li-
quidity for M&A financing, the demand for
debt has not kept pace with the supply. As
a result, there is intense competition among
debt providers to win deals. Despite the com-
petitiveness of the market, there is a fight for
quality deals and lenders are exercising dis-
cipline, especially for lower quality credits.
In order to win quality deals with an attrac-
tive yield, lenders are forced to be creative
with pricing and structure.

FW: How would you describe the appetite
of senior lenders when it comes to provid-
ing transaction financing? What seems to
be the prevailing attitude toward long dura-
tion commitments and high leverage levels,
for example?

Yamarone: Given the strength of the financ-
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ing markets, senior lenders are aggressively
competing to provide acquisition financing,
especially for sponsor-backed transactions.
The continued flows of capital to non-bank
senior lenders, as well as increased competi-
tion from BDCs and other direct lenders for
deal flow, have pushed senior lenders into
higher leverage levels and towards ‘cov-
enant-lite’ or ‘covenant-loose’ structures in
larger transactions. However, we have not
seen any significant trend toward longer
maturities in the senior debt market, though
both the high yiecld and investment grade
bond markets have been very accommodat-
ing to longer maturities.

Moll: After the crisis of 2007-2008 senior
lenders were looking for more conservative
deals and were keen to minimise risk. More
recently, the big deals so far in 2014 show
that the risk appetite of scnior lenders is
growing again. The trend regarding more ag-
gressive deals goes along with rising lever-
age levels — we observe this particularly in
transactions taking place in Europe. As long
as gencral market conditions do not change
we would expect this trend to continue for
the remainder of 2014.

Rusnak-Carlson: For quality deals, institu-
tional bank lenders are aggressively pursuing
transaction financing. However, we are start-
ing to sec the effects of regulatory changes
impact their lending capacity. Also, institu-
tional banks are facing increasing competi-
tion from BDCs and other alternative lend-
ers. In the past, these alternative lenders
primarily provided junior capital, but within
the last year and a half, alternative lenders,
especially BDCs, have moved aggressively
up the balance sheet and are now providing
senior loans in conjunction with, if not in
competition to, traditional institutional bank

lenders. Furthermore, they are also starting
to demonstrate capacity to go up market and
have shown willingness to be aggressive on
terms and structure, including longer dura-
tion commitments and higher leverage lev-
els.

Cheng: Overall the appetite of senior lend-
ers to provide transaction financing is still
good to very good depending on the deal,
but with less money flowing into the mar-
ket and a large forward calendar, investors
have more leverage at the moment than they
have recently had. Consequently, a highly
leveraged deal may face some pushback
right now. Given the Interagency Guidance,
6x leverage is a line that some banks are re-
luctant to cross. While this is not to say that
highly leveraged deals cannot get done, they
seem to be the exceptions at the moment. We
have not seen anything particularly notewor-
thy with respect to length of commitments,
which in general remain shorter than they
were pre-downturn. But banks are willing
to entertain a lengthier commitment or some
sort of built in commitment extension to the
extent that there is a deal-specific reason
why there might be a lengthier gap between
signing and closing.

FW: Could you provide an insight into
the kinds of debt multiples applied to senior
debt in recent transactions? Is asset-based
lending playing a meaningful role?

Moll: ITn most of the recent transactions we
have been involved with, asset-based lend-
ing played an important role. In some cases
the set-up of the loan would have collapsed
without assets being available as securities.
Particularly common as securities for loans
arc the pledge of shares, the pledge of bank
accounts, the pledge of intellectual property
rights or the assignment of receivables.

Rusnak-Carlson: Debt multiples run a
gamut, but overall there has been a gen-
eral increase. More traditional bank lend-
ers arc generally staying ‘inside the box’
— below 3.75x total leverage. Alternative
lenders are aggressively lending deeper
into the capital structure for quality cred-
its by funding an entire facility or partner-
ing with traditional banks, including as-
set-based lenders, to provide one-stop
debt or unitranche solutions for borrowers.
Leverage in such structures is usually up
to around 4.50x total leverage, with some
stretching as far as 6x total leverage in the
right deals.

Cheng: We are currently seeing leverage of

between 4-5x, which is generally consistent »
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with the 2014 first quarter numbers reported
by S&P Capital IQ LCD, with large corporate
loans averaging 4.93x leverage and middle
market loans averaging 4.59x leverage. To
the extent that you have a borrower which has
the correct profile for an asset-based facility,
assct-based lending can play a meaningful
role in an acquisition financing. Recent ex-
amples include the acquisition financings for
Men’s Wearhouse and Nine West.

Yamarone: While senior lenders are behav-
ing very aggressively, they are still requiring
significant equity contributions — 30 to 40
percent — in the vast majority of transactions.
Accordingly, debt multiples arc largely de-
pendent on the enterprise value of the new
borrower. Banks have increased their first
lien leverage tolerance heading into Q2 2014
lending at approximately 3.5-4x EBITDA,
but are still staying more disciplined relative
to their leverage tolerance prior to the finan-
cial crisis. The assct-based lending (ABL)
market still plays a meaningful role, espe-
cially for smaller borrowers with significant
working capital needs or limited free cash
flow.

FW: What types of subordinated debt op-
tions appear to be popular at present? Is
there a strong pool of “alternative’ or ‘non-
traditional’ lenders looking to contribute
M&A financing?

Rusnak-Carlson: The unitranche product
is the most popular product. While we have
been structuring unitranches for 10 years, the
popularity of the unitranche has exploded in
the past year and a half. Unitranches have
now become a platform for a multitude of
structures, including one-stops, first-out/last-
outs, synthetic second liens and mezzanine
structure, split collateral and even up-side
down firsts. Sponsors appreciate unitranche
facilities because the one document structure
is simpler and more cost efficient to execute
than a traditional two document structure
and may allow alternative lenders to stretch
deeper into the capital structure.

Cheng: At present, what has historically
been considered subordinated debt seems to
have largely fallen by the wayside and been
replaced by unitranche structures, second lien
debt or senior high yield notes, which in cach
casce is technically senior debt. The increase
in the issuance of second lien debt is particu-
larly striking, with Bloomberg reporting that
in the first quarter of 2014 second lien loan
issuance jumped to an all-time high for any
first quarter. There is definitely a pool of al-
ternative non-bank lenders that has gained in
presence over the past several years, which
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consist primarily of BDCs and funds dedicat-
ed to making senior loans. One caveat is that
these alternative non-bank lenders play pri-
marily in the middle market to lower middle
market space, which impacts the magnitude
of the M&A financings where such lenders
can take the lead. Also, given the segment of
the market on which these alternative lend-
ers focus, their borrowers are likely going
to have to live with a more robust covenant
package — including maintenance covenants
— than would borrowers under large cap syn-
dicated bank facilities.

Yamarone: In the larger transactions, the
high-yield bond market continues to be very
accommodating as investors’ leverage tol-
erance remains high. For middle market is-
suers without access to the liquid markets,
increased competition has forced mezzanine
players to pursue riskier credits, especially
given senior lenders’ willingness to stretch
deeper into the capital structure. The ‘uni-
tranche’ solution remains very attractive as
alternative lenders, including BDCs and pri-
vate debt funds, are actively looking to put
capital to work. Though these funds’ return
thresholds are higher than traditional senior
lenders, they can offer higher leverage, a
flexible structure, and both speed and cer-
tainty of execution.

Moll: Particularly in Europe, the issuance
of subordinated bonds designed to absorb
losses is popular at present. This develop-
ment started in 2013 and is continuing so far
in 2014. In our experience, larger compa-
nies still rely on banks in particular as their
traditional lenders and we are not aware of
a strong pool of ‘alternative’ or ‘non-tradi-
tional’ lenders pushing for their share in this
segment of the M&A market. However, we
arc aware that companies involved in smaller
M&A transactions these days sometimes use
these alternative ways to get the necessary
funds, instead of taking the laborious route
of negotiating a loan with a bank.

FW: Are certain types of transactions
more likely to receive financing? What
characteristics are lenders looking for in a
prospective deal?

Cheng: Right now, sponsor deals under
6x leverage are more likely to get done on
terms that would be acceptable to the bor-
rower than dividend recaps and re-pricings, a
few of which have been pulled over the past
few weeks in light of investor pushback. Ob-
viously, lenders are going to be looking for
yield, and are also going to be looking for
call protection to lock in that yield. It also
seems that investors are taking a closer look

at some of the bond-like features that are ap-
pearing in loan documentation. In particular,
deals where restricted payments, investments
in non-loan parties and permitted acquisition
debt are subject to more meaningful caps
would be attractive to investors.

Yamarone: Even in today’s hot market,
lenders continue to prefer acquisitions by a
prominent financial sponsor or a reputable
strategic acquirer. As with all credits, lenders
prefer a demonstrated and consistent level of
cash flows with minimal capital expenditure
(capex) requirements — two to three years of
steady historical performance — a business
model with recurring revenue streams or
long-term contracts, and a strong collateral
base. In 2013, nearly two-thirds of all new
issuances were in the TMT, industrial, and
services and retail industries, with a notable
decline in the acrospace and defence scctor.
We expect these trends to remain consistent
in2014.

Moll: On the one hand, lenders, in par-
ticular banks, are looking for conservative
funding in transactions which give them a
convincing package of profits and securi-
tics. On the other hand, we can see a trend
regarding more aggressive deals including
higher leverage levels and looser covenants,
as lenders are competing for transactions in
a recovering M&A market. In the next few
months, it will be interesting to see which of
these two conflicting arguments gets the up-
per hand, from a lender’s perspective.

Rusnak-Carlson: Lenders are fighting to
provide financing for quality credits — com-
panies that show strong balance sheets and
revenue models, are operating in stable in-
dustries, and have quality management and
sponsors. For such quality credits, lenders
are challenged to maintain yield and exercise
discipline on structure.

FW: Are you seeing signs of a return to
‘covenant-lite’ debt structures?

Yamarone: 2013 clearly marked the re-
turn of covenant-lite structures as the new
norm, with approximately 57 percent of first
lien loans allocating without a covenant, the
highest level in 10 years. Issuers have taken
advantage of strong lender demand to intro-
duce a covenant-loose structure, with wider
covenant cushions and ratios in licu of cov-
enant-lite. This trend is expected to continue
into 2014 given the favourable supply and
demand dynamic for issuers.

Moll: Covenant-lite debt structures can be
seen again in recent deal structures. This is »



particularly true for deals involving US lend-
ers. The debt structures we see in Europe
tend to be more conservative in this regard
and, consequently, covenant-lite debt struc-
tures are not that common. Nevertheless, it is
obvious that lenders want to profit from the
favourable financing conditions. Provided
that such conditions prevail, a further rise of
covenant-lite debt structures is possible in
Europe as well.

Rusnak-Carlson: Covenant-lite debt facili-
ties are returning to the US middle market in
addition to upper market terms coming down
to the middle market in quality credits. Some
examples of more upper market terms mov-
ing down to the middle market include build-
er baskets, debt incurrence tests, flexible ac-
cordions, and unrestricted builder baskets.

Cheng: In large cap deals and in larger
middle market deals, covenant-lite structures
have definitely returned, with LCD reporting
that 60 percent of new-issue loans were cov-
cnant-lite in the first quarter of 2014, which
is actually a slightly lower percentage than
in the two previous quarters. The cut-off in
facility size where you can receive a cov-
enant-lite loan seems to be around $200m.
One thing to note is that given recent market
conditions, we have seen a few refinancings
of covenant-lite facilities where the borrower
had to add a leverage covenant to get the deal
done.

FW: What impact is the interest rate envi-
ronment likely to have on M&A financing
through the remainder of 2014?

Moll: The interest rate environment pre-
vailing at present will certainly help to drive
the trend towards a global recovery of the
M&A market. At the same time we would
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expect the availability of cheap funds to be
one of the ingredients leading to further big
M&A transactions as alrcady seen in the
first quarter of 2014. Of course there will
always be risks — for example, geopolitical
or regulatory — and consequently rising in-
terest rates are a possibility. In particular, if
the curo crisis should get worse again, this
may have a negative impact on the economy
and the overall interest level. However, up to
the present, there are no concrete indications
that the interest rate environment is about to
change in the near future.

Rusnak-Carlson: We have seen strong ac-
tivity for the past year and a half. Alternative
lenders have had no problem raising capital.
If interest rates hold steady and the capital
markets remain stable, then we expect M&A
financing activity to continue to be strong
throughout the balance of 2014.

Cheng: While it seems commentators do
not expect the Federal Reserve to materi-
ally tighten interest rates for the remainder
of 2014, we have seen a marked increase
in pricing over the past several weeks. To
the extent that this increase does not prove
to be temporary, this suggests to us that the
interest rate question is not going to be
whether or not there is demand, but whether
the clearing price is going to work for the
buyer. That being said, on the demand side,
what we are keeping an eye on is whether the
regulatory environment will depress CLO is-
suance and the ability or willingness of banks
to participate in leveraged financings. While
the fears with respect to CLO issuance have
not yet been realised, some banks are look-
ing very closely at financings that exceed 6x
leverage.

Yamarone: In the past couple of months,

the credit markets have adjusted to the Fed-
cral Reserve’s actions to incrementally re-
duce its bond purchase program, with trea-
sury yields about 30 bps below year-end
2013. Generally, I would expect short term
rates to remain at historically low levels well
into 2015. The liquidity provided by CLO
issuances and fund flows to leverage loan
mutual funds have created an appetite for the
credit of the largest borrowers, which should
continue to drive M&A activity for the rest
of the year.

FW: What advice can you offer to acquir-
ers on structuring and financing M&A
deals in light of today’s market conditions?
How can acquirers achieve an optimal capi-
tal structure?

Rusnak-Carlson: Today’s market condi-
tions reflect an ideal credit market for spon-
sors and borrowers. To fully reap the benefits
of the market, sponsors and borrowers should
look to alternative lenders for financing and
consider the advantages of the unitranche
structure.

Cheng: The financing environment is still
strong cnough that an acquirer should be
able to get a deal done with pricing and op-
erational flexibility that are good relative to
historical standards. However, in light of the
current market environment, pushing the en-
velope on everything might not be the best
approach to take. Regardless of how aggres-
sive a covenant package is sought, acquirers
should not be surprised to see a push for in-
vestor friendly changes with respect to terms
such as pricing, call protection and incre-
mental loan MEN protection.

Yamarone: Borrowers should take advan-
tage of the competitive dynamic between
lenders and explore capital alternatives from
both traditional banks and alternative inves-
tors. Companies from all industrics and sizes
arc able to tap various pools of capital to
finance acquisitions and provide additional
dry powder for growth. A competitive pro-
cess cnables the borrower to achieve a debt
structure with maximum operational flexibil-
ity and minimal call protection.

Moll: 1t is general knowledge that today’s
market conditions offer friendlier financ-
ing conditions than in past years. There-
fore, even if the acquirer has plenty of eq-
uity on hand for a planned transaction, we
advise acquirers to seek higher debt to
cquity ratios. The interest rates currently seen
arc historically low and companies should
seize this opportunity not least because of
the potential profits of using leverage. B
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