Overview of Credit Agreements

2009 Fundamentals of Credit Analysis

When investing in credit instruments, particularly leveraged loans and bonds, as well as distressed securities defined as either trading below 85% of par or 1000bp over Treasuries, it is imperative that you read the governing documents.  Ultimately, the only thing that gives you a claim to an issuer’s cash flows is the contract governing the issuer - lender relationship.  In the case of bank loans these are referred to as credit agreements and in the case of bonds, indentures.  These contracts specify the terms of agreement including interest rates, principal, maturity, covenants, events of default and remedies.  So where do you can you find these all important documents?  The easiest way is if you have access to Bloomberg.  If you only know the Equity Ticker then first look up the company by its equity ticker search under RELS and see what corporate bonds and bank loans the company has outstanding. 
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Simmons Bedding Co
innons Bedding Company manufactures and distributes premiun-branded bedding
roducts in the United States. The Company designs, manufactures, distributes
nd licenses abroad range of mattresses, box springs, bedding frames and sleep
ccessories under the brand names Beautyrest, BackCare, sang, BackCare Kids,
nd DeepSleep.
Company Information for 6647Z US <EQUity>

1) 0 Brands 14) Company Web Page
2) 12 People 15) ALl Company Information (CU)
3) 5 Major Subsidiaries 16) Full Company Description (DES]
4) 0 Addl Company Structure 17) Company News (CN)
5) 1 Ultimate Parent
) 1 Parent company- THL-SC Bedding Co
) 0 Company Holdings Debt Securities
Equity Securities 18) 1 Corporates by Company
8) 1 Equities 19) 0 Preferreds
9) 0 Equity Options 20) 20 Bank Loans
[10) 0 Equity Futures 21) 4 Corporates by Ticker SIMMON
1) 0 Varrants 22) 0 Money Markets
12) 0 Other Securities
Funds
13) 0 Funds
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In addition, you can use look up the corporate ticker by using F3 on Bloomberg and search for the corporate ticker and for loans use the TKL function to lookup loans by issuer.  If you do not have access to Bloomberg, then you can look in the SEC filings.  You have to know when loan or bond was issued however, because you need to search the nearest 10-Q or 10-K to the issue debt as it will be attached and listed as an exhibit. 
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Loan Facilities Page 171
SIHMON (20 Found)  Tupe [ status [ Exclude
DSTMMONS ACQ CORP| 03/22/96 REVOLVER 03731/01(USD |REPLACED
2)SIHMHONS ACQ CORP| 03/22/96 [} TERH 037/31/01|USD |REPLACED
3)SIMMONS ACQ CORP| 03/22/96 FACILITY 037/31/03(USD | REPLACED
4)SIHMONS ACQ CORP| 03/22/96 B TERM 03/31/03|USD |REPLACED
5)SIHMONS COHPANY 10/29/98 REVOLVER 10/29704|USD |REPLACED
6)SIHMONS COHPANY 10/29/98 A TERH 10/29704|USD |REPLACED
?)SIHHONS COHPANY 10/29/98 B TERH 10/29705|USD |REPLACED
B)SIHMONS COHPANY 10/29/98 FACILITY 10/29706|USD |REPLACED
9)SIHMONS COHPANY 10/29/98 % TERH 10/29706|USD |REPLACED
10)STHMONS BEDDING 12719703 REVOLVER 12/19709|USD |DEFAULTED
11)STHMMONS BEDDING 12719703 FACILITY 12/01711|USD |DEFAULTED
12)STHMONS COMPANY 12719703 TERM 12/19/11|USD
13)SIMMONS COMPANY 12719703 * FACILITY 12/19/711|USD |A&R
14)STMMONS COMPANY 12719703 TERM 06/19/12|USD | REF INANCED
15)STHMMONS COMPANY 12719703 FA  |FACILITY 06/19/12(USD | REF INANCED
16)STHMONS COMPANY 08/27/04 [% TERM 12/719711|USD |REF INANCED
1?)SIMMONS COMPANY 08/27/04 FA  |FACILITY 12/19/711|USD |REF INANCED
18)STHMONS BEDDING 05/25/06 D TERM 12/19711|USD |DEFAULTED
19)STHMMONS HOLDCO 02/09/0? PIK TERM LOAN|02/15/12|USD (SIGNED
20)STHHONS HOLDCO 02709707 FA [FACILITY 02/15/12|USD |SIGNED
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 Another way to access loan information is to call the trading desk of the agent bank.  The agent bank will send you a confidentiality agreement and you can access the loan documents over the IntraLinks system.  You can opt to only by “public” on a loan which would free you from trading restrictions, but limit your access to non-public information.  Loan investors have access to a great deal more information, including a bank book with projections, financial models and other disclosures that are not publicly available.  The downside to this is that it limits your ability to trade while in possession of that information, particularly with respect to other securities of the issuer.  While there is a mechanism for selling securities you are restricted in, known as a “big-boy letter”, which states that seller is in possession of restricted information, you cannot use that to buy junior securities in a company after peeking at the bank book and other projections.
The primary document to review for a loan is the credit agreement. It contains all of the information you’ll need to understand the features of the loan. If it is a secured loan, you’ll need to review the Security and Collateral Agreement to learn which assets secure your claim.  In addition, if there is a second lien loan you will need to review the inter-creditor agreement which governs the collateral enforcement remedies between the parties to the same collateral.  The inter-creditor agreement may or may not contain a subordination provision for right of payment in the event of a sale of the collateral or a bankruptcy.
Loan Agreements and indentures have a similar structure and the issuer’s counsel that works on these documents will have its own template.  Each law firm’s boiler plate is a little different, but rest assured the first thing the associate does is pull the company’s last indenture or credit agreement and starts with that.  After reading a few you will get used to their layout and the convoluted legalese.
1. Title page. Here you’ll find info such as the closing date of the loan, name of the borrower (legal entity), and the agent banks on the loan.

[image: image3.emf]
2. Table of Contents. Lists where to find important sections of the document such as covenants, prepayments, defined terms and change-of-control (CoC) provisions.
3. Recitals. This section will tell you, again, the date of closing as well as the borrower(s) and guarantor(s) of the facility. The names of the borrowers and guarantors are enormously important because they are the only entities that are required to pay you principal and interest. Sometime, the terms Borrower and Guarantor are listed without naming legal entities. Then, you’ll have to consult the Defined Terms section of the agreement to see who the Borrower(s) and Guarantor(s) are.  Understanding who the parties are is important because it is only those entities that you can look to recourse to for your repayment.  While it is common to have cross-default language that impacts both guarantor and non-guarantor subs, you still have to know which assets you have recourse to.  Cross-default provisions can give you negotiating leverage because the borrower may not want to trigger defaults at other entities, but that does little to impact your recovery if your loan is secured by undesirable assets.  Guarantees can overcome that by giving you recourse to other entities for payment if the recovery is insufficient at your entity.  May allow for double dipping, but recovery cannot exceed par plus accrued. (Calpine Canada)
Primus Telecommunications Holdings Inc. 8% Indenture
[image: image4.emf]
4. Defined Terms.  This section is critical to understanding the rest of the documents.  Every capitalized term in the document is usually defined in this section.  These definitions explicitly layout specific meanings, formulations, and calculations that will govern the loan.  This includes how to calculate covenants such as total leverage, permitted indebtedness, guarantees and the like.  For example, let’s say we want to calculate the leverage for covenant compliance purposes and leverage is defined as Total Debt to Consolidated EBITDA, as per the negative covenants.  Without knowing how Total Debt is defined and how Consolidated EBITDA is defined we cannot make an accurate calculation.  It is possible that Total Debt is reduced by the amount of Cash and Cash Equivalents, and then what counts as Cash and Cash Equivalents? The same applies to EBITDA;  How is Consolidated EBITDA calculated? It starts with Consolidated Net Income and then it is adjusted upward for Interest, D&A, but then there are a host of other add-backs such restructuring charges, non-cash impairment charges, loan loss or 
warranty provisions, releasing of reserves from M&A or restructuring charges and just about any other so called “one time item” a debtor and his advisors can think of.  Other important definitions to always review include:  Applicable Margin (tells you the margin of interest you’ll earn above a base rate, such as LIBOR); Maturity Dates, if you purchase a Term Loan B you’ll consult the Term Loan B Maturity Date definition to see when the Term Loan B matures; permitted indebtedness and indebtedness in general, and guarantees.
Example Defined Terms in Simmons Bedding Credit Agreement:

Interest Rate

[image: image5.emf]
Consolidated EBITDA
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5. Amount and Terms of the Credits. This section includes such items as the amount of the facility as well as the amount of each tranche of the facility (so if a facility has a revolving credit and a term loan, it has 2 tranches). It will also include the amortization schedule of the facility, the amount of letters of credit that are permitted to be issued and a host of other items, many of which you really won’t have to consider. However, two items that you will have to review have to do with prepayments: mandatory and voluntary. What if the company sells an asset for cash? Does it have to repay the loan? Generally there is a collateral sales proceeds waterfall.  The issuer most likely has to apply the proceeds to pay down the revolver and or term loan at par, then if there is excess proceeds make an offer to repurchase other outstanding debt or reinvest it in the business as capex.  This reinvestment can be very dubious and very often is just maintenance capex or worse and not really reinvesting in the business.  

Other issues can arise: What happens if equity is issued? Or if an insured plant is destroyed by a fire, do the insurance proceeds repay the loan? Or what if the company, after satisfying all of its obligations (capital expenditures, interest, taxes, etc.) has Excess Cashflow (yes, that’s another defined term)? These questions are all typically addressed in the mandatory prepayments section. Voluntary prepayments are just as you’d guess – the company has excess cash that it would like to use to repay the loan.  Loan are generally pre-payable at par or a small premium while bonds generally are non-callable in the first 3-5 years of issuance.  

If a bond or loan has no prepayment provisions, then it can still be retired through a defeasance which is typically called a make-whole call.  This is can be very expensive if interest rates have dropped significantly below the coupon on the bond.  In a make-whole, the issuer pays the present value the future interest and principal payments at the make-whole rate, which is generally the Treasury rate corresponding to the bond remaining weighted average life (not applicable if it is a bullet).  
[image: image7.emf]Case 1: Makewhole Calculation

Average Life to Maturity:

5.31

Final Maturity:

10 Years

Interest Rate:

8.25%

Interpolated Treasury Yield:

2.05%

MW Discount Rate:

2.05%

MW Premium:

$22,703,711

Cost Per Bond:

119%

Year Principal Interest Debt Service Balance

$118,382,614

0.25 2,192,271 2,441,641 4,633,912 116,190,344

0.50 2,192,271 2,396,426 4,588,696 113,998,073

0.75 2,249,962 2,351,210 4,601,172 111,748,111

1.00 2,249,962 2,304,805 4,554,767 109,498,149

1.25 2,249,962 2,258,399 4,508,361 107,248,187

1.50 2,249,962 2,211,994 4,461,956 104,998,225

1.75 3,088,183 2,165,588 5,253,771 101,910,042

2.00 3,088,183 2,101,895 5,190,078 98,821,859

2.25 3,088,183 2,038,201 5,126,384 95,733,676

2.50 3,088,183 1,974,507 5,062,690 92,645,493

2.75 3,088,183 1,910,813 4,998,996 89,557,310

3.00 3,088,183 1,847,120 4,935,303 86,469,127

3.25 3,088,183 1,783,426 4,871,609 83,380,943

3.50 3,088,183 1,719,732 4,807,915 80,292,760

3.75 3,088,183 1,656,038 4,744,221 77,204,577

4.00 3,088,183 1,592,344 4,680,527 74,116,394

4.25 3,088,183 1,528,651 4,616,834 71,028,211

4.50 3,088,183 1,464,957 4,553,140 67,940,028

4.75 3,088,183 1,401,263 4,489,446 64,851,845

5.00 3,088,183 1,337,569 4,425,752 61,763,662

5.25 3,088,183 1,273,876 4,362,059 58,675,479

5.50 3,088,183 1,210,182 4,298,365 55,587,296

5.75 3,088,183 1,146,488 4,234,671 52,499,113

6.00 3,088,183 1,082,794 4,170,977 49,410,929

6.25 3,088,183 1,019,100 4,107,284 46,322,746

6.50 3,088,183 955,407 4,043,590 43,234,563

6.75 3,088,183 891,713 3,979,896 40,146,380

7.00 3,088,183 828,019 3,916,202 37,058,197

7.25 3,088,183 764,325 3,852,508 33,970,014

7.50 3,088,183 700,632 3,788,815 30,881,831

7.75 3,088,183 636,938 3,725,121 27,793,648

8.00 3,088,183 573,244 3,661,427 24,705,465

8.25 3,088,183 509,550 3,597,733 21,617,282

8.50 3,088,183 445,856 3,534,040 18,529,099

8.75 3,088,183 382,163 3,470,346 15,440,915

9.00 3,088,183 318,469 3,406,652 12,352,732

9.25 3,088,183 254,775 3,342,958 9,264,549

9.50 3,088,183 191,081 3,279,264 6,176,366

9.75 3,088,183 127,388 3,215,571 3,088,183

10.00 3,088,183 63,694 3,151,877


6. Representations and Warranties. These are a list of items that the Borrower and Guarantor state are true as of a certain date (items such as there are no material legal or environmental issues not previously disclosed to the lenders, etc.). Typically, you won’t spend a lot of time here.

7. Conditions. These are the conditions that allow the borrower to use the facility. There are usually two sets of conditions – conditions on the initial closing date and then each subsequent borrowing (for example, each revolving credit borrowing would be subject to meeting the conditions). The overriding principle here is that the borrower must be in compliance with the terms of the agreement each time it borrows. Again, not a place you’ll likely spend a ton of time.

8. Affirmative Covenants. These are things the borrower must do to remain in compliance with the agreement. These include payment of principal and interest when do, delivery of financial statements within a certain amount of days after a quarter/ year end. You’ll look here to know when you must receive financial information, when the company is required to provide budgets, etc.

Simmons Term Loan D:
[image: image8.emf]
9. Negative Covenants. This is the section you’ll spend the most time reading. It contains all of the things a Borrower CANNOT do. The big items include prohibitions on debt incurrence, prohibitions on lien incurrence, prohibitions on restricted payments (payments to junior capital providers such as dividends or share repurchases), limitations on investments and limitations on capital expenditures. A typical covenant will state that the borrower cannot incur, for example, any debt other than the debt outstanding at close SUBJECT TO the exceptions that follow. It’s the exceptions you need to know well. Can a borrower increase the amount of secured debt (thus diluting your claim on collateral)? Or can it raise an unlimited amount of unsecured debt? There are many other important issues addressed in this section. You’ll need to read each covenant carefully and have the definitions section handy, as you’ll be referring to it very frequently. I’d say that I spend 80% of the time reviewing a credit agreement on the negative covenants. A thorough discussion of negative covenants would be an entirely separate post.

Simmons Term Loan D
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10. Financial Covenants. This is a sub-section within the negative covenants, but its importance warrants separate treatment.  The negative covenant generally begins with language that we see below and then goes on to list all of the various actions that issuer cannot do, subject to numerous carveouts,  such as incur additional liens, incur additional debt, make payments to subordinate holders, subject to restricted payments basket and maintain compliance within prescribed  credit ratios.  [image: image10.emf] Historically, you could expect to find, at a minimum, a leverage covenant and an interest coverage covenant in most loan agreements. As the credit markets peaked in 2006 and early 2007, the so-called “cov-lite” deal became common place.  These deals were referred to as cov-lite because the were struck without maintenance covenants. Instead, they had incurrence covenants (for example, an issuer could issue debt provided they were in compliance with a 2.0x interest coverage ratio pro forma for the issuance). Complicating matters further, some agreements had maintenance covenants that applied only to the revolving credit facility and not the term loan. If that wasn’t bad enough, the revolver covenants only were operative if the company borrowed under the facility.  In addition, these loans had new bells and whistles such as accordion features that allowed the issuer to increase his secure debt baskets, and had numerous carveouts allowing for further dilution of the collateral pool.  

So read the covenant carefully, including the preamble to the covenant. Don’t simply go straight to the table listing the relevant ratios. And, again, you’ll need the definitions section handy to accurately calculate the components of each ratio. A further note – another feature you’ll find in a number of 2006 and 2007 agreements is something called an Equity Cure. This is a provision that allows a financial sponsor to inject an amount of equity into the company to “cure” a financial ratio default. For example, if the company needed an extra $5 million of EBITDA to be in compliance with its leverage ratio, a sponsor would have the right (but not the obligation) to inject $5 million of equity and have that count as EBITDA for that quarter as well as the subsequent 3 quarters. 
Interest Coverage Covenant: Simmons Term Loan D
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Leverage Covenant: Simmons Term Loan D
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Restricted Payments: Simmons Term Loan D
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11. Events of Default. Define what constitutes a violation under the issuer’s credit agreement or indenture. Non-compliance with negative or affirmative covenants, for example, or failure to pay interest or principal are known as payment defaults.  Other examples of events of default, known as technical default, are failure to deliver a covenant compliance certificate or failure to file timely financial statements.   Pay close attention to the cure periods. For example, a failure to pay principal when due is an immediate event of default, but there may be a period of days where the company can make an interest payment after it was due and still be in compliance (interest is generally in a grace period for 30 days).  
When there is a violation of a covenant, creditors look to the Agent Bank or the Indenture Trustee to send a notice of default.  The issuer can cure the default or enter into a forbearance agreement while it negotiates a waiver for the violation.  In the event that a waiver is granted (requires 51% for most), the issuer pays a consent fee which can be as 
Forbearance Agreement: Simmons Term Loan D
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Amendment: Simmons Term Loan D
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little as 10bps or as high as 500bp, depending on the nature of the violation.  If the issuer is unlikely to be in compliance with its covenants for an extended period rather than enter into a waiver it may seek to amend the indenture and redo the covenant.  Amendments are more expensive and take more time.  Moreover, to amend the interest rate, the principal amount or the maturity date requires 100% approval of the holders.  Very often in exchange for amendments the issuer agrees to pay a significantly higher coupon or margin on floating rate debt.  With LIBOR collapsed most amendments include a LIBOR floor of at least 3%.  

If the issuer and its creditors cannot agree on a waiver, amendment or cure, then the Agent or Indenture Trustee would have the right to accelerate the debt making it immediately due and payable.  If the Indenture Trustee or agent is unwilling to declare an event of default, then generally 25% of the holders in amount can accelerate.  At this point the debtor’s only viable option is to voluntarily file chapter 11 or face and involuntary bankruptcy filing via their creditors.
Event of Default Simmons Term Loan D
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Cure Language:  Simmons Term Loan D
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12. The rest of the sections are fairly boilerplate and you’ll likely not spend much time reviewing them. They include a description of the role of the agent banks (as well as circumstances where a bank might be in default under the agreement) and other notices / miscellaneous items. 

Privileged and Confidential 


