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Disclaimer
The overview materials presented herein are for informational purposes only.

This presentation is not intended to be legal advice. 

The use of  any information provided in this presentation should not be taken as establishing any contractual or attorney-
client relationship between any parties.  

For further information, please contact:

Robert Perry, President & General Counsel at RPerry@ClearbrookCorp.com

Reference materials are cited throughout; full bibliography is available upon request.

mailto:RPerry@ClearbrookCorp.com
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Presentation Overview
1) “Distressed Context” Defined
2) Sources of  Business Failure
3) Macroeconomic Perspectives
4) Capital Structure Overview
5) Creditor Protections & Types of  Default
6) Evaluation of  Strategic Alternatives

• Risk Mitigation During the “Good Times” 
7) Advising the Distressed Company

• Out-of-Court Transactions vs. In-Court Transactions
8) Key Considerations for Investors
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“Distressed Context” Defined

For the purposes of  this presentation, a company is 
“distressed” if  it is having trouble satisfying its 
financial obligations/liabilities. 
• Inability to make payments on borrowed 

money;
• Lack of  credit with vendors/suppliers;
• Financial metrics do not satisfy certain loan 

covenants;
• Trouble raising additional capital to satisfy 

operational requirements.  



M&A Within a Distressed Context

September 28, 2018Page 5

Sources of  Business Failure

Industry
• Macroeconomic factors
• Overcapacity/Pricing 

pressure
• Technological 

Innovation
• Input cost spikes
• Foreign Competition
• Capital Markets 

Turmoil
• Regulatory Changes

Company
• Customer 

Concentration
• Product Recall
• Environmental 

Disaster
• Poor Internal Controls
• Loss of  a Key 

Employee
• Litigation

Management
• Fraud
• Generational 

Transition
• Poor Judgment
• Lackluster Decision-

making
• Misguided Strategies
• Mismanaged customer 

relationships

Which of  the above presents the most compelling opportunity?

The Art of Distressed M&A: Buying, Selling, and Financing Troubled and Insolvent Companies
H. Peter Nesvold, Jeffrey Anapolsky, and Alexandra Reed Lajoux
Default Book Series. February 2011 
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Macroeconomic Perspective

We have come a long (long!) way since 
this subject matter was in vogue.

Scarcity of  credit; risk aversion; dire 
macro trends feel like a distant 
memory…

The “Animal Spirits” have returned
• Alternative lending sources 

available; 
• Billions of  private investment 

dollars focused on the middle 
market; 

• Lenders able and willing to 
“pretend, amend, and extend”
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Macroeconomic Perspective

We are here…
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Macroeconomic Perspective

Continued theme of  
“normalizing” interest 
rates…
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Macroeconomic Perspective

Key Takeaways:
• Corporate Cash balances are 

steady (relatively high 
historically)

• Interest Coverage Ratios 
declining 

• Increasing “Other Financing” 
(e.g., non-traditional) being 
utilized 
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Macroeconomic Perspective

PWC, Bankruptcy and Restructuring: 2017 in Review
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Macroeconomic Perspective
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Capital Structure Overview

High

High

Low

Low

Financial 
Flexibility

“Cost” or 
Expected 
Return

Bank Debt

Senior Sub. 
Debt

Convertible 
Debt

Pref. Stock

Common 
Stock

Senior 
Debt

The lower the contractual 
obligation to the security 

holder, the higher the 
expected return.
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Capital Structure Overview (cont’d)
Contractual Obligation to Pay
Fixed claim on cash flows
Priority Claim
Finite Maturity
Control via Covenants

Hybrid or Mezzanine 
Capital

Residual claim on cash flows 
No Priority Claim
No Finite Maturity
Governance Rights

Financial Priority

• Convertible debt
• Preferred Stock
• Option-linked bonds
• Step-up rate loans
• Second Lien debt
• Pay-in-Kind “PIK” Notes
• Profit-Participation Securities

• Common Equity
• Warrants/Options
• Contingent Value Rights
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Is Debt the Issue?
Potential Warnings Signs:

“Overleveraged” Balance Sheets typically appear that way in hindsight

Industry
• Macroeconomic factors
• Overcapacity/Pricing 

pressure
• Technological 

Innovation
• Input cost spikes
• Foreign Competition
• Capital Markets 

Turmoil
• Regulatory Changes

Company
• Customer 

Concentration
• Product recall
• Environmental 

Disaster
• Poor Internal Controls
• Loss of  a Key 

Employee
• Litigation

Management
• Fraud
• Generational transition
• Poor judgment
• Lackluster decision-

making
• Misguided strategies
• Mismanaged customer 

relationships

It’s only when the tide goes out that you learn who’s been swimming naked.” Warren Buffett
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Bond Covenants 
Contractual minutiae or necessary lender protections?

Depends upon the market… 

Affirmative Covenants “Do This.”
1. Disseminate financials at this frequency 

and in this format;
2. Maintain healthy financial standing as 

outlined by the following 
thresholds/ratios;
• E.g., Debt/EBITDA

Negative Covenants “Don’t do This.”
1. Don’t pay extraordinary dividends
2. Don’t make any expenditures/incur any 

indebtedness over a certain amount
3. Don’t sell any assets outside of  the pre-

approved ordinary course of  business 
without the lender’s prior consent

4. No transactions that impact governance 
ownership

Common Theme: 
Protect the Borrower’s Assets and Free Cashflow to protect your investment
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The Three Types of  Default
Payment Default

Company fails to make a 
scheduled payment on one or 
more of  its obligations.

Technical Default
Company fails to maintain 
performance or liquidity 
metrics outlined in bond 
covenants (even if  it’s making 
payments under the terms of  
the contract).

Cross Default
Company default with one 
group of  creditors triggers an 
event of  default with another 
group of  creditors. May also 
occur when a Company 
defaults on one loan with one 
creditor, triggering an event 
of  default on another loan 
with the same creditor.

Onerous Terms May Hurt More Than Help…
Typically: Increase in interest payments well beyond the market rate; loan balance may be due and payable upon 
lender’s demand; borrower responsible for lender’s court costs and attorneys’ fees, etc.  

The Art of Distressed M&A: Buying, Selling, and Financing Troubled and Insolvent Companies
H. Peter Nesvold, Jeffrey Anapolsky, and Alexandra Reed Lajoux
Default Book Series. February 2011 
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Evaluation & Strategic Alternatives

Liquidity & Working Capital
• Persistent focus on billing and 

collections processes
• Revise and test cashflow forecasts 

under scenario analysis
• Schedule and plan for “milestone 

payments”
• Manage payables to maintain 

strong vendor relationships

Access to Capital
• Explore diversifying financing 

sources
• Stress-Test the Capital Structure—

if  a Line of  Credit is tied to 
Accounts Receivable, how does 
seasonality effect your borrowing 
base?

• Proactively seek covenant relief  
before you genuinely need it

Proactive Risk Mitigation

PWC, Crisis & Restructuring – Dodging the bankruptcy bullet.
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Evaluation & Strategic Alternatives

Operational Efficiency & 
Organizational Structure

• Take a hard look at potentially 
redundant or dormant entities

• Products or services that 
aren’t suffering material losses, 
but also aren’t growing 
adequately may be the most 
susceptible to downturn risk

Shareholder & 
Stakeholder Management
• Increase visibility and 

strengthen shareholder 
relationships during 
periods of  strength

• Outline potential risks 
and strategic initiatives; 
communicate and build 
confidence

• Carry robust D&O 
Insurance

Proactive Risk Mitigation

PWC, Crisis & Restructuring – Dodging the bankruptcy bullet.
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Evaluation & Strategic Alternatives
Out-of-Court vs. In-Court Transactions

The main restructuring alternatives that are available to a defaulting company are: (1) an out-of-court workout; (2) Federal 
bankruptcy protection, and (3) State insolvency proceedings.*

Weighing all of  the factors:
• Will creditors agree or even cooperate without court supervision?
• Are there contingent or unknown liabilities that require absolute clarity?
• Are creditors organized so that they can negotiate with the company?
• Will creditors unanimously consent without a court’s oversight?
• Would the company’s position be vastly improved via the legal rights forentities engaged in 

the bankruptcy process?
• Will a lengthy court proceeding disrupt the company’s operations causing unnecessary 

economic harm to creditors?
• Is management credible?

* Because of  their complexity, this presentation does not provide an in-depth overview of  “in-court” alternatives, but merely presents 
them as a juxtaposition to out-of-court workouts. 
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Evaluation & Strategic Alternatives
Advising the Distressed Company

Out-of-Court Workout: Flexibility; Control; Confidentiality 
Debt restructuring through an Out-of-Court Workout allows a defaulting entity to negotiate a payment schedule or plan 
with its creditors without judicial oversight.  

• Typical Preliminary Step à Forbearance: An agreement (typically for a set period) by a lender to refrain from 
exercising (not waiving entirely) certain rights that are available to it under a credit agreement or indenture as a result 
of  an event of  default. Logistically more challenging in instances of  Cross Default as one lender’s forbearance does 
not guarantee another’s.

• Think: Unanimous consent; efficient/somewhat harmonious process; resulting in less autonomy for defaulting entity,a
higher interest rate; extending the maturity of  the obligations; requiring additional collateral; restructuring fees for the 
lender; potential new equity injection into the company. 

• Mitigate fraudulent transfer risk if  new capital is invested on market terms and all interested parties consent to the 
terms of  the restructuring.
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Evaluation & Strategic Alternatives
Advising the Distressed Company

Out-of-Court Workout: Details, Consents, New Money, Typically Not “Clean Slate”
• The greater the degrees of  freedom, the more leverage each party has in the quest for unanimous consent

• Risk that Target company will seek bankruptcy protection and shop offers after agreeing to new restructuring 
terms

• New investor/lender may misrepresent its priorities and use new capital as leverage for misaligned incentives 
versus the historical interested parties

• The Company’s outstanding obligations have been adjusted, but not extinguished. If  the restructurings were 
not sufficient, or if  old problems persist, everyone goes back to the drawing board
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Evaluation & Strategic Alternatives
Mitigating New Investor Risk

Distressed companies can represent attractive targets as they’re under pressure to quickly raise capital to satisfy 
creditors without substantial disruption to their business. 

1) Evaluate the underlying performance of  the investment versus its direct costs.
2) Identify the source of  the solvency issues

• Strictly a balance sheet issue? 
3) Current information is an incredibly high priority

• Historical financials don’t guarantee future results if  a key employee or customer 
has left

4) Focus on downside risk, but understand the upside potential through a new or 
derivative use
• Is a struggling brand’s newly-completed manufacturing facility more valuable as a 

private label production facility?
5) Timing pressure may derail or destroy the transaction process

KPMG: Purchasing Distressed Businesses, 2016
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Evaluation & Strategic Alternatives
Mitigating New Investor Risk

Due Diligence & Operational Considerations

Quality/availability of  information 
• Are the current stakeholders incentivized to help you perform a robust due diligence process?

Recovery & post-closing risk
• Rep. & Warranty and indemnity constructs must be vary narrowly tailored to avoid trying to recover against a 

bankrupt entity. 

Retaining Talent
• Quickly engaging key employees to solidify compensation packages and job descriptions--especially if  significant 

organizational changes are underway or employee stock options will be restructured during the process—may 
require additional resources. 
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Evaluation & Strategic Alternatives
Mitigating New Investor Risk

Risks of  Out-of-Court Transactions

Typical Post-Closing Surprises
• No court order that assets are sold free and clear of  all liens/encumbrances

• Escrow for seller retained or unassumed contingent liabilities 
• Very specific drafting necessary to avoid unassumed liabilities versus very straightforward approach via 

bankruptcy process
• Fraudulent transfer and preference claims

• Mitigate through stringent memorialization of  the sale process
• “marketing” and “go shop” provisions 
• valuation or fairness opinion
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Questions?

Thank you for your time!


