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Welcome to the second edition of The International Comparative Legal Guide
to: Lending & Secured Finance.

This guide provides corporate counsel and international practitioners with a
comprehensive worldwide legal analysis of the laws and regulations of lending
and secured finance.

It is divided into three main sections:

Three editorial chapters. These chapters are overview chapters and have been
contributed by the LSTA, LMA and APLMA.

Fourteen general chapters. These chapters are designed to provide readers with
a comprehensive overview of key issues affecting lending and secured finance,
particularly from the perspective of a multi-jurisdictional transaction.

Country question and answer chapters. These provide a broad overview of
common issues in lending and secured finance laws and regulations in 46
jurisdictions.

All chapters are written by leading lending and secured finance lawyers and
industry specialists and we are extremely grateful for their excellent
contributions.

Special thanks are reserved for the contributing editor Thomas Mellor of
Bingham McCutchen LLP for his invaluable assistance.

Global Legal Group hopes that you find this guide practical and interesting.

The International Comparative Legal Guide series is also available online at
www.iclg.co.uk.

Alan Falach LL.M.

Group Consulting Editor
Global Legal Group
Alan.Falach@glgroup.co.uk



Welcome to the 2014 edition of The International Comparative Legal Guide
to: Lending & Secured Finance. Bingham McCutchen LLP is delighted to
serve as the Guide's Contributing Editor, and I am honoured to have been
invited to write this preface.

Cross-border lending has increased dramatically over the last decades in terms
of volume of loans, number of transactions and number of market participants.
There are many reasons for this: the globalisation of business and development
of information technology; the rise of emerging economies that have a thirst
for capital in order to develop economies to their full potential; and the
development of global lending markets, which has led to a dramatic rise in the
number of market participants searching for the right mix of return and risk, a
search that often leads to cross-border lending opportunities. For these reasons
it is increasingly important to maintain an accurate and up-to-date guide
regarding relevant practices and laws in a variety of jurisdictions.

The Guide’s first edition established itself as one of the most comprehensive
guides in the practice of cross-border lending. Building on that success, this
second edition, with contributions from the LSTA, the LMA, the APLMA,
coverage of 46 jurisdictions and useful overview chapters exploring certain
topics in-depth, serves as an even more valuable, authoritative source of
reference material for lenders, global businesses leaders, in-house counsel and
international legal practitioners.

We hope you find the Guide useful and practical, and we encourage you to
contact us with suggestions to improve future editions.

Thomas Mellor

Bingham McCutchen LLP

Contributing Editor

The International Comparative Legal Guide to: Lending & Secured Finance 2014
thomas.mellor@bingham.com



Chapter 1

Loan Syndications and
Trading: An Overview of
the Syndicated Loan Market

The Loan Syndications and Trading Association

In the past 25 years, the art of corporate loan syndications, trading,
and investing has changed dramatically. There was a time when
banks lent to their corporate borrowers and simply kept those loans
on their books, never contemplating that loans would be traded and
managed by investors like stocks and bonds in a portfolio. In time,
however, investors became drawn to the attractive features of loans
— unlike bonds, loans were senior secured debt obligations with a
floating rate of return — and, over the years, an institutional asset
class emerged. Today, such loans are not only held by banks but are
also typically sold to other banks, mutual funds, insurance
companies, structured vehicles, pension funds, and hedge funds.
This broader investor base has brought a remarkable growth in the
volume of loans being originated in the primary market and
subsequently traded in the secondary market. The syndicated loan
market represents one of today’s most innovative capital markets.

In 2013, total corporate lending in the United States exceeded $2.1
trillion — the highest volume recorded in the past 23 years.! This
figure encompasses all three subsectors of the syndicated loan market
— the investment grade market, the leveraged loan market, and the
middle market. In the investment grade market total lending — or
issuance — stood at approximately $749 billion in 2013. Most lending
in the investment grade market consists of revolving credit facilities
to larger, more established companies. The leveraged loan market,
where loans are made to companies with non-investment grade
ratings (or with high levels of outstanding debt), represented $1.14
trillion.2 Leveraged loans are typically made to companies seeking
to refinance existing debt, to finance acquisitions, leveraged buyouts,
or to fund projects and other corporate endeavours such as dividend
recapitalisations. Although investment grade lending and leveraged
lending volumes are roughly comparable, leveraged loans comprise
the overwhelming majority of loans that are traded in the secondary
market. Then there is the middle market. As traditionally defined,
middle market lending includes loans of up to $500 million that are
made to companies with annual revenues of under $500 million.3 For
these companies, the loan market is a primary source of funding. In
2013, middle market lending totaled more than $200 billion, with
$160 billion of that amount considered large middle market deals.#

Of these three market segments, it is the leveraged loan market that
has evolved most dramatically over the past 25 years. Attracted by
the higher returns of the loan asset class, the investor base has
expanded significantly and become more diverse. This, in turn, has
fueled demand for loans, leading to a commensurate rise in loan
origination volumes in the primary market. For the loan market to
grow successfully, for the loan asset class to mature, and to ease the
process of trading and settlement, these new entrants to the market
have needed uniform market practices and standardised trading
documentation. In 1995, in response to these needs, the Loan
Syndications and Trading Association (“LSTA” or “Association”) was
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formed, and its mission since inception has included the development
of best practices, market standards, and trading documentation. The
LSTA has thus successfully spearheaded efforts to increase the
transparency, liquidity, and efficiency of the loan market; in turn, this
more standardised loan asset class has directly contributed to the
growth of a robust, liquid secondary market.

The LSTA’s role has expanded to meet new market challenges.
After the Global Financial Crisis of 2008, the LSTA assumed more
prominence in the loan market, regularly engaging with the U.S.
government and its regulatory bodies on recent legislative and
regulatory initiatives. Policymaking in the wake of the financial
crisis had included sweeping changes to the financial industry,
including to the loan market, even though the regulatory impact on
the loan market was sometimes an unintended byproduct of reform
legislation aimed somewhere else. The LSTA has, therefore,
dedicated substantial time and energy since the crisis to building
awareness among regulators about the loan market and how it
functions, seeking to distinguish it from other markets and, at times,
persuading policymakers to exempt the loan market from particular
legislative measures. With most of the comment periods for those
regulatory changes having expired, the LSTA will move into a
second phase of its regulatory outreach program, where it plans to
maintain a dialogue about the loan market with regulators and to
promote the many benefits of a vibrant leveraged loan market for
US companies.

This chapter examines: (i) the history of the leveraged loan market,
focusing on the growth and maturation of the secondary trading
market for leveraged loans; (ii) the role played by the LSTA in
fostering that growth through its efforts to standardise the practices
of, and documentation used by participants active in, the secondary
loan market to bring greater transparency to the loan asset class; and
(iii) the regulatory challenges faced by the loan market in a post-
financial crisis environment, which our members believe is the
most important concern for the loan market.

Growth of the Secondary Market for Leveraged
Loans

The story of the leveraged loan market starts approximately 25
years ago in the United States, with the first wave of loan market
growth being driven by the corporate M&A activity of the late
1980s. Although a form of loan market had existed prior to that
time, a more robust syndicated loan market did not emerge until the
M&A deals of the 1980s and, in particular, those involving
leveraged buy-outs (LBOs), which required larger loans with higher
interest rates. This had two significant consequences for the loan
market. First, because banks found it difficult to underwrite very

WWW.ICLG.CO.UK
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Loan Syndications and Trading

large loans on their own, they formed groups of lenders — syndicates
— responsible for sharing the funding of such large corporate loans.
Syndication enabled the banks to satisfy market demand while
limiting their own risk exposure to any single borrower. Second,
the higher interest rates associated with these large loans attracted
non-bank lenders to the loan market, including traditional bond and
equity investors, thus creating a new demand stream for syndicated
loans. Retail mutual funds also entered the market at this time and
began to structure their funds for the sole purpose of investing in
bank loans. These loans generally were senior secured obligations
with a floating interest rate. The resultant asset class had a
favourable risk-adjusted return profile. Indeed, non-bank appetite
for syndicated leveraged loans would be the primary driver of
demand that helped fuel the loan market’s growth.>

Although banks continued to dominate both the primary market
(where loans are originated) and the secondary market (where loans
are traded), the influx of the new lender groups in the mid-1990s
saw an inevitable change in market dynamics within the syndicated
loan market. In response to the demands of this new investor class,
the banks, which arranged syndicated loans, began modifying
traditional deal structures, and, in particular, the features of the
institutional tranche or term loan B, that portion of the deal which
would typically be acquired by the institutional or non-bank
lenders. The size of these tranches was increased to meet (or create)
demand, their maturity dates were extended to suit the lenders’
investment goals, and their amortisation schedules tailored to
provide for only small or nominal instalments to be made until the
final year when a large bullet payment was scheduled to be made by
the borrower. In return, term loan B lenders were paid a higher rate
of interest. All these structural changes contributed to a more
aggressive risk-return profile, which was necessary in order to
attract still more liquidity to the asset class.

A true secondary market for leveraged loans in the United States
emerged in the 1990s. During the recession of the early 1990s,
default rates rose sharply, which severely limited the availability of
financing, particularly in transactions involving financing from
regional and foreign banks. Interest rates to non-investment grade
borrowers thus increased dramatically. Previously, banks had
carried performing loans at par or face value on their balance sheets,
while valuations below par (expected sale prices) were only
generally assigned to loans that were in or near default. During the
credit cycle of the early 1990s, however, a new practice developed
in the banking industry. As banks in the U.S. sought to reduce their
risk and strengthen their balance sheets, they chose to sell those
leveraged loans which had declined in value since their syndication,
rather than hold the loans until their maturity date as they had in the
past. In so doing, a new distressed secondary market for leveraged
loans emerged, consisting of both traditional (bank) and non-
traditional (non-bank) buyers. Banks were not simply originators
of these loans but now were also loan traders, and thus, in their role
as market makers, began to provide liquidity for the market.

Although leveraged lending volume in the primary market had
reached approximately $100 billion by 1995, trading activity was
still relatively low, standing at approximately $40 billion.6 The
early bank loan trading desks at this time initially acted more as
brokers than traders, simply brokering or matching up buyers and
sellers of loans. As liquidity improved and the lender base
expanded, investors began to look to the secondary market as a
more effective platform from which to manage their risk exposure
to loans, and eventually active portfolio management through
secondary loan trading was born. With the advent of this new and
vibrant secondary loan market, there naturally was a greater need
for standard trading documents and market practices which could
service a fair, efficient, liquid, and professional trading market for

commercial loans — a need reflected in the LSTA’s creation in 1995.
(The LSTA and its role in the development of a more standardised
loan market is discussed more fully below, under “The
Standardisation of a Market”.)

Around the same time, the loan market acquired investment tools
similar to those used by participants in other mature markets, for
example, a pricing service, bank loan ratings, and other supporting
vendor services. In 1996, the LSTA established a monthly dealer
quote-based secondary mark-to-market process to value loans at a
price indicative of where those loans would most likely trade. This
enabled auditors and comptrollers of financial institutions that
participated in secondary trading to validate the prices used by
traders to mark their loan positions to “market”. Within a few
years, however, as leveraged lending topped $300 billion and
secondary trading volume reached $80 billion, there was a need to
“mark-to-market” loan positions on a more frequent basis.” In
1999, this led to the LSTA and Thomson Reuters Loan Pricing
Corporation jointly forming the first secondary mark-to-market
pricing service run by an independent third party to provide daily
U.S. secondary market prices for loan market participants. Shortly
thereafter, two other important milestones were reached, both of
which facilitated greater liquidity and transparency — (i) the first
loan index was created by the LSTA and Standard and Poor’s, and
(ii) bank loan ratings became widely available to market
participants.

Just as the market’s viability was on the rise, so was its visibility. In
2000, the Wall Street Journal began weekly coverage of the
syndicated loan market and published the pricing service’s
secondary market prices for the mostly widely quoted loans. All
these tools — the pricing service, the bank loan ratings, the loan
index, and the coverage of secondary loan prices by a major
financial publication — were important building blocks for the loan
market, positioning it for further successful growth.

At about this time, the scales tipped, and the leveraged loan market
shifted from a bank-led market to an institutional investor-led
market comprised of finance and insurance companies, hedge, high-
yield and distressed funds, loan mutual funds, and structured
vehicles like collateralised loan obligations or “CLOs”. Between
1995-2000, the number of loan investor groups managing bank
loans grew by approximately 130 percent and accounted for more
than 50 percent of new deal allocations in leveraged lending. By
the turn of the millennium, leveraged lending volume was
approximately $310 billion and annual secondary loan trading
volume exceeded $100 billion as illustrated in the chart below.
With these new institutional investors participating in the market,
the syndicated loan market experienced a period of rapid
development that allowed for impressive growth in both primary

lending and secondary trading.
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The Loan Syndications and Trading Association

Unfortunately, as the credit cycle turned and default rates increased
sharply in the early 2000s, there was a temporary lull in the
market’s growth, with secondary loan trading stalled for a number
of years. By 2003, however, leveraged lending (and trading)
volumes quickly rebounded as investor confidence was restored.

Even the most bullish of loan market participants could not have
predicted the rate of expansion that would take place over the next
four years, from 2003-2007. Once again, this growth was driven by
M&A activity and large LBOs. Increasing by nearly 200 percent in
that four-year period, leveraged loan outstandings were more than
half a trillion dollars and secondary trading volumes reached $520
billion — a record that still stands today. Although hedge funds, loan
mutual funds, insurance companies, and other investor groups
played a large part in this phase of the loan market’s expansion, the
growth of the past three years had only been possible because of the
emergence of CLOs; this type of structured finance vehicle changed
the face of the leveraged loan market and was responsible for its
revival after the Global Financial Crisis.

The Global Financial Crisis in 2008 led to a recession in the United
States, a contraction of global supply and demand, and record levels
of default rates. Several years passed before leveraged lending
issuance was restored to pre-crisis levels, finally reaching $665
billion in 2012. And then in 2013, the market would enter into its
next phase of expansive growth.

In 2013, record levels of refinancing activity drove leveraged
lending volumes to an all-time high of $1.1 trillion — surpassing
2012’s prior record by almost 50 percent. On the institutional side,
lending reached $639 billion, surpassing 2012’s prior record by
almost 90percent.  Lenders also financed a substantial amount of
new loans in 2013, including a number of mega-sized deals such as
Heinz and Dell. As a result, the size of the secondary loan market
finally returned to its pre-crisis size, and by the end of June 2013,
outstandings on the S&P/LSTA Leveraged Loan Index (LLI)
equalled the previous record high of $595 billion set in late 2008.
By year end 2013, the LLI had grown by a total of $133 billion to
a fresh record of $682 billion. These record levels of supply were
funded by record levels of demand. Although CLOs still dominated
institutional lending activity in the primary leveraged loan market
by accounting for 53percent of non-bank institutional lending, also
notable was the leap forward taken by retail loan funds, which
accounted for one-third of all non-bank institutional lending in
4Q13, a three-fold increase in three years. In total, a record $144
billion of new loan demand came to market through CLOs and
retail fund in-flows. On the CLO side, new and old managers alike
printed north of $81 billion in deals — about $14 billion ahead of the
previous two years combined. CLO “2.0s” now manage roughly
half of the $300 billion in U.S. CLO assets under management
(AUM). On the retail side, investors contributed $63 billion to loan
mutual funds in 2013 as they sought low duration, floating-rate
assets. Loan fund AUM now exceeds $168 billion.

It was certainly a year for the record books but unfortunately
secondary-trading volumes just missed their own entry. According
to the LSTA’s 4th Quarter Secondary Trade Data Study, annual
trade volumes had remained range-bound in the $400 billion
context for the past three years, seemingly the new normal. But in
2013, volumes reached $517 billion (2013’s figure represented a
post-recession high that was only $3 billion shy of 2007’s all-time
record high of $520 billion). Although secondary trading activity
had been in steady decline since 2007, the asset classes’ investment
thesis (senior secured, floating rate, high risk-adjusted return)
coupled with all the investment tools put in place years earlier — an
independent pricing service (LSTA/TRLPC Mark-to-Market
Pricing), a standard benchmarking tool (the LLI), ratings, and the
standardisation of legal and market practices —have enabled today’s
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secondary loan trading market to be even more liquid and
transparent than it was before the financial crisis.

The Standardisation of a Market

No regulatory authority directly oversees or sets standards for the
trading of loans in the United States, although, of course, loan
market participants themselves are likely to be subject to other
governmental and regulatory oversight. Instead, the LSTA leads the
loan market by developing policies, guidelines, and standard
documentation and promoting just and equitable market practices.
The LSTA’s focus is attuned to the distinctive structural features of
the loan market which stem from the fact that corporate loans are
privately-negotiated debt obligations that are issued and traded
subject to voluntary industry standards. Because the LSTA
represents the interests of both the sellers and buyers of leveraged
loans in the market, it serves as a central forum for the analysis and
discussion of market issues by these different market constituents
and thus is uniquely placed to balance their needs and drive
consensus.

Loan market participants have generally adopted the standardised
documents and best practices promulgated by the LSTA. Although
the LSTA is active in the primary market, where agent banks
originate syndicated loans, it is most prominent in the secondary
market, where loan traders buy and sell syndicated loans. Over the
years, the Association has published a suite of standard trading
documents: forms or “trade confirmations” are available to
evidence oral loan trades made by parties and form agreements are
available to document the terms and conditions upon which the
parties can settle those trades. The adoption of the LSTA’s standard
trading documents by the market has directly contributed to the
growth of a robust, liquid secondary market.

It is customary for leveraged loans to be traded in an over-the-
counter market, and, in most instances, a trade becomes legally
binding at the point the traders orally agree the material terms of the
trade. Those key terms are generally accepted as including the
borrower’s name, the name, facility type, and amount of the loan to
be sold, and the price to be paid for the loan. For commercial
reasons, most U.S. borrowers choose New York law as the law
governing their credit agreements, and for similar reasons, the
LSTA has chosen New York as the governing law in their trading
documentation. Since 2002, loan trades agreed over the telephone,
like agreements relating to derivatives contracts and certain other
financial instruments, have benefited from an exemption from a
New York law which would otherwise require them to be set forth
in a signed writing to be enforceable. Because of the LSTA’s
lobbying efforts, the applicable New York law was changed in 2002
to facilitate telephone trading. Thus, provided both parties have
traded together previously on LSTA standard documentation, even
if one party fails to sign a confirmation evidencing the terms of the
trade, the loan trade will be legally binding and enforceable, if it can
be shown that the parties orally agreed the material trade terms.
This was a critical legislative reform that contributed to legal
certainty in the loan market and harmonised its status with that of
other asset classes.

After agreeing the essential trade terms, loan market practice
requires that parties then execute a form of LSTA trade
confirmation (the legislative change discussed above merely makes
it possible legally to enforce an oral trade even if a confirmation has
not been signed). Loans can be traded on what is referred to as par
documentation or on distressed documentation. Two forms of trade
confirmations are available for this purpose and the choice of which
one to use is a business decision made at the time of trade.
Performing loans, where the borrower is expected to pay in full and
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on a timely basis, are typically traded on par documentation which
means that the parties evidence their binding oral trade by executing
an LSTA Par Confirmation and then settling the trade by
completing the form of Assignment Agreement provided in the
relevant credit agreement (the term par is used because performing
loans historically traded at or near par). Alternatively, where a
borrower is in, or is perceived to be in, financial distress or the
market is concerned about its ability to make all interest payments
and repay the loan in full and on a timely basis, parties may opt to
trade the borrower’s loans on distressed documentation. In this
case, the trade is documented on an LSTA Distressed Confirmation,
and the parties settle the transaction by executing the relevant
assignment agreement and a supplemental purchase and sale
agreement. The LSTA has published a form agreement for this
purpose which has been refined over the years and is generally used
by the market. This agreement includes, amongst other provisions,
representations and warranties, covenants, and indemnities given
by seller and buyer. The adoption of standard documents in this
regard, particularly for distressed debt trading, significantly
contributed to a more liquid loan market, for market participants,
knowing that an asset is being traded repeatedly on standard
documents, can then uniformly price the loan and more efficiently
settle the trade.

When a loan is traded, the existing lender of record agrees to sell
and assign all of its rights and obligations under the credit
agreement to the buyer.8 In turn, the buyer agrees to purchase and
assume all of the lender’s rights and obligations under the credit
agreement. The parties must then submit their executed assignment
agreement to the administrative agent which has been appointed by
the lenders under the credit agreement. The borrower’s and agent’s
consent is typically required before the assignment can become
effective. Once those consents are obtained, the agent updates the
register of lenders, and the buyer becomes a new lender of record
under the credit agreement and a member of the syndicate of
lenders.9

If, for some reason, the borrower does not consent to the loan
transfer to the buyer, the parties’ trade is still legally binding under
the terms of the LSTA’s Confirmation and must be settled as a
participation.!0 The LSTA has published standardised par
participation agreements and distressed participation agreements
which may be used to settle par and distressed trades respectively
where loan assignments are not permissible. Under this structure,
the seller sells a 100 percent participation interest in the loan to the
buyer and retains bare legal title of the loan. Although the seller
remains a lender of record under the credit agreement and the
borrower will not typically be aware that a participation interest in
the loan has been sold, the seller must pass all interest and principal
payments to the buyer for so long as the participation is in place.
The transfer of a participation interest on LSTA standard documents
is typically afforded sale accounting treatment under New York law.
Thus, if the seller of the participation becomes a bankrupt entity, the
participation is not part of the seller’s estate, and the seller’s estate
will have no claim to the participation or the interest and principal
payments related thereto.

The LSTA continues to expand its suite of trading documents but
forecasts that it will play a more active role in the primary market
in 2014. Later this year, it will release new versions of its primary
documents, including an expanded publication of its Model Credit
Agreement Provisions which will include language addressing
refinancing mechanics, “amend and extends” whereby certain
lenders may extend their loan’s maturity date in exchange for a
higher margin (pursuant to this post-financial crisis credit
agreement development, only those lenders participating in the
extension need consent to it), sponsor and borrower acquisitions of
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loans on the open market or through a “Dutch Auction” procedure,
and guidelines regarding the borrower’s creation and updating of a
list of competitors it seeks to ban from joining the syndicate of
lenders or acquiring participations in the loan (typically referred to
as a “Disqualified Lender List”).

Regulatory Challenges

The financial crisis and the myriad financial reform regulation it
spawned has required the LSTA to be in frequent communication
with regulators. The U.S. loan market faces regulatory pressure
directly on leveraged lending and also on one of its key demand
streams, CLOs. CLOs represented 53 percent of the institutional
loan market in 2013, and CLO formation could be impaired
(indeed, possibly even shut down) by Dodd-Frank’s Risk Retention
and Volcker Rule. The elimination of CLOs would leave a
significant gap in the syndicated loan market — one not easily filled
by banks in light of the regulators’ “Guidance on Leveraged
Lending” in effect as of May 2013 and the increased capital
requirements to be implemented under Basel III and Dodd-Frank.
In addition, FATCA — the Foreign Account Tax Compliance Act —
poses additional challenges for the loan market.

Dodd-Frank’s Volcker Rule has two components: (i) a ban on
proprietary trading; and (ii) a ban on banks owning or sponsoring
private equity funds or hedge funds. The final rules implementing
the Volcker Rule were published in December 2013 — almost two
years after the proposed rules were first released and the LSTA
submitted its request for an exemption for CLOs. The final rules
have a number of wins for the loan market: (i) loans were exempted
from the proprietary trading restrictions imposed on banks for most
other assets; and (ii) a clear path was set out for a complete
exemption from the Volcker Rule for CLOs. However, in order to
qualify for the exemption, CLOs may not hold any securities or
structured products other than short-term cash equivalents.
Moreover, if a CLO does not qualify for the exemption and is
indeed a “covered fund” for purposes of the Volcker Rule, banks
would be prohibited from holding its ownership interests. Because
the final rules define ownership interest to include debt securities
that have “indicia of ownership”, such as the right to participate in
the removal or replacement of the investment manager of the
covered fund, it may not be possible for banks — the traditional
owners — to hold CLO debt tranches. The LSTA has been actively
campaigning for relief from the agencies, otherwise, banks will be
required to divest or restructure these debt securities by July 21,
2015.

The second threat to CLO formation is Risk Retention, which
requires securitisers of these vehicles to retain five percent of the
credit risk of securitised assets. Although Dodd-Frank identifies the
securitisers as those entities that initiate or originate an asset backed
security by “selling” or “transferring” assets, the reproposed risk
retention rules released in August 2013 actually target the CLO
manager as the entity that selects loans to be purchased for
inclusion in the CLO collateral pool and then manages the
securitised assets once deposited in the CLO structure. CLO
managers would presumably be required to retain CLO securities
equal to five percent of the fair value of the CLO on their balance
sheet for the life of the vehicle, without the ability to sell or hedge
- an impossible requirement for all but a handful of CLO managers.
Although the LSTA has urged an exemption for CLOs on the basis
that there is actually no “securitiser” in an Open Market CLO
because no one entity originates assets on its balance sheet and sells
or transfers them to an issuer, the LSTA has been working
extensively to craft an alternative retention scheme that would work
for CLOs and the agencies The LSTA’s proposal for a “Qualified
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CLO” would require a CLO to be subject to a number of restrictions
and protections, but for which a manager would only have to
purchase and retain five per cent of the equity, not of the fair value
of the deal. (For instance, $2.5 million of a new $500 million CLO,
not $25 million.) It remains to be seen whether the agencies will
adopt such a proposal in their final rules — expected this summer.
Fortunately, CLOs would not be subject to risk retention until two
years after the final rules are written (1Q2016 at the earliest).

Unfortunately, CLOs are not the only regulatory target — banks, too,
face new challenges. In addition to the increased capital
requirements to be implemented under Basel III and Dodd-Frank,
the federal bank regulators’ issued final Interagency Guidance on
Leveraged Lending in March 2013 — replacing Guidance from 2001
— which could materially impact banks’ ability to underwrite and
hold certain types of leveraged loans. The Guidance allows banks
to craft their own definitions of “leveraged lending” based on a
number of enumerated criteria, such as companies which engage in
an acquisition or recapitalisation transaction and companies with
total leverage greater than four times, or senior leverage greater
than three times, debt/EBITDA. The Guidance seeks to address not
only loans arranged by banks, but also loans held by banks and
takes a step further than the earlier guidance by addressing pipeline
risk. Perhaps the most significant change in the Guidance is the
suggestion that a loan to a company that cannot show the ability to
amortise from free cash flow all its senior debt or half its total debt
within five to seven years will likely be criticised. The Guidance
also looks sceptically at loans to companies that would have
leverage levels of six times or more after planned asset sales and
also loans which lack meaningful maintenance covenants. Based
on the language in the Guidance, the number of criticised loans a
bank holds may significantly increase. Structured as guidance
rather than rules, but with a compliance date of May 21, 2013,
banks are struggling to understand exactly how to interpret the
Guidance and fully comply. It remains to be seen if, and to what
extent, the Guidance impacts banks’ ability to engage in the
leveraged lending business.

Finally, FATCA, enacted in 2010, imposes a 30 percent withholding
tax on U.S. source payments to any foreign financial institution, for
example, a foreign bank, offshore fund or CLO, which does not sign
an agreement with the IRS and agree to provide information on its
U.S. accounts. The final regulations implementing FATCA were
published on January 17, 2013, although a six-month extension of
some implementation dates was granted in July 2013. For loans,
FATCA means a potential 30 percent withholding on interest
payment, many fees, principal payments, and sales proceeds.
FATCA hits loans especially hard, because while loans issued
before the grandfathering deadline of July 1, 2014 are not subject to
FATCA, loans are routinely amended and any material modification
of a loan, such as a 25 basis points spread change or a tenor
extension, is deemed a new loan for FATCA purposes and subject
to FATCA withholding. Withholding on interest payments begins
in July 2014 and withholding on principal payments and gross sale
proceeds begins in January 2017. Unfortunately for the loan
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market, FATCA poses additional specific compliance problems for
vintage CLOs, and the LSTA continues to engage with the IRS
seeking permanent relief for vintage CLOs in further guidance.

Conclusion

Today’s loan market certainly looks very different from that of
before the financial crisis and represents a new and more
challenging period for not only investors but also the LSTA. Loan
prices are now said to be closely correlated to, and no longer
shielded from, the daily price fluctuations of other asset classes.
Although the risk-adjusted returns of leveraged loans are still
advantageous, today’s returns come with a higher level of volatility.
In this environment, the LSTA remains committed to promoting a
fair, efficient, and liquid market for loans and maintaining its
position as the market’s principal advocate.
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Chapter 2

Loan Market Association

— An Overview

Loan Market Association

Loan Market Association

Founded in 1996, the Loan Market Association (LMA) is the trade
body for the syndicated loan market in Europe, the Middle East and
Africa (EMEA).

The LMA’s principal objective is to foster liquidity in the primary
and secondary loan markets, a goal which it seeks to achieve by
promoting efficiency and transparency, by the establishment of
widely accepted market practice and by the development of
documentation standards. As the authoritative voice of the
syndicated loan market in EMEA, the LMA works with lenders, law
firms, borrowers and regulators to educate the market about the
benefits of the syndicated loan product, and to remove barriers to
entry for new participants.

The purpose of this chapter is to give the reader an insight into the
background and development of the LMA, the scope of its work,
and recent and current initiatives.

Background to the LMA

Banks have bought and sold loans for decades but standard market
practice is still relatively recent.

Growth in borrowing requirements in the 1970s had seen loan
facilities, traditionally provided on a bilateral basis, increasingly
replaced by larger credit lines from a club of lenders, and then by
loan facilities syndicated to the wider market. In the US in the
1980s, a more formal secondary market evolved in parallel with
demand on banks’ balance sheets and into the 1990s also with the
proliferation of non-bank lenders hungry for assets. Proprietary
loan trading began to increase and crossed the Atlantic into Europe
initially via London-based units of US banks.

By the mid-90s, the secondary market in Europe had itself evolved
to become of increasing importance to banks looking to manage
their loan book more actively, be it for single client exposure
reasons, return on equity or otherwise. Proprietary trading added to
its growing relevance. Despite this, it was evident to practitioners
that the market, as it was at the time, lacked any standard codes of
practice, was inefficient and opaque. In response, a group of banks
agreed to form a market association tasked with promoting
transparency, efficiency and liquidity and, in December 1996, the
LMA was formed.

Initial Focus and Development

Within a few years of inception, the LMA had introduced standard
form secondary trade documentation for performing loan assets and
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distressed debt, proposed standard settlement parameters and built
out a contributor-based trading volume survey. Based on the
success of the Association’s secondary market initiatives, its remit
was then broadened to cover primary, as well as secondary, loan
market issues.

Just 2 years after it was founded, LMA membership had grown
from an initial 7 founding bank practitioners to over 100
institutions. Steady growth since then has seen the membership
base expand to 513 in 2013, including banks, non-bank institutional
investors, law firms, ratings agencies and service providers from 52
countries.

The evolution of the market from the mid-90s to today and the
requirements of its increasingly diverse membership have seen the
LMA’s work become broadly subdivided into the following
categories:

] Documentation.

] Market guidelines.

] Advocacy and lobbying.

] Education and events.

An overview of each category, a brief market overview and outlook
summary are given below.

Documentation

From secondary to primary

Following widespread adoption of the LMA’s secondary trade
documentation as the European market standard, focus was turned
to primary documentation. A recommended form of primary
documentation was developed by a working party which included
LMA representatives and those of the UK-based Association of
Corporate Treasurers (ACT), the British Bankers’ Association
(BBA), as well as major City law firms, with documents first
launched in 1999. Involvement of the ACT and BBA from the
outset played a major role in achieving broad acceptance of the
LMA recommended forms among borrowers and lenders alike.
This success was complemented by the subsequent addition of other
forms of primary documentation, including a mandate letter and
term sheet.

Following the English law recommended forms in terms of format
and style, French law (2002) and German law (2007) versions of
investment grade primary documentation were later developed,
further broadening general acceptance of LMA standards.
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From corporate to leveraged and beyond

The increasing importance of the European leveraged loan market
in the early 2000s saw the Association also focus on the
development of standardised leveraged loan documentation, with
recommended forms agreed in early 2004.

All proposed forms of documentation produced by the LMA are to
be regarded as a starting point for negotiations, with the expectation
that the more complex the transaction, the more tailoring will be
required. This notwithstanding, the fact that all documents have
been developed after extensive consultation with market
practitioners has led to the recommended documents being viewed
as a robust framework upon which to base subsequent individual
negotiations. This is particularly true of the leveraged document,
where significant input was also sought from non-bank investors
within the membership via an institutional investor committee.

As the financial crisis of 2007 began to bite, work commenced on a
recommended form of intercreditor agreement, a document
generally bespoke to the structure of each transaction. Launched in
2009, the document met with market-wide acclaim again as a robust
framework and as the product of comprehensive discussion by
market practitioners.

Historically, the LMA’s principal focus has been on documentation
relating to corporate investment grade and leveraged loans,
alongside a full suite of secondary loan trading documentation.
However, in recent years, and in response to member demand, the
association has significantly expanded its coverage. 2012 saw the
launch of a commercial real estate finance document for multi-
property investment, a facility agreement for developing markets
and a pre-export finance facility agreement. The LMA continued to
expand its suite of documentation in these areas in 2013, with the
launch of a single property development finance facility agreement,
and four further facility agreements intended for use in developing
markets transactions.

Back within the leveraged corporate market, Q4 2013 saw the
launch of an intercreditor agreement and super senior revolving
credit facility for use in conjunction with a high yield bond.

For 2014, a real estate finance intercreditor agreement is in the
pipeline, to sit alongside the multi-property investment agreement. In
February 2014, the association published a guide to Schuldschein
loans, the result of extensive collaborative work by a working party
based in Germany. Appropriately the guide has been published in both
German and English. The LMA has also announced its intention to
produce a standardised template for European private placements.

Review and development

In response to member feedback, market developments, legislation
and regulation, the LMA’s document library is constantly reviewed
and updated. Primary and secondary recommended forms have
undergone and seen some significant
amendments, a notable example being the combination of
secondary par and distressed trading documents in 2010, updated
once again in 2012. Continuing the theme, terms & conditions for
secondary loan trading were subject to a full “Plain English” review
in 2013 with the goal of making these more navigable, particularly
for those whose native language is not English.

several revisions

Market Guidelines

LMA guidelines are widely regarded as defining good market
practice and typically address those aspects of loan market business
not specifically documented between parties. Guidelines produced
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include those covering the use of confidential information, a guide
to waivers and amendments and transparency guidelines.

As the market has evolved so has the investor base and with it the
LMA’s role in the provision of market guidance. Where new
sources of liquidity are sought, the LMA can provide such guidance
and reassurance in a private and unregulated market.

Advocacy and Lobbying

The LMA seeks to maintain a dialogue with regulators and
government bodies wherever new or revised regulatory proposals
may impact the loan market, whilst also proactively promoting the
market as a core funding source in the corporate economy. Since
the financial crisis of 2007, this area of the Association’s work has
grown in importance as the number of new regulatory proposals has
dramatically increased. Policy decisions underlying the new
proposals are largely to be supported, the overarching aim being a
more robust financial system better able to shoulder economic
shock and withstand periods of stress. The LMA’s lobbying focus
has been on the potentially negative implications of these proposals
for the loan market, both intentional and unintended, and the effects
on its members.

Clearly, with Basel III likely to come into legislative force in the
near term, there has been market-wide discussion of the potential
impact of the new Liquidity Coverage Ratio (LCR) and Net Stable
Funding Ratio (NSFR) proposed by the Basel committee, with
banks’ balance sheets likely to be constrained by the restrictive
regulation. Recent regulatory developments are manifold, however,
and the LMA has sought to make representations on behalf of its
membership on all relevant issues.

Over recent years, the LMA has actively lobbied regulators in the
UK, EU and US on various proposals potentially impacting the loan
market. Responses to regulatory bodies are too numerous to list.
Examples of activity in this field are submissions to the Internal
Revenue Service in the US regarding certain provisions under the
Foreign Account Tax Compliance Act (“FATCA”), also to the
European Commission relating to the drafting and interpretation of
the Capital Requirements Directive IV and the Commission’s
consultation on shadow banking. Proactive lobbying has led to
tangible results, including confirmation from the Securities
Exchange Commission and the Commodity Futures Trading
Commission that US derivatives regulations under Dodd-Frank
were not intended to capture LMA-style participations, and
confirmation from the European Banking Authority that risk
retention requirements in new Collateralised Loan Obligations are
to be kept at 5% (cf. Article 394 CRD 1V, previously referred to as
Article 122a). Other notable dialogue includes a response to a
European Commission consultation to request that the list of
eligible assets under Article 50 of the UCITS IV Directive be
expanded to include certain types of loan. Also, following
consultation with a working party comprising a cross-section of its
membership, the LMA recently responded to a European
Commission consultation on the need to overcome barriers to long-
term financing and diversify the system of financial intermediation
for long-term investment in Europe.

The LMA expects to continue to play a leading role in the dialogue
with regulators going forward, from Basel III to risk retention, from
FATCA legislation to UCITS.

Education and Events

As a core objective, the LMA seeks to educate members and others
regarding documentation and legislative, regulatory, legal,
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accounting, tax and operational issues affecting the syndicated loan
market in EMEA. As the industry’s official trade body, the LMA is
the ideal education and training resource for what has become an
increasingly technical market. Relationships with the key players
in the market afford the LMA access to some of the leading experts
in their field and as such the credentials of contributors can be
guaranteed.

Evening seminars and documentation training days are regular
calendar events in the UK. Also, to reflect the multi-jurisdictional
membership base, seminars and conferences are held in many other
financial centres, including Frankfurt, Paris, Milan, Stockholm,
Moscow, Dubai, Nairobi, Lagos, Johannesburg and New York.

In September 2013, 800 delegates attended the LMA’s 6th annual
Syndicated Loans Conference in London, the largest loan market
event in EMEA. In total, over 20,000 delegates have attended LMA
events across EMEA in the last 6 years.

In 2005, the inaugural LMA Certificate Course was held in London.
Consistently oversubscribed, the course is now entering its 9th year
and will be run four times in 2014. Held over 5 days, the course
covers the syndication process through to secondary trading,
including agency, portfolio management, pricing and mathematical
conventions, terms sheets and an introduction to documentation.

The Syndicated Loans Course for Lawyers is a 2-day programme,
designed specifically for those working in the legal profession,
providing detailed tuition on all aspects of the primary and
secondary loan markets.

In 2011, the LMA published The Loan Book, a comprehensive
study of the loan market through the financial crisis, with
contributions from 43 individual market practitioners. Over 10,000
copies of The Loan Book have been distributed to date since
publication. In 2013 the association published Developing Loan
Markets, a volume dedicated to the analysis of various regional
developing markets, both from an economic and loan product
perspective.

The first in a series of market guides, Regulation and the Loan
Market, published late 2012, also met with considerable interest
from the membership. This publication has subsequently been
updated to reflect ongoing regulatory developments. Other guides
in the series include Insolvency in the Loan Market, Using English
Law in Developing Markets and Guide to Syndicated Loans and
Leveraged Finance Transactions.

Other Initiatives

Operational issues have long been raised by LMA members as an
area of concern, particularly around administrative agency and the
potential for significant settlement delays in the secondary market.
Syndicate size alone can lead to process overload when waivers and
amendments are combined with transfer requests. The LMA is in
dialogue with both agency and operations representatives from its
membership, along with commercial service providers, to scope the
potential for increased automation. The LMA also continues to
work closely in this regard with its sister association in the US, the
LSTA.

Market Overview

A detailed study of the development of the syndicated loan market
in EMEA, particularly post the financial crisis of 2007, is beyond
the scope of this chapter. The Loan Book, as mentioned above,
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gives a practitioner’s overview and detailed reference guide. It goes
without saying, however, that the crisis sparked by the US sub-
prime mortgage market had a significant impact. Fuelled by an
abundance of liquidity, particularly from institutional investors in
the leveraged market, primary volumes in EMEA soared in the
years building up to the crisis. The liquidity crunch saw primary
issuance fall dramatically by 2009 to barely one-third of the record
$1,800BN seen in 2007. Volumes recovered some ground through
to 2011 but dipped again in 2012 against the backdrop of the
Eurozone sovereign debt crisis and the US “fiscal cliff’. In
contrast, 2013 saw markets rebound and loan issuance increase
substantially. Policy intervention and specifically the Outright
Monetary Transactions programme announced by the ECB in the
2nd half of 2012 was a significant driver of confidence. At just over
$1,000BN, 2013 volumes in EMEA were up 30% year on year.
Issuance volumes in leveraged finance recovered particularly
strongly, more than doubling levels seen the prior year.

Demand for the leveraged loan product has spread across a broader
investor base than seen prior to the 2007 financial crisis.
Institutional investors have also become more visible in other loan
asset classes, such as real estate and infrastructure finance. Several
funds have more recently been set up to lend directly to small and
medium companies, particularly in the UK. Retrenchment by banks
post crisis opened the door to alternative sources of finance across
the loan market and many institutions are now established
participants. A significant driver of institutional demand within
leveraged finance pre-crisis, the CLO returned to European markets
in 2013 with new vehicle issuance volume of €7.4BN, compared
with virtually zero since 2008.

The Way Forward

Results from a survey of LMA members at the end of 2013 suggest
that market participants expect overall growth to continue into
2014. Some 60% of respondents expect loan market volumes
across EMEA to increase by more than 10% year on year.
Competitive pressure was cited as the single biggest influencing
factor on the syndicated loan market in the short term, replacing
regulatory requirements which topped the poll the previous year.
As the final detail and implementation of regulatory measures
become clearer and nearer, however, the LMA’s focus on lobbying
and advocacy will continue unabated.

Other trends will also determine the focus of the LMA’s work into
2014 and beyond. With bank capital constraints in mind, we have
seen borrowers access funding sources on an increasingly global
basis and the LMA will continue to work to promote further cross-
border liquidity. The institutional investor base will continue to
grow and non-bank finance will increase in importance across loan
asset classes; the LMA will seek to give voice to investors in all
market sectors. Developing markets will continue to grow and
more borrowers will begin to require funding from beyond
domestic boundaries; the LMA will continue and expand its work in
these markets to promote the acceptance of regional standards. In
December 2013 the LMA announced the integration of the African
LMA. By combining experience and resources, coverage of
markets across the African continent will increase significantly.
Through 2014 a series of events will be held in several African
regions.

The LMA’s principal objective some 17 years ago was to promote
greater liquidity in the syndicated loan market, an objective which
remains as, if not more, relevant today.
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Nigel Houghton

Loan Market Association
10 Upper Bank Street
London, E14 5JJ

United Kingdom

Tel: +44 20 7006 1207

Fax:  +44 20 7006 3423

Email: nigel.houghton@Ima.eu.com
URL:  www.Ima.eu.com

Nigel joined the LMA as a Director in 2012. He has over 20 years’
experience in banking and finance with a focus on debt capital
markets. Nigel joined the LMA from GE Capital in London where
he was Head of Secondary Sales & Trading within Leveraged
Finance Capital Markets. During 10 years at Commerzbank AG,
Nigel was an LMA Board Member for several years and a
founding member of the bank’s London-based Structured
Finance & Loan Syndications team. Nigel began his career in
banking via a graduate programme at Deutsche Bank AG
following training at Coopers & Lybrand Deloitte. Nigel has a BA
(Hons) from the University of Durham.

Loan
Market
Association

the authoritative voice
of the European market

The Loan Market Association (LMA) has as its key objective improving liquidity, efficiency and transparency in the primary and
secondary syndicated loan markets in Europe, the Middle East and Africa (EMEA). By establishing sound, widely accepted market
practice, the LMA seeks to promote the syndicated loan as one of the key debt products available to borrowers across the region.

As the authoritative voice of the syndicated loan market in EMEA, the LMA works with lenders, law firms, borrowers and regulators
to educate the market about the benefits of the syndicated loan product, and to remove barriers to entry for new participants.

Since the establishment of the LMA in 1996, the Association’s membership has grown steadily and now stands at 490
organisations covering 46 nationalities, comprising commercial and investment banks, institutional investors, law firms, service
providers and rating agencies.
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Asia Pacific Loan Market Association

About the APLMA

2014 marked the 15th anniversary of the Asia Pacific Loan Market
Association (APLMA). Founded in 1998, the APLMA is a pan-
Asian not-for-profit industry association dedicated to promoting
growth and liquidity in the primary and secondary loan markets of
the Asia-Pacific region, and advocating best practices in the
syndicated loan market.

The APLMA is headquartered in Hong Kong with branches in
Singapore and Australia. Due to the size and diversity of the Asia
Pacific region, the operations of the APLMA are decentralised. As
well as the branch network, the APLMA has a number of offshore
committees in China, Taiwan, Malaysia, India and New Zealand,
and we aim to continue to establish new chapters in the key markets
of the region, as well as forging working relationships with other
associations in the region.

The APLMA currently has 245 institutional members from Asia
Pacific, Europe, the US and the Middle East. Membership
comprises commercial and investment banks, non-bank financial
institutions, law firms, rating agencies, financial information
service providers and online trading platforms. There are also ten
Honorary members comprising regional regulators and trade
associations.

The APLMA represents the common interests of the many different
institutions active in the syndicated loan markets across Asia. The
Association’s key objectives are to:

u provide leadership in the syndicated loan industry and act as
the collective voice of the members;

] promote growth and liquidity in Asia’s primary and
secondary loan markets;

] facilitate the standardisation of primary and secondary loan
documentation;

] develop and promote standard trading, settlement and
valuation procedures;

] develop the secondary market for loan sales and trading;
] promote prudent banking practices;

] serve as a liaison between major loan market players and
regional regulators;

] monitor legislative, regulatory and market changes for
impact on the syndicated loan market;

] enhance industry education through seminars, conferences
and training courses; and

u provide a dynamic professional pan-Asian networking
forum.

The APLMA works together with its sister associations in Europe
and North America to advocate common market standards and
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practices with a view towards improving global loan market
liquidity. Through its close contact with the Loan Market
Association (LMA) in London, the Loan Syndications and Trading
Association (LSTA) in New York, and other associations across
Asia, the APLMA monitors global market trends as part of its
efforts to more closely integrate the Asian loan markets into an
increasingly globalised loan market.

Standard Documentation

Documentation has been a core focus of the APLMA since its
inception and one of the association’s key missions is to standardise
both primary and secondary documentation for syndicated loan
transactions in the Asia Pacific markets. The APLMA documents
have rapidly become the market standard for Asia.

The first APLMA template, launched in 1999, was a par trade loan
document substantially modelled on the template of the LMA in
London. Since then, all APLMA templates have been modelled on
the LMA standards.

In 2000, the APLMA entered into an agreement to adapt the LMA’s
standard primary loan documentation for use in the Asia Pacific
region. A multicurrency term loan facility agreement was launched
in the same year based on the LMA primary document for
investment grade corporates.

This was followed by the launch of a suite of secondary par trading
documents in a joint initiative with the LMA. Following
consultation with its members, the APLMA elected to adopt the
LMA standard secondary documents, which were drafted in
consultation with the APLMA Documentation Committee. Whilst
used widely by the APLMA membership, these documents are
branded as LMA documents as they are identical to those used by
the LMA, unlike the primary market documents. The APLMA also
produced its own Trader Check List.

Different Jurisdictions

In addition to the English law and Hong Kong law documents, the
APLMA has produced Australian Law and Singapore Law standard
templates, and a Chinese translation (for reference purposes only).

The first Australian law document, launched in 2001, was produced
under the direction of the APLMA Australian Documentation
Committee. The documents have been adapted to reflect the unique
features of Australian law and local market practices. This was
followed by the launch of the S.128F loan note structure documents
(multicurrency term and revolving facilities subscription agreement
and loan note deed poll).
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A Singapore law single currency term and revolving facility
agreement followed to provide a standard template for the
Singaporean market.

Other Templates

As well as the primary facility agreements, the APLMA has
developed a number of templates to provide alternative wording for
use by members.

A financial covenants template provides sample wording on
financial covenants commonly applicable to investment grade
borrowers. In the APLMA primary facility agreement, the financial
covenant section is left blank.

The APLMA has also produced a sample Asia arbitration clause
with a litigation option for a hybrid dispute resolution process
(under such process both parties are required to submit all disputes
to arbitration). The sample clause provides various options under
which arbitration can be administered.

A suite of standard confidentiality letters includes templates for
primary syndication and for sale/sub-participation/CDS under both
English law and Hong Kong law.

Documentation Updates

In 2011, the APLMA Documentation Committee produced revised
primary and secondary confidentiality undertakings and jurisdiction
clause language for hybrid arbitration, and made a number of
revisions to the Hong Kong Law and English Law single currency
agreements in line with LMA revisions and market changes.

These amendments were then cloned into the multicurrency term

and revolving facilities agreements. A full set of English law

templates was rolled out including:

i) APLMA multiple borrower, multiple guarantor, single
currency term facility agreement (English Law);

ii) APLMA single borrower, single guarantor, single currency
term facility agreement (English Law); and

iii)  APLMA multiple borrower, multiple guarantor,
multicurrency term and revolving facilities agreement
(English Law).

In 2013, all primary Hong Kong law and English law

documentation templates were further revised to reflect the

additional changes to the LMA documents and market changes,

including new wording on market disruption and Basel III and a

new footnote on FATCA.

New Hong Kong law and Australian law secured facility agreement
templates were also rolled out. The secured facility agreements are
based on the APLMA multiple borrower, multiple guarantor,
multicurrency term and revolving facilities agreement, but with
additional provisions which are typically required if security is
granted, and incorporate security agency provisions.

The APLMA Australian Branch also produced a new AUD bilateral
term and revolving facilities agreement and new language in respect
of the Personal Property Securities Act.

Major Projects 2014

The APLMA is currently revising all primary documents to
incorporate the new “IBOR” definition and the change in LIBOR
administrator from the British Bankers Association to ICE
Benchmark Administration which was announced in February 2014.

A new Singapore Documentation Committee was formed in 2013
and this committee is close to finalising a suite of updated
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Singapore law templates which are expected to be launched in
2014.

Other than revisions of the primary facility agreements, the
following document templates are also scheduled for roll-out in
2014:

i) English law and Hong Kong law mandate letters and term
sheets for ‘“unsecured” and “secured” transactions
respectively;

i) offshore RMB (CNH) facility provisions; and

iii) an updated Chinese translation of standard templates to
reflect recent template revisions.

Agency Issues

The APLMA Agency Committee was formed in 2012 as a sub-
committee of the Documentation Committee to review agency
provisions in the documentation, and to provide a forum for
discussion on issues relating to the agency function. It has since
become a separate Committee in its own right.

Over the past year, the Agency Committee has drafted sample
wording for a number of agency related provisions such as snooze
you lose, break costs, and interpolated rates for members’ reference
whenever any of these provisions is applicable. A number of
Agency Notes were produced and passed to the Documentation
Committee for incorporation, where appropriate, into the APLMA
standard agreements.

As the use of websites is now the norm in the loan market, the
Agency Committee has drafted a new note with suggested
provisions on e-communications and the use of deal sites which will
be formally rolled out in 2014 to provide guidance on best market
practice and proper usage.

Regulatory Issues

Regulatory issues continue to be at the forefront of the APLMA’s
remit. Regulators across the globe continue to introduce legislation
to bring further regulation to the financial markets. Some of these
are unique to individual jurisdictions, and some are being co-
ordinated across the global markets. These will impact all areas of
banking products and services.

The APLMA has been hosting a series of regulatory seminars across
the region to update members on how these regulatory changes will
impact on the loan market in Asia, with particular focus on the
ongoing development of the Basel III proposals and implementation
in Asia, extra territoriality issues embedded within European and
US legislation, and the introduction of taxes on banks’ businesses,
such as those levied under FATCA and how these will impact on
Asian financial institutions and transactions.

In 2013, the APLMA produced a new FATCA Guidance Note for
Agents. The APLMA also recommends that members refer to the
LMA FATCA riders (which are available to all members on the
APLMA website) which were revised following the release of the
final FATCA regulations issued by the US in January, 2013 and
further updated in July 2013 following the IRS update.

CNH HIBOR Fixing

The APLMA China Working Group was formed to facilitate the
growth and development of the offshore RMB (CNH) syndicated
loan market. One of the key challenges identified by the Working
Group was the requirement for a standard CNH HIBOR reference
rate. The committee held a number of consultations with the
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Treasury Markets Association (TMA) and in June 2013 the TMA
announced the launch of a new CNH HIBOR fixing. This includes
tenors from overnight to 12 months and provides a formal
benchmark for market participants to make reference to in pricing
CNH loans.

The next step, as the market develops, will be for the APLMA to
draft new standard CNH provisions to facilitate the ongoing
development of the market.

Best Market Practices

The APLMA has drafted a set of non-binding recommendations on
best practice in the Asian cross-border syndicated loan market. In
establishing best practice, the APLMA aims to help to reduce
disputes between banks or users of the syndicated loan market in
areas where best practice is unclear. Over the past year, a number
of new recommendations were drafted relating to the following
issues:

i) fee sharing among MLAs with different final holds;

ii)  listing of banks in communications such as tombstones,
information memoranda and cover pages of facility
agreements;

iii)  confidentiality undertakings; and

iv)  amendments and waivers.

In 2014, best practices will continue to form a key focus as the
APLMA looks to address some of the regulatory changes and how
they are impacting on our members.

Education and Training

As part of its commitment to enhancing industry education and
providing a vibrant pan-Asian professional network, the APLMA
holds over 70 seminars, conferences, training courses and
networking events each year in all the major financial centres, most
of which are free of charge.

These include a programme of documentation training and
regulatory seminars across the region, as well as specialist seminars
on a range of issues including the secondary and distressed markets,
leveraged finance, project finance, Islamic finance and an
institutional seminar.

The two largest events of the year are the APLMA 3rd Annual
Global Loan Market Summit, which this year was held in Hong
Kong on 13 February in association with the LMA and the LSTA,
and the APLMA 16th Annual Asia Pacific Syndicated Loan Market
Conference which will be held on 4-5 June in Macau. These
conferences tackle topical issues such as trends and developments
in the regional and global loan markets, economic indicators,
leveraged finance, the secondary market, and the outlook for
growth.

Each year, the APLMA also holds a series of 1-week Syndicated
Loan Certificate Courses. This hands-on workshop style course is
aimed at members new to the syndicated loan market and focuses
on how to structure, price and document syndicated loans.

Other events include overseas conferences in China, Taiwan, India,
New Zealand, Indonesia and Malaysia, the APLMA Young
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Leaders’ series for members with less than five years’ experience,
and the Women’s series aimed at providing mentoring and
professional development for women in the loan market.

APLMA Awards

A recent major development was the introduction of APLMA-
sponsored Awards for the syndicated loan market as an independent
alternative to those organised by financial magazines.

The APLMA Awards are voted on by industry professionals, they
are anonymous, and no one has to pitch. As an industry body,
APLMA members, who are all active in the syndicated loan market,
are ideally placed to decide who to vote for based on their own
discretionary criteria.

Banks and law firms are not allowed to vote for themselves in the
bank and legal categories, but can vote for deals they participated
in. The votes are then counted by an external independent
accountancy firm in the interests of neutrality.

The APLMA Awards are not tied into any form of sponsorship, and
the names of the winners are a closely guarded secret, only revealed
at the Awards Ceremony.

Looking Ahead

In mid-January, the APLMA chairman and two APLMA branch
chairmen were asked to state their wish for the coming year.

APLMA Chairman Atul Sodhi said “Asia-Pacific loan volumes had
a record year in 2013 — Thomson Reuters figures show an annual
increase of 50%. An important feature was the return of
underwriting, which was partially due to the lack of economic
shocks and greater predictability of the economic environment. My
wish is that the economic outlook remains positive to give
companies the confidence to invest and as a result borrow and, in
turn, that banks have the confidence to grow their business and help
create strong deal flow”.

Aditya Agarwal, Singapore Branch Chairman commented that
“loan markets have been quick off the block in 2014 — a slew of
launches in December have meant we were all busy playing catch
up in January. However, upcoming elections in the two largest
democracies in Asia (India, Indonesia) coupled with an uncertain
political climate in Thailand threaten to dampen the enthusiasm of
borrowers and investors alike. Along with China, India and
Indonesia are the three largest markets for G3 loans in the region
and a ‘sub-optimal’ political situation could derail the strong
momentum of the last few months”.

Sean Sykes, Australian Branch Chairman added that “from the
Australian perspective, the fourth quarter of 2013 saw a significant
positive shift in confidence which unlocked greater intent and
issuance. My wish is for this positive sentiment to prevail over
2014 because if it can we will see a great year for the loan market,
with more event-driven activity, strong volumes and more demand
for underwriting and arranging. More transactions will require
distribution onshore and, equally importantly, offshore to banks and
institutions in Asia”.
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Janet Field is the Managing Director of the Asia Pacific Loan
Market Association (APLMA). She is based in Hong Kong and
oversees the operations of the APLMA across Asia Pacific. She
heads up a team responsible for the development of standard
primary and secondary loan documentation for a number of
different jurisdictions, drafting recommendations on best market
practices, lobbying, and organising over 70 educational seminars,
conferences and networking events per year across the region.
The APLMA has a network of branches in Hong Kong, Australia
and Singapore, as well as offshore committees in China, Taiwan,
India, Malaysia and New Zealand.
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Founded in 1998, the APLMA is a pan-Asian not-for-profit industry association dedicated to promoting growth and liquidity and
advocating best practices in the primary and secondary loan markets of the Asia-Pacific region. Its main tasks include:

providing standard loan documentation templates;

formulating guidelines on market practices;

organising seminars, trainings and networking events;

monitoring legislative, regulatory and market changes for impact on the syndicated loan market; and

serving as a liaison between major loan market players and regional regulators.

The APLMA is headquartered in Hong Kong. It has branches in Australia and Singapore and offshore committees in China, India,
Malaysia, New Zealand and Taiwan. Currently it has 245 institutional members from Asia Pacific, Europe, the US and the Middle
East. Membership comprises commercial and investment banks, non-bank financial institutions, law firms, rating agencies and
financial information service providers.
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An Introduction to Legal

Risk and Structuring

Cross-Border Lending

Transactions

Bingham McCutchen LLP

1. Introduction: The Rise of Cross-Border
Lending

Increase in Cross-Border Lending. For lenders and lawyers who
practice in the cross-border lending area, whether in the developed
economies or the emerging markets, this is a dynamic and exciting
time. Cross-border lending has increased dramatically over the last
couple of decades in terms of volume of loans, number of
transactions and number of market participants. According to the
Bank for International Settlements, the amount of outstanding
cross-border loans held by banks worldwide was approximately
$6.85 trillion in 2013, an increase from $1.71 trillion in 1995.
There are many reasons for this increase: the globalisation of
business and development of information technology; the rise of
emerging economies that have a thirst for capital in order to develop
their economies to their full potential; and the development of
global lending markets, especially in the US, which has led to a
dramatic rise in the number of market participants searching for the
right mix of yield and risk in the loan markets, a search that often
leads to cross-border lending opportunities.

Challenges of Cross-Border Lending. In addition to understanding
the creditworthiness of a potential borrower, the overlay of
exposure of a lender to a foreign jurisdiction entails analysis of a
myriad of additional factors, the weighting of which will vary from
country to country, and many of which are overlapping. This mix
of political, economic and legal risks, bundled together, are referred
to collectively as country risk. Understanding country risk is
imperative for a lender to a cross-border loan and for investors to be
able to compare debt instruments of similarly-situated companies
located in different countries.

Examination of Legal Risk. This first overview chapter of the
Guide provides some observations on an element of country risk
that is closest to the hearts of lawyers: legal risk. Together with tax
considerations, understanding legal risk can be important for
structuring cross-border loan transactions. But what exactly is legal
risk? Can legal risk be measured? What tools do lenders
traditionally use to mitigate legal risk? Do these tools work?
Finally, we complete this chapter with some observations on how
conventional notions of legal risk are being challenged.

2. Legal Risk in the Cross-Border Lending
Context

What is Legal Risk? Young lending lawyers are taught that when
a loan transaction closes, “the borrower walks away with a pile of
the lender’s money and the lender walks away with a pile of paper
and the legal risk”. 1f the borrower refuses to pay the money back,
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then the lender must rely on the pile of paper and the legal process,
in order for the money to be returned. This notion helps drive the
point home that legal risk is primarily something that keeps lenders
(rather than borrowers) awake at night. While there is no settled
description of legal risk, it can be thought of as having a number of
components, starting with documentation risk, which is mitigated
by having competent counsel ensure that legal documentation
correctly reflects the business arrangement and is in the proper
form. In a cross-border lending context it is useful to think of legal
risk as having two additional related and sometimes overlapping
components: (1) enforcement risk and (2) the risk of law reform.

Enforcement Risk. Lenders want to enter a lending transaction
knowing that a number of “enforcement components” are in place
to allow for enforcement of loan documentation (that pile of paper)
and to resolve disputes and insolvency in a predictable way. These
components include a well-developed body of commercial law, an
independent judiciary and an expedient legal process. This reliance
exists in the context of an unsecured loan, a secured loan or an
insolvency of the borrower, since as a general matter courts have
the power to adjudicate issues with respect to property of a
company located in their jurisdiction. Thus, in a cross-border
lending context, especially if a borrower’s primary assets are
located in a foreign jurisdiction, there is typically some reliance by
a lender on the laws, legal institutions and legal process of that
foreign jurisdiction.

For example, a US lender seeking to enforce a loan agreement
against a foreign borrower could do so in one of two ways.
Assuming the borrower has submitted to the jurisdiction of New
York courts, the lender could file suit in New York against the
borrower, obtain a judgment from a New York court, and then seek
to have that judgment enforced against the assets of the borrower in
the borrower’s home country. In the alternative, the lender could
seek to enforce the loan agreement directly in the courts of the
foreign jurisdiction. In either case, there is reliance on the laws,
institutions and legal process in the borrower’s home jurisdiction.
If the foreign jurisdiction’s local law is not consistent with
international norms, or its legal institutions are weak, corrupt or
subject to undue political influence, then enforcement risk may be
considered high. It should be noted that enforcement risk may be
high even in a jurisdiction that has modernised its commercial laws
if legal institutions have not also matured (the latter taking more
time to achieve).

Law Reform Risk. Lenders also want to know that the laws they
are exposed to in connection with a loan to a borrower will not
arbitrarily change to the lender’s detriment. This aspect of legal
risk is closely associated with political risk. Law reform risk
detrimental to lenders is at its highest when a country is undergoing
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some sort of systemic crisis. For example, in 2002 during
Argentina’s financial crises, the government of Argentina passed a
law that converted all obligations of Argentine banks in US dollars
to Argentine pesos. Given that pesos were only exchangeable at a
fixed rate that did not accurately reflect a true market rate, this
change in law had the effect of immediately reducing the value of
the lenders’ loans.

Why Legal Risk Matters. 1f enforcement risk is high, this weakens
a lender’s negotiating position in the case of a workout of a loan (as
compared to a similarly situated borrower in a country where
enforcement risk is low). If law reform risk is high, lenders risk a
multitude of unsettling possibilities, some examples of which are
described below. In each case, this increased risk should be
reflected in increased pricing. In cases where the risk and/or pricing
of a loan is considered too high, then a loan transaction may be
structured in order to attempt to mitigate the legal risk and/or reduce
pricing. Lenders have a number of tools at their disposal in order
to mitigate legal risk. In this way, loan transactions that might
otherwise not get done, do get done.

3. Can Legal Risk be Measured?

Before examining ways to mitigate legal risk, it is interesting to
examine the extent to which legal risk can be measured. Measuring
legal risk certainly is not an exact science, though it nevertheless
can be a useful exercise to consider yardsticks that might provide a
sense of one country’s legal risk relative to another’s. A threshold
challenge is that while there are many tools available to measure
country risk, as mentioned above legal risk is only one component
of country risk. Nevertheless, there are some tools that may be
helpful. In terms of measuring legal risk, the conventional wisdom
is that developed economies have stronger legal institutions and less
legal risk when compared to emerging market jurisdictions.

The Usefulness and Limitations of Sovereign Ratings. Sovereign
ratings measure the risk of default on a sovereign’s debt. These
ratings are useful to get a “systemic” view of how a country is doing
economically. A country that has a high sovereign debt rating is
likely to be financially stable. A country that is financially stable is
less likely to undergo systemic stress, at least in the short term, and
therefore less likely to undergo law reform adverse to lenders
(remember the link between systemic stress and law reform noted
above).

But does it follow that there is a correlation between a sovereign’s
rating and enforcement risk against private borrowers in the
sovereign’s jurisdiction? A sovereign’s risk of default on its debt
instruments may be low because the country has extensive state-
owned oil production that fills the country’s coffers. This would not
necessarily indicate that a country’s legal institutions would fairly
and efficiently enforce a pile of loan documents against a borrower
in that jurisdiction — the legal institutions in such a country might
be as corrupt and/or inefficient as the day is long. While a quick
review of sovereign ratings does suggest that there is at least some
correlation between ratings and enforcement risk, there are also
some outliers (for example, at the time of the writing of this article,
Bermuda and China have similar sovereign ratings, though
international lenders probably consider enforcement risk to be more
significant in China than in Bermuda).

Sovereign Rate Spreads and Sovereign Credit Default Swap
Prices. One of the simplest and most widely used methods to
measure country risk is to examine the yields on bonds issued by
the country in question compared to a “risk free” bond yield (still
usually considered the US, notwithstanding the recent credit
downgrade). A comparison of sovereign debt credit default swap
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prices provides a similar measure. As with sovereign ratings, this
tool is useful to obtain a measure of potential systemic stress and
law reform risk but seems less useful in terms of measuring
enforcement risk of a borrower in that jurisdiction for the same
reasons provided above.

Recovery after Default Analysis. A type of analysis performed by
ratings agencies that might be considered useful for measuring legal
risk from country to country is corporate default and recovery
analysis. A reasonable hypothesis might be that the average
recovery for creditors after a borrower default would be higher
countries with low legal risk: stronger institutions means higher
recoveries for creditors. But a review of the data suggests there is
little or no such correlation. Why is this? There are a few possible
explanations: recovery rates depend on a variety of factors other
than legal risk, including the severity of default and the makeup of
the individual borrowers subject to the analysis. It also is probable
that lenders in a country with strong legal institutions (and low risk)
may be more willing to make “riskier” loans (based on a portfolio
theory of investment) given they have confidence in the
jurisdiction’s strong legal institutions to resolve defaults and
insolvency in a predictable manner.

World Bank “Doing Business” Rankings. The World Bank
publishes an interesting study each year titled the Ease of Doing
Business Rankings. These rankings rate all economies in the world
from 1 to 185 on the “ease of doing business” in that country, with
1 being the best score and 185th the worst (see
http://doingbusiness.org/rankings). Each country is rated across

eleven categories, including an “enforcing contracts”, “resolving
insolvency” and “protecting investors” category. The rankings
provide a helpful tool for comparing one country to one another.
While there is not space to detail the methodologies of the rankings
in this chapter, the methodologies can produce some strange results.
For instance, in the 2013 rankings both Belarus and the Russian
Federation have a better “enforcing contracts” score than Australia.
Nevertheless, these rankings can be a useful benchmark and are

worthy of mentioning.

Subjectivity.  Ultimately, in addition to the quantitative and
qualitative data described above, a lender’s perception of the legal
risk of lending into a particular country will be driven by a number
of geographic, historical, political, cultural and commercial factors
peculiar to the lender and the country in question. For example, as
a general matter, French lenders seem more comfortable than US
lenders when lending to borrowers in Africa, while US lenders
seem generally more comfortable than French lenders lending to
borrowers in Latin America. (English lenders seem comfortable
lending anywhere!) Lenders will measure legal risk differently
based on their institution’s experience and tools at hand to work out
a loan should it go bad.

4. Tools Used to Mitigate Legal Risk

The fact that a borrower is located in a jurisdiction with a high level
of legal risk does not mean that a loan transaction cannot be closed.
Lenders have been closing deals with borrowers in far-off lands
since the Venetians. Today, lenders use a number of tools to help
mitigate legal risk, both in terms of structuring a transaction and
otherwise. These concepts are used in all sorts of financings, from
simple bilateral unsecured corporate loans to large, complicated
syndicated project financings with a variety of financing parties.
Which of these tools will be available to a lender will depend on a
variety of factors, especially the relative negotiating positions of the
borrower and lender for a particular type of transaction.
Observations on the effectiveness of certain of these tools in
practice are provided in section 5.
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Governing Law. As a starting point, the choice of governing law of
a loan agreement is important because it will determine whether a
contract is valid and how to interpret the words of the contract
should a dispute arise. The governing law of most loan agreements
in international transactions has historically been either New York
or English law. This is primarily because these laws are considered
sophisticated, stable and predictable, which lenders like. Also,
lenders generally prefer not to have a contract governed by the law
of a foreign borrower’s jurisdiction, since lawmakers friendly to the
borrower could change the law in a way detrimental to the lender
(law reform risk). As part of any cross-border transaction, lending
lawyers spend time ensuring that the choice of governing law will
be enforceable in the borrower’s jurisdiction, often getting coverage
of this in a legal opinion delivered at closing.

Recourse to Guarantors in a Risk-Free Jurisdiction. A lender to
a borrower in a jurisdiction with high legal risk may require a
parent, subsidiary or other affiliate of the borrower in a “risk-free”
jurisdiction guarantee the loan. In this type of situation, the lender
would want to ensure that the guaranty is one of “payment” and not
of “collection”, since the latter requires a lender to exhaust all
remedies against a borrower before obligating the guarantor to pay.
In a cross-border context, this could result in a lender being stuck
for years in the quagmire of costly enforcement activity in a foreign
and hostile court. While almost all New York and English law
guarantees are stated to be guarantees of payment, it is nevertheless
always wise to confirm this is the case, and especially important if
the guarantee happens to be governed by the laws of another
jurisdiction.

Collateral in a Risk-Free Jurisdiction. With secured loans, if the
legal risk of a borrower’s home country is high, lenders will often
structure an “exit strategy” that can be enforced without reliance on
the legal institutions of the borrower’s jurisdiction. This has been a
classic tool of project finance lenders for decades and has
contributed to the financing of projects in a variety of countries that
have high legal risk.

a. Offshore Share Pledge. For example, a lender often requires a
share pledge of a holding company that ultimately owns the
borrower. This type of share pledge may be structured to allow for
an entity organised in a risk-free jurisdiction to pledge the shares of
the holding company, also organised in a risk-free jurisdiction,
under a pledge document governed by the laws of a risk-free
jurisdiction. Such a pledge, properly structured and vetted with
local counsel, is a powerful tool for a lender, allowing a lender to
enforce the pledge and either sell the borrower as a going concern
to repay the loan or to force a replacement of management. In the
case of such a pledge, it is important to ensure that the borrower’s
jurisdiction will recognise the change in ownership resulting from
enforcement of such a pledge under its foreign ownership rules.
When preparing such a pledge, it is important to carefully examine
the enforcement procedures to ensure that the pledge can, to the
maximum extent possible, be enforced without reliance on any
cooperation or activity on the part of the borrower, its shareholders
or directors.

b. Offshore Collateral Account. Another classic tool is to require a
borrower to maintain an “offshore collateral account” in a risk-free
jurisdiction into which the borrower’s revenues are paid by its
customers. In project finance structures, lenders will often enter
into agreements with the borrower’s primary customers requiring
that revenues be paid into such an account so long as the loans are
outstanding. It is important to point out that these accounts will
only be as valuable as the willingness of customers to pay revenues
into them. Creditworthy, offshore customers from jurisdictions
where the rule of law is respected are likely to provide more
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valuable credit enhancement than customers affiliated with the
borrower and located in the same jurisdiction.

c. Playing Defence and Offence. 1t should be noted that, in the case
of a secured transaction, offshore collateral should not be viewed as
a substitute for the pledge of the borrower’s local assets. In such a
case, a pledge of local assets is also vitally important since, at least
theoretically, it preserves the value of the lender’s claim against
those assets against third party creditors. To use a football analogy,
collateral can be thought of as having an “offensive” component
and a “defensive” component: the pledge of local assets to the
lender is a “defensive” move because this keeps other creditors
from obtaining prior liens in these assets, while an equity pledge
might be considered an “offensive” tool, allowing the lender to
foreclose and sell a borrower quickly and efficiently in order to
repay a loan with the proceeds.

Partnering with Multilateral Lenders or Export Credit Agencies.
A multilateral development bank is an institution (like the World
Bank) created by a group of countries that provides financing and
advisory services for the purpose of development. An export credit
agency (ECA) is usually a quasi-governmental institution that acts
as an intermediary between national governments and exporters to
provide export financing. Private lenders to borrowers in risky
jurisdictions are often comforted when these government lenders
provide loans or other financing alongside the private lenders to the
same borrower, the theory being that the “governmental” nature of
these institutions provides additional leverage to the lenders as a
whole given these entities are considered to be more shielded from
possible capriciousness of a host country’s legal and political
institutions.

Reputation in the Capital Markets. A borrower or its shareholders
may be concerned with their reputations in the capital markets in
connection with a long and contentious loan restructuring exercise.
This may be particularly true in the case of family-owned
conglomerates in emerging markets, especially if other parts of the
business need to access international financing. If access to the
capital markets is not considered to be important, they may be
willing to weather the storm. See T. DeSieno & H. Pereira,
Emerging Market Debt Restructurings: Lessons for the Future, 230
N.Y.L.J. 39 (2003). In sovereign or quasi-sovereign situations, a
government seeking foreign investment or striving to maintain good
relations with the international capital markets is less likely to be
heavy-handed in a dispute with international investors. While
Argentina today probably does not fall into this category, in our
firm’s experience it has been the case in certain other emerging
market jurisdictions.

Personal Relationships. The value of personal relationships should
not be overlooked in mitigating legal risk. While personal
relationships are important in both the developed and emerging
markets, personal relationships play a particularly special role in
those countries that do not have well-developed institutions and
processes to resolve disputes. Some institutions, when working out
problem loans in emerging markets, often turn the loan over to
different personnel than those who originated the loan. In certain
cases, it may be helpful to keep those with the key personal
relationships with the borrower involved in these negotiations.

Political Risk Insurance and Credit Default Swaps. A lender may
purchase “insurance” on a risky loan, in the form of political risk
insurance or a credit default swap. Rather than mitigating risk, this
instead shifts the risk to another party. As such, this is a good tool
to have in the lender’s toolbox.

Why Good Local Counsel is Important. Finally, the value of high-
quality local counsel in a cross-border loan in a high-risk
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jurisdiction cannot be overstated. This value comes in three forms:
knowledge of local law and which legal instruments provide the
most leverage to lenders in an enforcement situation; providing
local intelligence on where other “leverage points” may be; and
finally, by being well-connected to the local corridors of power and
thereby being able to predict or “deflect” law reform in a manner
helpful to clients. For local counsel in high-risk jurisdiction, it’s
best not to be penny-wise.

5. Recent Developments and Anecdotes that
Both Support and Challenge the
“Conventional Wisdom”

The Sovereign Debt Crisis: Ireland and Greece. As mentioned
above, the conventional wisdom suggests that legal risk is higher in
the emerging markets than in the developed economies. But
consider what happened to creditors in Ireland and Greece recently.
In both cases, lawmakers in these countries changed the law in a
manner that materially and adversely impacted the rights of
creditors. In Ireland, Irish lawmakers changed the bank resolution
rules to favour equity over debt. In Greece, lawmakers changed
Greek law in a way that allowed for collective active mechanics in
a form that did not exist previously, effectively forcing minority
shareholders to be bound by a majority vote. See T. DeSieno & K.
Dobson, Necessity Trumps Law: Lessons from Emerging Markets
for Stressed Developed Markets? (Int’l Ass’n of Restructuring,
Insolvency and Bankruptcy Professionals, International Technical
Series Issue No. 25, 2013). These and other examples make clear
that even in the so-called developed economies law reform can be a
risk to creditors, especially when economies are under systemic
stress.

Why New York or English Law is Still a Good Choice. In the
Greek situation mentioned above, the majority of Greek bonds were
issued under Greek law and some bonds were issued under English
law. Bondholders holding English law governed bonds did not
suffer the same consequence of the change in Greek law (since
Greek lawmakers could not change English law). In this instance at
least, the conventional wisdom held true.

Why Local Law May Sometimes Be A Better Choice. In a recent
transaction in the emerging markets, lenders were provided with a
choice to have a guarantee governed by either New York law or
local law. Conventional wisdom would suggest the lenders should
opt for New York law. However, on the advice a top local law firm,
the lenders opted for the guarantee to be governed by local law.
Why? Because after considerable weighing of risks and benefits
(including the law reform risk associated with the choice of local
law) it was determined the local law guarantee would provide
considerably more leverage against the guarantor in the event of
enforcement. It could be enforced more quickly and efficiently in
local courts than a New York law guarantee (used by other
creditors under other facilities) thus potentially providing an
advantage to its beneficiaries. This notion of local law being better
is probably more often going to be the exception rather than the
rule.

Are Offshore Share Pledges Really Risk-Free? Even in cases of
offshore pledge agreements that are perfectly documented as
described above, lenders who have tried to enforce these pledges
have sometimes run into difficulties. In jurisdictions with high
legal risk, borrowers and their shareholders can prevent lenders
from being able to practically realise on the value of their collateral
in a number of ways: they may use the local legal system to their
advantage by making baseless arguments that the change of
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ownership should not be legally recognised, they may transfer
assets to other affiliated companies in violation of contractual
obligations, or engage in countless other activities unimaginable to
lenders when the loan was closed. This “hold-up” value effectively
gives the borrower and its shareholders leverage not available in
risk-free jurisdictions, even when the equity is “out of the money”.

Does Teaming Up With Government Lenders Help or Hurt
Private Lenders? As mentioned above, private lenders are often
comforted when government lenders co-lend to a borrower. Is this
comfort warranted? Government lenders may have motivations
during a workout that extend beyond recovery on debt to other
goals. These goals may be maintaining good relationships with the
foreign country in question, maintaining employment at home (in
the case of ECAs), or instituting environmental, anti-terrorism or
other policy goals. Experience with government lenders in
restructuring exercises suggests that government lenders may be
less willing to engage in difficult negotiations with foreign
borrowers and, in the eyes of at least some private investors in
certain restructuring exercises, their inclusion in a transaction has
led to decreased recoveries. While government lenders can
certainly be helpful to a workout process under the right
circumstances, private lenders should be clear-sighted on the
benefits government lenders provide.

Challenges to New York and English Law? As transaction and
insolvency laws in emerging markets are modernised and become
more uniform, and as legal and political institutions develop and
mature, many local borrowers may push harder for local law to
govern their loan agreements. At a recent syndicated lending
conference focused on Latin America, local lenders in the region
made clear they thought they had a competitive advantage over
international lenders because they had an ability to make loans
under local law, something local corporate borrowers seemed to
value. The extent to which the market would soon see syndicated
loans governed by local law was much discussed. While this
phenomenon likely may not occur on a significant scale in the near
term, it does seem that the choice of governing law may be one
consideration that is increasingly in play when lenders are
competing for lending mandates.

6. Final Thoughts

With the world becoming smaller, emerging markets developing
and lenders searching for yield, more lenders will seek
opportunities in cross-border lending. As a result, the question of
legal risk will be one of increasing relevance, and local knowledge
will be of increasing importance.

Lenders have a number of useful tools available to help mitigate
legal risk. Ultimately, it may not be possible to reduce risk to that
of a “risk free” jurisdiction. Lenders should be careful to not
overestimate the comfort certain structural tools will ultimately
provide. A borrower and its shareholders in a jurisdiction where
the rule of law is weak typically enjoy a significant advantage over
a foreign lender in a debt restructuring exercise.

Focus on structural tools should not overshadow perhaps the most
important mitigant of all: the best protection against legal risk is to
make a good loan to a responsible borrower with “sound
commercial fundamentals”. In the case of a cross-border loan to a
borrower in a high-risk jurisdiction, “sound commercial
fundamentals” goes beyond looking at a borrower’s financial
statements, projections and understanding its strategies. The most
forward-thinking lenders will strive at the outset of a transaction to
understand the full array of leverage points it may have against a
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borrower and its shareholders, including the need for future
financing and/or access to the capital markets, and of the

consequences of default for a borrower and its shareholders.
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Chapter 5

Global Trends in

Leveraged Lending

Shearman & Sterling LLP

Global trends in leveraged lending in 2013 have largely been driven
by substantial liquidity in US dollar markets, together with cautious
investor optimism in the face of regulatory and political black
clouds on the horizon. In the face of continued Eurozone
uncertainty, US fiscal policy ineffectiveness, US debt default
posturing, and frothy asset markets with relatively anemic growth
in maturing economies, the leveraged finance market has
nonetheless remained relatively stable and a backbone to global
economic stability in 2013. We discuss below specific trends in
leveraged lending from 2013.

1. Market Ended Strongly

Although the market faltered at times in the early part of 2013 and
the yield curve moved dramatically as a result of concerns that the
US Federal Reserve would rapidly taper monetary stimulus, the
global leveraged markets recovered and finished on a positive note
at the end of 2013; we note, in particular, that this was despite the
European market being adversely impacted by the Cyprus
restructuring and the US market being adversely impacted by the
temporary US federal government shut down. US primary issuance
was USD $828 billion of leveraged loans, and issuance in the global
market exceeded USD $1 trillion. The 2013 leveraged finance
market on both sides of the Atlantic proved to be surprisingly
robust, driven by an increased appetite for leveraged products by
investors hungry for yield while interest rates remain low. M&A
deal flow remained thin and, combined with an excess of credit
supply over demand, borrower-friendly terms, higher total leverage
and a reduction in pricing ensued. Dealogic reported that global
average pricing decreased to 346bps in 2013. Frothiness in pricing
was also matched by frothiness in deal structures; e.g., 2013 saw
significant issuance of PIK notes (including PIK toggle notes) and
strong continued growth in second-lien financing to over USD $30
billion; this data supports, in part, a general trend that investors
have been willing to ease up on credit terms in the hunt for yield.

The majority of transactions in 2013 were in the form of
opportunistic refinancings and repricings, although dividend recaps
were also robust. Borrowers were keen to access the markets while
interest rates remained low. New money deals were relatively
modest in 2013, reflecting, in part, a subdued M&A market and
significant cash “on the sidelines” at large corporates. Less than
35% of 2013 leveraged loan volume represented new loan assets.
As a result of the large refinancing trend, the maturity profile of
institutional leveraged debt has been pushed out to 2017, and
portfolio churn has forced asset managers to work hard to maintain
their leveraged loan assets under management. Soft call protection
to compensate for early refinancing as part of a repricing transaction
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remained necessary in 2013; e.g., a borrower needs to pay a premium
of 101% or 102% if its first-lien loans are refinanced with loans with
a lower effective yield (based on margin and OID) within a specified
period after initial funding (ranging from six months to two years).
The depth and breadth of liquidity in the US leveraged loan market,
together with lower US pricing, provided cross-border financing
opportunities to both European and Asian borrowers that were
unavailable in their home markets. A significant trend in 2013 was
that European and Asian borrowers robustly accessed the US credit
markets to borrow term loan B facilities and to enter the high yield
market. The Asia Pacific leveraged market remained relatively small
with about 18% of the volume of high yield issuance in the US
(compared with Europe, which has about 60% of the volume in the
US), but is showing signs of growth.

2. The Reshaping of Liquidity and CLO
Issuance

Liquidity from the traditional bank market shrunk in 2013 as banks
were affected by increased regulation. However, those banks that
had repaired their balance sheets re-emerged in 2013 as
underwriters of larger facilities and facilitated other liquidity
solutions that have strengthened the leveraged loan market. For
example, CLO issuances increased dramatically in 2013: USD $818
billion of CLOs priced in 2013 compared with USD $54.3 billion in
2012, and the CLO market shows continued strength in 2014. The
resurgence of this form of securitisation reflects the continued
normalisation of the global credit markets in 2013 and a
stabilisation of the money supply.

Investors” appetite for yield through leveraged exposure to the loan
asset class coupled with managers’ desire to build assets under
management in advance of the effective date for the risk retention
rules (e.g., rules that may effectively require managers to retain 5%
of the securities issued by the CLO) drove a significant demand for
CLO investments among managers and junior noteholders. The
limiting factor currently seems to be a scarcity of AAA investors
despite spreads in the AAA tranches of about 145-150 basis points
over LIBOR. This scarcity was, in part, driven by a combination
of regulatory uncertainty and the effects of Basel III. For example,
the Volcker Rule prohibits banking entities from acquiring or
retaining any “ownership interest” in covered funds. Since an
actively managed CLO with a bond basket would be a covered
fund, and since the rights of senior noteholders to remove a CLO
manager prior to an event of default could be viewed as a
prohibited ownership interest, it is likely that some banks are
passing on CLO investments while the uncertainty persists. The
Volcker Rule exempts loan-only CLOs from the covered fund
definition, and it is likely that banks will show increased

ICLG TO: LENDING & SECURED FINANCE 2014

© Published and reproduced with kind permission by Global Legal Group Ltd, London



Global Trends in Leveraged Lending

willingness to invest in the senior tranche of such CLOs. The Basel
III treatment for securitisations is also still in flux, and although the
most recent proposals decrease the capital requirement for certain
securitisation exposures compared to earlier proposals, the capital
requirement for other securitisation exposures has been increased.
The European risk-retention rules have a similar effect. Failure to
satisfy the risk-retention requirements imposes higher capital
charges on financial institutions investing in such non-conforming
securitisations. Until recently, it seemed possible for certain third
parties to retain the required risk, while newer guidance seems to
retreat from that position and reintroduces uncertainty among
European AAA investors, again with what is likely to be a
dampening effect on demand among affected financial institutions.

Basel I1I also introduced a new requirement: the Net Stable Funding
Ratio. This is a metric designed to mitigate funding risk and which,
among other things, would require 5% of undrawn portions of
committed credit facilities to be matched by stable funding (where
regulatory capital and deposits are regarded as the most stable type
of funding). In addition, this ratio, intended as a constraint against
excess leverage and the gaming of risk-based capital requirements,
does not involve a recognition of the risk exposure — reducing
effects of any credit mitigation techniques (e.g., through guarantees,
CDS, collateral or netting of loans and deposits). This is widely
regarded as resulting in higher capital requirements for banks,
which in turn has a dampening effect on loan asset growth.

Alternative finance entities continued to emerge in 2013 as liquidity
providers and active market participants (e.g., insurance companies,
pensions, wealth funds, private equity funds, hedge funds and credit
funds). These non-bank entities were generally able to provide more
flexible credit structures (e.g., unitranche financings) and take
advantage of regulatory overhang in 2013. The emergence of
business development companies (BDCs), being investment funds
which lend to the middle-market in exchange for robust returns at
relatively low leverage levels, also presented a compelling alternative
for investors in 2013. Many of these alternative providers are not
subject to the constraints of Basel Il and are deemed to operate in the
shadows of the traditional banking sector; as such, they represent stiff
competition for the regulated banks and traditional structured finance
market. This is but another example of investors’ appetite for high
yield and corresponding tolerance for higher risk.

3. European and Asian Borrowers Accessing
the US Loan Financing Markets

There was continued appetite among European and Asian
borrowers to raise dollar-denominated term loan B leveraged
facilities in 2013, as such TLB loans were available with lower
pricing than equivalent debt products in domestic European
currencies and often were ‘“cov-lite”, meaning no financial
maintenance covenants applied. Cash-rich US investors facing a
limited supply of deals warmed to foreign borrowers in 2013.
Nearly 30% more European companies raised dollar loans in the US
institutional market last year than in 2012, the clear trend being that
the TLB market is showing signs of becoming a global, rather than
regional, market. The structural currency risk presented by these
cross-border deals where a borrower does not have sufficient US
dollar cash flows for a natural hedge raises complexities that may
burden this market in the coming years.

4. Cov-lite Loans

A significant proportion of sponsor TLB loans issued in the US
markets are cov-lite, and 2013 saw lower-rated corporate borrowers
seeking cov-lite terms. Cov-lite deals traditionally exclude
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quarterly-tested financial maintenance covenants, but many still
retain incurrence-based financial covenants (i.e., compliance with a
fixed-charge coverage test or leverage test measured at the time
debt is incurred, investments made or dividends issued). In
addition, some revolving credit facilities only contain a springing
financial covenant that is tested only while the RCF is drawn upon
or the outstanding borrowings thereunder exceed certain
predetermined thresholds. Financial maintenance covenants in the
TLB market still remain relatively common where the TLB is
structurally subordinated to an amortising term loan A or where the
structure is all senior with no subordinated debt.

Borrowers with cov-lite terms effectively have a longer period of
time to deal with underperforming companies without having to
negotiate with syndicate lenders, but at the cost of increased credit
risk to the lenders who are losing the early warning signs of
deteriorating credit. Lenders also have to wait longer to reprice
cov-lite loans resulting in greater credit risk exposure and the
prospect of lower returns. Restructuring of a borrower of a cov-lite
loan is likely to happen at a later stage of financial distress and in a
more compressed time frame when fewer options may be available
to preserve enterprise value. Senior bank lenders may no longer be
“at the table” negotiating with the borrower ahead of other
creditors. However, it is interesting to note that recovery rates for
US borrowers of cov-lite loans do not seem to have been less than
for loans with maintenance financial covenants. There is little data
yet for Europe where bankruptcy laws are generally less creditor
friendly than Chapter 11 of the US Bankruptcy Code.

Cov-lite issuance increased dramatically during 2013 and
represented a majority of total issuance in the United States, and
Thomson Reuters LPC reports that the total issuance was USD
$381 billion versus the prior 2007 record of USD $108 billion.
There have been reports that CLOs have been increasing the
proportion they are permitted to invest in cov-lite loans from 30-
40% to 50% and narrowing the definition of cov-lite for the
purposes of their investment guidelines to allow greater investment
in the asset class. The abundance of cov-lite loans was highlighted
in a paradoxical statement by a senior analyst at Moody’s Investors
Services, who noted that if one does come across a new transaction
today with a full set of maintenance covenants, this may “suggest
other problems with the credit, maybe that it is new to the market or
exiting from bankruptcy”.

In the Interagency Guidance on Leveraged Lending, 78 Reg. 17766
March 22, 2013 (the “Leveraged Guidance”), US regulators
expressed concerns regarding the additional risk cov-lite loans carry
compared to loans with financial maintenance covenants and
indicated that they would review such loans as part of the overall
credit evaluation of an institution. It is possible that increased
regulation or a rise in the default rate may affect cov-lites in the next
couple of years. US regulatory focus on counter-cyclical monetary
policy in the leveraged finance market to control asset bubbles was
a notable and significant trend in 2013; it remains to be seen how
this new regulatory focus will play-out and the potentially new
competitive landscape that will evolve in response.

5. Amend and Extend Transactions

2013 saw borrowers elect to negotiate an amendment and extension
of their facilities at lower pricing rather than incur the fees for a full
refinancing. Amendment fees were often between 50 and 100bps
for a European amend-and-extend (“A&E”) transaction, which is
much cheaper than a refinancing. CLOs nearing the end of their
reinvestment period also preferred A&E transactions as they locked
in yield for a longer period. In the US market, it is common for
A&E transactions to only require the consent of the majority of
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affected lenders. Recent changes have been made to the European
Loan Markets Association precedent facilities agreement to also
allow for structural changes with the consent of only the majority of
affected lenders and to allow non-pro rata debt buybacks by a
modified Dutch auction.

6. Accordion Facilities

US facilities often have an accordion feature allowing the
introduction of new tranches of debt by upsizing existing facilities
or allowing incremental equivalent debt in the form of a new term
loan tranche or an increase in an existing revolving credit
commitment or the issuance of second-lien or subordinated debt,
subject to certain terms and conditions. Generally such incremental
loans (or, in certain instances, notes) are subject to a dollar cap
and/or the satisfaction of a leverage test alongside the requirement
that existing loan financial covenants be complied with unless the
majority lenders agree to vary them. A new incremental tranche is
almost always required to have a later maturity and a longer
weighted average life to maturity than the existing or initial
tranche(s). US facilities usually also include a most favoured
nations (MFN) clause. If the effective total yield (including OID,
margins and floors) on new pari passu debt exceeds that on the
existing debt by an agreed amount (usually 50bps), then the margin
on the existing debt increases to reduce that differential to only
50bps — thereby providing the existing lenders with interest rate
protection for the excess in the effective yield differential over
50bps. Sponsors have sought, with mixed success in 2013, that the
MEFN interest rate protection end, or “sunset”, after a period of time
(usually 18 months). One of the primary reasons is that in a
situation where the original loan and incremental loan have
identical terms but are issued for different prices that result in
different accruals of OID (or one loan having OID and the other
not), there is the question as to whether the loans are fungible from
a tax perspective (bearing in mind that tax non-fungibility will
impair liquidity and therefore potentially increase the all-in
effective cost to the borrower). In Europe, accordion facilities have
often been limited to uncommitted acquisition or capital
expenditure facilities but US style accordion features are appearing.
It is becoming more usual for European intercreditor agreements to
provide for the introduction of new pari passu debt and the possible
release and re-grant of security where this is the only route under
local law for such security to secure the new existing debt.

7. Structural Adjustments

Structural adjustment provisions are now often included in both US
and European credit agreements. Introduction of a new tranche or
increase or extension of an existing facility or an extension of a
payment date or reduction in pricing requires only the consent of
the affected lenders and the majority lenders (typically 50.1% of
lenders in the US and 66 2/3% of lenders by commitment in
Europe). These provisions have been used to allow borrowers to
reprice or amend and extend without unanimous lender consent.

English law schemes of an arrangement have been used
successfully by both English and non-English borrowers to cram
down dissenting senior lenders to achieve a restructuring of
facilities (such as the Icopal deal).

As A&E transactions have become easier to do, forward start
facilities have become less common. Forward start facilities are
facilities previously seen in the European market, which are
negotiated 12 to 24 months before existing facilities mature, and
become available upon the maturity date of existing facilities.
These facilities remove refinancing risk for the borrower but are
more expensive than A&E transactions.
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8. Dividend Recapitalisations

Dividend recapitalisations remained an important part of the story
in 2013, continuing a strong trend from 2012. Return of capital
through dividends, in lieu of full exits, has remained attractive to
asset owners where exits are not optimal and the cost of debt
remains relatively modest on a WACC basis. Repeat “drive-by”
dividend recapitalisation deals have been received by the market
with mixed success, but have remained, while the market remains
highly liquid, reasonable and plausible deals to bring to market for
stronger stable credits. Certain credits that were on the cusp of exits
in 2012 were converted to dividend recap deals in late 2012 and
early 2013 due to weakening sell-side conditions, but were able to
exit completely in 2013 as sell-side stories improved; a heart-
warming story of dividends followed by very attractive P/E exits for
these sponsors. For those sponsors that have pushed the envelope
on leverage and fixed charge coverage ratios, dividend recap deals
have, occasionally, led down the less pleasant path of negative
ratings actions, increased negative scrutiny by investors and a
scepticism when the credit returns to market for refinancing; this
was particularly the case for credits where the equity investors had
already received a complete cash return of equity.

9. Downward Pricing Trends and Reverse Flex

Strong credits took advantage of market conditions in 2013 to push
the envelope on pricing through so-called “reverse flex” during
syndication. In March 2013, approximately four times as many
deals saw pricing move down versus deals that were forced to
increase pricing. In response to strong investor demand, issuers
continue to push down pricing during syndication, tightening
spreads and accelerating commitment deadlines. However, explicit
“reverse flex” provisions in commitment papers were rare in 2013
and reserved only for the most creditworthy and sought-after
borrowers in bespoke circumstances.

10. Convergence of Bank and Bond Terms

There continues to be a convergence between high yield bonds and
the TLB market, particularly as the same investors continue to
invest in both products. Bond style features are now often seen in
US facilities, and some are appearing in European and Asian term
facilities, particularly where a borrower already has US facilities.
These include:

(a) the ability to designate subsidiaries as “Unrestricted
Subsidiaries” (which are ring fenced but to which many of
the covenants and events of default do not apply);

(b)  the inclusion of builder baskets, being a percentage (usually
50%) of cumulative consolidated net income (or retained
excess cash flow) plus new equity injected plus returns on
investments, which can be used (in the absence of a default
and subject to compliance with a leverage ratio test) to make
investments, pay dividends, return capital or prepay junior
debt; and

(c)  being subject to some negative covenants mirroring those of
high yield bonds; e.g.: debt may be permitted to be incurred
subject to satisfaction of a pro forma leverage test (rather
than a cap); liens to secure debt may be permitted subject to
satisfaction of a tighter pro forma senior secured leverage
test or if such liens are silent junior liens, and, in each case,
subject to an agreed intercreditor agreement; and asset sales
may be permitted for fair market value where 75% of the
consideration is in cash and where proceeds are reinvested or
used to prepay the term facilities.
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The negative covenants in a European super senior RCF for a bank
and bond financing are generally the same as those incurrence
covenants in the applicable bond indenture together with a restriction
on purchasing notes over a threshold without reducing the super
senior revolving credit facility pari passu. European lenders
generally still require customary loan style affirmative undertakings,
a cross default, loan style insolvency event of default tailored for the
jurisdictions concerned, a grace period for non-payment of three
business days and breach of representation event of default and, for
term loan financings, an excess cash flow sweep.

In the US market, traditional distinctions generally still exist for term
loan events of default and affirmative covenants from that contained
in the high yield bond market. However, in a small number of recent
deals in the US market, there has been a gradual move towards: (i)
events of default and affirmative covenants that are similar to those in
the bond indenture (where a breach of a representation is not an event
of default); (ii) a longer grace period for a payment default (instead of
the usual three business days); (iii) a longer grace period for a
covenant default (instead of no grace period); (iv) no annual excess
cash flow sweep (which is strongly resisted by lenders who are
looking for a clear path to deleveraging); and (v) a cross acceleration
and cross payment default instead of the usual cross default provision.
Even though at this stage the convergence of bond-like events of
default and affirmative covenants remains relatively small (and often
concentrated in certain segments of the market), it is not inconceivable
that this trend may strengthen in years to come.

11.  Super Senior Revolving Credit Facilities
and “First Out’ Facilities

“First out” RCFs have traditionally been relatively uncommon in
the US market but gained popularity in 2013 in middle-market
financings and restructurings. In these deals, RCF lenders seck
additional protection as compensation for the low yield on these
types of facilities, which are typically only drawn when the
borrower comes under financial pressure. The RCF and term
lenders share the same collateral on a pari passu basis, but the
proceeds of the collateral enforcement are paid first to the RCF
lenders under a waterfall usually included in the security documents
or in an intercreditor agreement. The documentation will provide
for class voting on changes affecting the first-out structure such as
an increase in the RCF, and control on enforcement. Revolving
lenders’ ability to control enforcement remedies, as well as their
rights in a bankruptcy, are often highly negotiated and frequently
depends on their leverage in any particular deal. Super senior RCFs
(“SSRCFs”) continue to be popular in Europe as the European
borrowers continue to access the secured senior bond market. The
SSRCF has super priority with respect to recoveries from security
or distressed disposals of collateral and related claim releases.
However instructions of the bondholders with respect to
enforcement will trump those of the SSRCF lenders for a certain
period (usually six months) following an event of default if the
SSRCF has not been discharged in full and in other specified
circumstances such as insolvency of the debtor. The SSRCF
usually only has one or two financial covenants such as an interest
and/or a leverage financial covenant and has negative covenants
mirroring those in the bond. Financial covenants may only be
tested when the RCF is drawn or before it is drawn.

12. Portability

2013 saw a limited number of US facilities with a “pre-cap” or
“portability” feature. These provisions permit a change of control
to occur (and, therefore, no mandatory prepayment will be required
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and no event of default will occur) if the company is sold to an
eligible sponsor or company with a similar business and subject to
meeting certain conditions; e.g., these conditions usually define,
among other things, acceptable buyers, time constraints, minimum
equity contributions and pro forma leverage tests to be satisfied.
For example, the purchaser must be over a certain size/credit rating
and the transaction must occur within a maximum of 18 months and
is subject to a minimum equity contribution requirement and
maximum debt incurrence test. The precap deal may also include a
modest step-up in interest margins following the transaction or the
payment of a fee in connection with it. This structure is beneficial
for private equity buyers and sellers who are able to avoid a costly
refinancing. This feature is less popular with investors who are
wary of losing control over those to whom they are lending.
Investor reservations mean that only top companies in a strong
market and in a very strong transaction usually qualify for a pre-
cap. Even though some sponsors tried in 2013 to make this a
permanent feature of the market, US bankers do not see pre-cap
becoming a widespread market norm (in contrast to cov-lite loans);
rather it will likely remain an exceptional provision to be used only
in specific circumstances and subject to significant market testing
prior to deal launch.

While portability features are seen in high yield bonds issued by
European investors, the portability feature has not taken off in the
European or Asian loan markets. It may also present regulatory
challenges.

13. Unitranche Facilities

Unitranche facilities remained popular in 2013 in both the European
and US mid-market and the trend was in increasing deal size in both
markets. Unitranche facilities, which combine the senior and junior
tranches into one unified layer of debt under a single credit facility,
are often provided by alternative lenders such as credit funds and
private equity funds. They fall between senior and mezzanine debt
in terms of leverage pricing and risk. While unitranche facilities are
often fully “bought” deals (e.g., thereby carrying no market
syndication risk for the borrower), they do present additional
complexity for borrowers as a result of the intercreditor agreement
among the tranches (the so-called agreement among lenders
(AAL)). The borrower is not a party to an AAL so, unless otherwise
regulated by other credit documents, the borrower will often not be
aware of significant matters that may affect the credit (e.g., voting
arrangements that may be decisive in a workout). However, with
fewer lenders (and, often, a single lender) providing the debt in
connection with a unitranche structure, a borrower benefits from
more streamlined negotiations and much greater flexibility on
terms. One material disadvantage is the uncertainty as to how
courts will treat this structure in a bankruptcy scenario —
unitranches have not yet been meaningfully tested in bankruptcy
courts (that being said, the absence of extensive caselaw suggests
that few sophisticated investors have been willing to invest the
resources to test the efficacy of the structure).

Unitranche facilities can be highly bespoke. They may have a
bullet repayment, cash and PIK interest, call protection and
incurrence and maintenance covenants (or a mix of the two).
Typical unitranche lenders cannot usually provide working capital
or hedging facilities, so one or more banks usually have to provide
these and they will generally rank as super senior creditors being
paid out first from recoveries but with no rights to block payments
on the unitranche facilities. Unlike in a super senior RCF in a bank
bond structure, the senior lenders do not have separate voting rights
but will vote with the junior lender. However, it is common for the
unitranche structure to include certain additions to the list of matters
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requiring unanimous lender consent so that the senior lenders
cannot be outvoted on these matters. The senior lenders may also
have an independent right to enforce on the occurrence of certain
events of default after an agreed period or can take over
enforcement after 6-9 months.

14. Syndicate Control

Given the wider variety of possible investors, 2013 saw sponsors
and significant corporate borrowers continuing to seek more control
over the identity of potential lenders including imposing white
lists/black lists and enhanced consent rights. This reflects a trend
that certain investors have become more activist.

In the context of assignments, disqualified lender provisions
continued to be heavily negotiated in 2013, and sponsors came out
of the gate recently asking for a blanket prohibition against
assignments to “competitors” (typically undefined and therefore
very broad in application) and certain affiliates thereof. Arrangers
have generally been successful in limiting the competitor concept,
in many cases getting sponsors to agree that all disqualified
institutions, including competitors and competitor affiliates, must
be expressly identified to the arrangers prior to the execution of the
commitment letter.

15. ABL Deals

In 2013, ABL facilities allowed borrowers to obtain higher leverage
at a lower cost compared to cash-flow-based term debt, while also
providing certainty of execution and a flexible covenant package.
ABL deal flow was relatively weak in 2013 (e.g., approximately 320
deals with a value of USD 75 billion; many of which were renewals
or upsizings). Asset-based lenders remained mired in a market
burdened by limited deal flow and few signs of any near-term
pickup.

Syndicated ABL tranches as part of leveraged deals were rare in
cross-border deals in Europe and Asia as more complex structuring
considerations arise; e.g., these deals often involve a sale of
receivables to an SPV to ensure satisfactory recoveries on a
bankruptcy under the less creditor-friendly bankruptcy laws in
certain European and Asian jurisdictions. These structures remain,
generally, more expensive and time consuming to implement than
US ABL structures. Conversely, US ABL structures, which often
involve lending to opcos with monitored strictly defined borrowing
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bases and cash dominion mechanisms, demonstrated very robust to
total recoveries upon bankruptcy, according to a 2013 Fitch Ratings
report.

16. Equity Cures

In both the US and European markets, 2013 continued to see a
widespread acceptance of equity cure rights, but with continued
discussions around permitted amounts, use in consecutive fiscal
quarters and the application of equity cure proceeds to repay debt.
An equity cure right allows an injection of capital into the borrower
group to stave off or ‘cure’ a financial covenant default. When
lenders agree to include such provisions, they generally take
comfort from the fact that, in exercising them, sponsors will inject
further equity or subordinated debt into the group, providing both
additional funds and a show of commitment.

17. Regulatory and Political Overhang

Globally, the strong flow in the leveraged finance pipeline in 2013
occurred in an uncertain regulatory environment that cast a long
shadow on both lender and issuer behaviour. In the United States,
Federal Reserve actions around interest rates and QE tapering at the
end of 2013 contributed to heightened volatility in the high yield
bond market and periods of intermittent bond outflows. Risk
retention, the yet-to-be finalised Basel III requirements, Federal
Deposit Insurance Corp. assessments, the Volcker Rule and the
Leveraged Guidance are among current and pending regulatory
rules with which banks are now faced.

On a positive note, 2013 ended with the passage by the US House
of Representatives of a bipartisan, two-year budget agreement,
indicating that more shutdowns or standoffs are unlikely. This is a
sign that perhaps 2014 will bring more economic visibility and
certainty for corporate borrowers and investors alike, hopefully
alleviating some of the near-term political uncertainty that global
financial markets have had to endure.

Acknowledgment
The authors would like to acknowledge the assistance of their

colleagues, Bjorn Bjerke, Amy Gluckman and Azad Ali in the
preparation of this chapter.

ICLG TO: LENDING & SECURED FINANCE 2014

© Published and reproduced with kind permission by Global Legal Group Ltd, London



Global Trends in Leveraged Lending

Joshua W. Thompson

Shearman & Sterling LLP
599 Lexington Avenue
New York, NY, 10022
USA

Tel: +1212 848 8703

Fax: +1646 848 8703

Email: joshua.thompson@shearman.com
URL: www.shearman.com

Joshua W. Thompson, Co-Head of the Global Finance Group and
Co-Head of the Leveraged Finance Group, is resident in the New
York office. He focuses his practice on complex financings,
including acquisition financings and other leveraged lending
(including leveraged buyouts, tender offers and other going private
transactions), structured financings, second-lien financings and
mezzanine investments. In addition, he has extensive experience
representing debtors, creditors, management and investors in
complex restructurings, work-outs, bankruptcies and acquisitions of
troubled companies. As counsel for lead arrangers and private
equity sponsors, he is involved in all aspects of deal structuring,
negotiation and documentation. Josh is recognised as a leading
practitioner for bank lending by IFLR 1000 and Legal 500, which
notes that “clients are ‘happy to put trust and faith’ with the ‘excellent’
team head.”

Josh also is the former general counsel of Jefferies Finance.

Shearman & Sterling LLP

Caroline Leeds Ruby

Shearman & Sterling LLP
Broadgate West, 9 Appold Street
London, EC2A 2AP

United Kingdom

Tel: +44 20 7655 5944

Fax:  +44 20 7655 5500

Email: cleedsruby@shearman.com
URL: www.shearman.com

Caroline Leeds Ruby, a partner of the firm, is resident in the London
office. She represents banking and corporate clients and private
equity and fund investors in complex cross-border financings in
developed and developing markets, including acquisition
financings, leveraged lendings of all types (including going private
transactions, mezzanine and PIK loans), financings to funds,
receivables financings, debt buy-backs, multinational restructuring
transactions, work-outs, distressed purchases and defaulting loans.
As counsel for lead arrangers and investors or corporate borrowers,
she is involved in all aspects of deal structuring, transaction
management, negotiation and documentation.

Caroline is ranked as a leading lawyer by Chambers UK 2013. “A
range of impressed clients note that Caroline Leeds Ruby is
‘really first-class,’” ‘stays cool under pressure’ and has ‘excellent

business acumen’.

SHEARMAN & STERLING we

Shearman & Sterling’s Leveraged Finance Group is a leader in the high yield and leveraged bank market. Noted for their in-depth
understanding of the business and legal considerations involved in leveraged credits, their lawyers offer a combination of market
experience and a broad range of capabilities in the capital markets and the syndicated lending marketplace. They represent
commercial banks, investment banks, mezzanine and second-lien providers, private equity sponsors and corporate borrowers.
The team includes lawyers from the global Capital Markets and global Finance teams based in New York, London, Paris, Frankfurt,
Milan, Singapore, Hong Kong and Abu Dhabi, working in close collaboration with members of the Bankruptcy & Reorganization
and Project Development & Finance teams when needed. Shearman & Sterling’s Leveraged Finance team delivers sophisticated,
market-recognised advice and deal management for acquisition and other leveraged financings across a wide range of industries,

financial sectors and jurisdictions.

ICLG TO: LENDING & SECURED FINANCE 2014

WWW.ICLG.CO.UK

© Published and reproduced with kind permission by Global Legal Group Ltd, London




Chapter 6

Recent Trends in
U.S. Term Loan B

Davis Polk & Wardwell LLP

There has been much discussion recently in the United States
financial markets about the convergence of terms and features in term
loan B (“TLB”) with those typically found in high yield bonds (“HY
Bond”). Though typically described as a “convergence”, the changes
are relatively one-sided, with the TLB gravitating toward features
long familiar to issuers and buyers of HY Bonds. This phenomenon
has been with us for years, but has accelerated recently. In 2013, a
year dominated by strong investor demand and “best efforts”
refinancings and dividend recapitalisations, borrowers and sponsors
predictably tested the market’s appetite for greater flexibility, which
frequently meant borrowing even more technology from HY Bond
documents. In this article, we consider some of the ways in which
U.S. TLB terms have continued to move toward — and in some cases
exceed the flexibility found in — HY Bond terms, and examine the
market and other forces driving that trend.

Changes in the U.S. TLB Market

The U.S. TLB market has its origins in the commercial bank term

loan market. In the traditional bank loan model:

] loans are made on a lend-and-hold basis with the expectation
that lenders would have ongoing exposure to, and a close
working relationship with, the borrower;

] a highly leveraged borrower is typically expected to deliver
over time;

] financial maintenance covenants provide lenders with an
important monitoring tool and an early warning that a
borrower is experiencing financial difficulty; and

] the lender syndicate is a relatively discrete group of banks,
most of which have broader relationships with the borrower
and can accommodate unexpected transactions or covenant
breaches through amendments, often with a minimal fee.

Accordingly, in this model, upfront covenant flexibility is limited,
accommodating appropriate operational flexibility, but not major
adjustments in capital structure or significant corporate events not
anticipated at closing. Moreover, lenders in that market have
traditionally expected to share pro rata among themselves in the
cash flow of the business and other prepayment events. This was
the model many participants and practitioners in the term loan
market grew up with, and is the model that continues today in many
parts of the U.S. market and in other jurisdictions.

Practitioners active in today’s U.S. TLB market will scarcely
recognise this paradigm. The U.S. TLB market is now dominated
by non-traditional lenders: CLOs, hedge funds and institutional
investors. These investors tend to view a term loan to a leveraged
borrower as a transaction — a prepayable, senior secured floating
rate investment — rather than one part of a broader institutional
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relationship. They are often equally comfortable investing in HY
Bonds, where many of the protections traditionally found in the
commercial loan market are absent. Accordingly, these lenders
focus on key economic terms, and are not as concerned about, and
often are not set up to monitor, financial maintenance covenants.
The makeup of this lender base and the absence of the close
working relationship that characterises the commercial loan market
means that amendments are not as readily available and cannot be
credibly promised or relied upon in negotiating loan
documentation. These investors are less focused on deleveraging
over time and more willing to rely on less protective incurrence
tests to guard against overleverage by the borrower and their
position in the capital structure. At the same time, financial buyers
and other sophisticated borrowers have recognised this change, and
have pushed incrementally for greater flexibility in initial terms.
TLB covenants and other terms have evolved in response, giving
lenders the economics they demand while increasingly providing
borrowers greater flexibility. Over time, this dynamic between
lender interests and borrower demands has had a profound impact
on U.S. TLB terms.

Economic Terms

Yield

TLB are generally floating rate, and the built-in interest rate hedge
that this provides is an important distinguishing feature of the asset
class compared to (generally) fixed-rate HY Bonds. But it is
interesting to note that the advent of LIBOR and base rate “floors”
has — during the extremely low interest rate environment of the past
several years — caused TLB to be fixed-rate instruments accruing
interest at a rate equal to the floor plus the interest rate margin,
albeit with significant protection if LIBOR rises in the future. More
significantly, during this period, original issue discount (“OID”),
which has long been a feature of HY Bonds, has become a standard
component of TLB pricing. In fact, in both initial syndications and
secondary trading (including for purposes of “most-favored-nation”
and “repricing” protections for incremental and refinancing
provisions), TLB pricing is now thought of in terms of overall
“yield” (a terminology previously reserved for bonds), rather than
simply a rate consisting of LIBOR plus an interest rate margin.

Call Protection and Prepayments

A second element of economic convergence is the widespread
inclusion of “call protection” in TLB. In HY Bonds, call protection
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is designed to preserve an investor’s income stream, by including a
no-call period for the first years following issuance (often half the
life of the bond), followed by a “call period” subject to prepayment
premiums that decline over time. In contrast, TLB call protection
usually takes the form of a “soft call” — a prepayment premium of
typically 1% payable in connection with repricings of TLB
occurring 6 to 12 months following the closing of the TLB.
However, there are examples, particularly in the second lien TLB
market, of “hard calls” — a prepayment premium of typically 1% to
3% payable in connection with any voluntary and certain
mandatory prepayment of TLB within 1 to 3 years following the
closing date, and in some cases these financings have incorporated
no-call periods (often with “make-whole” calls permitted). A few
TLBs have even provided for special terms permitting prepayments
with proceeds of an equity issuance — a so-called “equity claw” —
typically the sole province of HY Bonds.

As the market’s focus has shifted from deleveraging over time, it
has similarly reduced its focus on mandatory prepayment events,
including through the elimination of the “equity sweep” and the
dilution of the asset sale and excess cash flow (“ECF) prepayment
requirements. Specifically, asset sale prepayment provisions often
exclude a range of dispositions, include per-transaction and/or
aggregate materiality thresholds (below which the prepayment
requirement does not apply) and are subject to permissive
reinvestment rights during 12 to 18 month reinvestment periods.
Significantly, as greater flexibility to incur secured indebtedness
has been built into loan documentation, asset sale prepayment
covenants now often permit the borrower to share asset sale
proceeds on a ratable basis with other pari passu secured debt.
Similarly, the calculation of the excess cash flow that is required to
be swept is subject to broad deductions, including for anticipated
expenditures and investments, certain restricted payments and
prepayment of other indebtedness. Importantly, the ECF sweep will
frequently be reduced dollar-for-dollar by voluntary prepayments or
repurchases, even if made non-pro-rata among the TLB lenders.
This is in stark contrast to that traditional pillar of the commercial
bank market requiring pro-rata treatment across all lenders of a
particular class, as it effectively reallocates a borrower’s cash flow
to particular lenders at the expense of others. Finally, TLB often
afford lenders the right to reject mandatory payments, thereby
making the prepayment requirement resemble more closely the
traditional “offer to repurchase” in a HY Bond.

Covenants

Occasionally a negative covenant package for a TLB will be
indistinguishable from a related HY Bond, having been copied
directly from a concurrent or recent bond offering. More often,
provisions that are the functional equivalent of the HY Bond terms
are included in a more traditional-looking TLB package. Even the
entities covered by the typical TLB package bear a striking
resemblance to the typical HY Bond transaction. For example, a
TLB document typically no longer limits a borrower’s ability to
designate subsidiaries as “unrestricted subsidiaries” (thereby
excluding such subsidiaries from the covenants, collateral package
and EBITDA calculations under the TLB) to an overall dollar cap.
Rather many TLB, akin to the HY Bond structure, limit the ability
to so designate subsidiaries solely by reference to the borrower’s
investment capacity and, in certain instances, pro forma compliance
with an incurrence ratio, which is actually more borrower friendly
than HY Bonds, in which a fixed charge coverage ratio (“FCCR”)
condition typically applies to all such designations. The following
are certain other select areas of covenant convergence.
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Financial Covenants

Perhaps the most conspicuous example of the “convergence” of
TLB toward HY Bonds is the continued presence and even
predominance in the U.S. TLB market of “covenant lite” structures.
Traditional term loans contained “maintenance” covenants —
covenants, such as maximum leverage ratios and minimum
coverage ratios — that are tested either at all times or on a specified
periodic (typically quarterly) basis. In contrast, HY Bonds were
said to have an “incurrence-based” covenant package, because
financial covenants were tested only upon, and as a condition to the
permissibility of, specified actions (e.g. debt incurrence or making
restricted payments). In a covenant-lite TLB, maintenance
covenants are replaced with incurrence covenants, which permit
borrowers to incur debt, make an investment or restricted payment
or take any other applicable action subject to complying with the
applicable financial covenant test (and other applicable
requirements). The deleveraging over time that financial covenants
traditionally mandated has therefore been replaced with a model
that permits major corporate transactions to proceed so long as the
transaction does not cause the overall leverage to exceed an agreed
maximum.

In determining compliance with such “incurrence” covenants, TLB
facilities have also adopted a number of other borrower-friendly
features from HY Bonds. These include defining “EBITDA” —
which is the denominator of any leverage ratio and numerator of
any coverage ratio — to include broad and often uncapped “add-
backs” for items such as restructurings costs and projected cost
savings and synergies (including costs savings and synergies
relating to initiatives with respect to which actions are only
expected to be taken within 12 to 24 months) and determining
compliance with such covenants on a “pro forma” basis by, for
example, calculating EBITDA in connection with an acquisition to
include the acquired entity (and its EBITDA) in the borrower’s
results throughout the relevant test period. In addition, many
leverage covenants are now calculated on a “net” basis — reducing
the debt in the numerator by the amount of unrestricted cash of the
borrower (often without any cap).

Asset Sales

TLB have largely eliminated fixed dollar limitations on a
borrower’s ability to divest its assets. Instead, assets sales are
generally permitted so long as the sale is made at fair market value,
75% of the sale consideration in “cash” (subject to a basket for
designated non-cash consideration) and the net proceeds of such
sale are applied to prepay outstanding loans (subject to the
materiality thresholds, broad reinvestment rights and rejection
rights referred to above). In effect, the TLB asset sale covenant has
been converted from a negative covenant as it was in traditional
credit facilities to the functional equivalent of a requirement to
make an offer to prepay the loans if not applied first to other
permitted purposes, similar to what one would find in a HY Bond.

Debt Incurrence

The typical 2013 TLB credit facility is crowded with flexibility
allowing the borrower to adjust its capital structure and incur
incremental indebtedness. This flexibility comes in numerous
forms: refinancing facilities, incremental facilities, amend-and-
extend provisions, acquisition related debt, permitted ratio debt,
basket debt and others, with additional variability among these
forms for incurring them on a first-lien, second-lien or unsecured
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basis, and inside or outside the credit facility itself. These various
types of flexibility have developed independently and in different
forms, and the combination of them has resulted, in many cases, in
overlapping or inconsistent standards within TLB agreements, and
little uniformity across the industry. However, they speak to the
ongoing trend of viewing credit facilities as flexible documents
designed to survive significant corporate transactions, in this case
debt incurrence, subject to maintaining a certain leverage profile.
There are three primary instances of flexibility that borrowers have
been able to achieve in some transactions that owe their origins to
HY Bonds.

First, a limited number of TLB now permit debt incurrence subject
to satisfaction of a FCCR or interest coverage ratio (usually of
2.00x or greater). While in a low interest rate environment this
creates significant flexibility, there are several mitigants that have
survived in the TLB market. First, even where a FCCR test for debt
incurrence applies, secured debt is only permitted subject to
satisfaction of a leverage ratio. This can be contrasted with secured
HY Bonds which frequently contain no ratio test for junior lien debt
(although they do for pari passu or senior secured debt). Second,
TLB typically still include more stringent parameters around the
terms of pari passu/junior lien debt (including limitations on final
maturity, weighted average life, prepayments and, sometimes, more
restrictive terms), although it must be noted that many of these
requirements are currently under pressure from borrowers.

Second, the ability to “reclassify” debt incurred under fixed dollar
baskets to ratio debt baskets is now included in a limited number of
TLB. The rationales for resisting this are that a borrower that could
not meet the ratio debt test at the time of incurrence should not be
“rewarded” for later improving performance. And, that lenders
should not be subject to what might be an unrepresentative “high-
water mark” of EBITDA performance over the life of the loan as the
point for recharacterising basket debt as ratio debt, and resetting the
starting point for using such fixed dollar baskets. But to a borrower,
these arguments contain echoes of a maintenance-covenant
construct: the debt is “stuck” in the basket under which it was
incurred. Borrowers argue (with varying degrees of success) that,
with the market’s new, relatively relaxed attitude toward
deleveraging, if borrowers can satisfy the debt incurrence ratio at
the time of reclassification, lenders are not harmed by such
reclassification.

Third, another concept appearing occasionally in TLB is
“contribution indebtedness”, which allows the borrower to incur
debt equal to 100% (or occasionally up to 200%) of equity proceeds
it receives from investors. This originated as a HY Bond concept
and is permitted on the theory that if investors are willing to further
capitalise an issuer on a 50% or 33% equity basis, bond lenders
should be satisfied.

Restricted Payments

TLB covenants still tend to differentiate between investments,
equity payments (usually called restricted payments in that market)
and prepayments of junior debt, while HY Bonds treat these items
as part of a single “restricted payments” covenant. However, as
available amount builder baskets and maximum ratio conditions in
TLB are increasingly applied across all three classes of payments or
transactions, this distinction has become more form than substance,
and has been eliminated in a minority of TLB deals.

In HY Bonds, restricted payments may be made in the amount of a
builder basket equal to 50% of consolidated net income (“CNI”),
100% of equity proceeds and certain other builder components,
subject to compliance with FCCR greater than 2.00x. TLB more
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often include an “available amount” or “cumulative credit” basket
that builds based on excess cash flow and other components and
may only be used subject to satisfying certain leverage levels. More
recently, however, the TLB cumulative credit concept has trended
closer to the HY Bond standard by building based on 50% of CNI
(or in a small number of deals, the greater of retained ECF and 50%
of CNI) and replacing the leverage ratio condition with a coverage
ratio.

Another common feature of TLB deals is that the leverage ratio
and/or absence of default conditions to the use of the builder basket
is often limited to the making of equity payments (as opposed to
investments), with the effect of establishing a more lenient set of
conditions than HY Bonds, where the FCCR condition applies to all
uses of the builder basket. Relatedly, some recent deals have also
seen the advent of an unlimited ability to make restricted payments
and investments and prepay junior secured debt, subject to the
satisfaction of a leverage ratio. This may be driven, in part, by the
desire to hard-wire dividend recapitalisation capacity into TLB as
an alternative to a sale given the recent relatively anemic M&A
activity.

Finally, in most HY Bond issuances, the issuer is not limited in the
amount of investments it can make in restricted subsidiaries
(whether or not guarantors), whereas TLB typically limit
investments by the borrower and guarantors in non-guarantor
subsidiaries. However, in recent months, a few TLB deals have
eliminated even this distinction, particularly where a U.S. borrower
has significant non-U.S. operations or a non-U.S. growth strategy.
This change has a number of important implications, including
greatly facilitating acquisitions of entities that cannot or do not
intend to become guarantors of the credit. From the borrower’s
perspective, these features may seem essential to the realization of
international strategies and increasingly complex global corporate
structures that may evolve during the life of the loan. Limitations
on cross-border transfers that are second-nature to a creditor may
seem unduly constricting to a borrower.

Flexibility to Make Acquisitions

One useful case study in the continuing march towards maximum
flexibility in loan documentations is the trends in 2013 relating to
borrowers’ ability to make acquisitions. This is particularly driven
by sponsors who frequently view their portfolio companies if not as
an acquisition platform, at least as a business that should be
positioned to grow opportunistically over time. This manifests
itself in several ways. First, it is now common to allow incremental
facilities to be utilised on a “funds certain” basis. Though it takes
a number of forms, some more aggressive than others, the theme is
consistent: if an incremental facility will be utilised to finance an
acquisition, then the conditions precedent to incurring such
incremental indebtedness should match as closely as possible the
conditions precedent to a limited “SunGard” conditionality.
Second, negative covenants frequently permit indebtedness to be
incurred to finance an acquisition subject to either satisfaction of an
agreed ratio or — borrowing from HY Bonds again — if the leverage
ratio giving pro forma eftect to the acquisition is not worse than it
was immediately before. Third, call protection in TLB now often
have an exception for material acquisitions, with the result that if
the borrower is forced to refinance its existing debt in order to
consummate an acquisition, it will not be penalised by having to
pay a prepayment premium to the existing lenders. HY Bonds are
not so generous. Finally, permitted acquisition baskets are typically
not only uncapped (except with respect to acquisitions of non-
guarantor entities) but also not subject to pro forma compliance
with a leverage ratio. Taken together with negative covenant
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baskets that grow as total assets or EBITDA grow and expansive
pro forma adjustments, these provisions ensure that borrowers can
enter into strategic transactions without seeking the consent of their
bank group, or refinancing their existing debt, and without incurring
the associated costs of doing so.

Relationships among Lenders

In many respects, the changing makeup of the investors in TLB has
been reflected in provisions that alter, in sometimes dramatic ways,
the relationships between lenders and the “exit rights” that such
lenders view as important to their investment decision.

Assignments and “Secondary” Market

One of the clearest remaining distinctions between the TLB and HY
Bond markets is that a borrower’s consent to assignments is still
required in TLB. In contrast, free transferability is a hallmark of
HY Bonds, subject to applicable securities law restrictions. It
should be noted, however, that a borrower’s consent in TLB is
usually subject to a “deemed consent” if the borrower fails to
respond within a specified period, which highlights the focus on
liquidity of TLB.

Bilateral Changes

The rights of lenders to deal individually with borrowers has
continued to expand, akin to the “affected holder” standard in HY
Bonds. In today’s TLB, individual lenders frequently may modify
their economic rights (e.g., pricing and maturity) without majority
lender approval. Borrowers may also incur additional tranches of
debt or fungible incremental debt under TLB. In addition, borrower
buybacks are often permitted on an “open market” basis — non-pro-
rata and without offering to all lenders — as has always been true of
HY Bonds.

Affiliated Lenders

In another change conforming to HY Bonds, affiliates of borrowers
outside the consolidated group may buy TLB on the open market.
This development arose following the financial crisis, as many
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borrowers realised that, unlike HY Bonds, their TLB did not
contemplate, and in many cases did not easily permit, them to take
advantage of depressed secondary trading prices to restructure their
balance sheet. Borrower and affiliates buyback provisions have
now become standard in TLB transactions, though they have
evolved in a way that is not identical to HY Bonds. There is usually
a cap on the aggregate holdings of such affiliates of 20-30% of the
TLB and voting rights are limited to core economic issues directly
affecting their interests as lenders, with restrictions on receiving
lender-only information and attending lender-only meetings. “Debt
fund affiliates” of borrowers are typically not subject to the
foregoing limits and may purchase loans in excess of the cap (but
are limited to constituting not more than 49.9% of lenders for
purposes of voting). In HY Bonds, affiliates of an issuer may
purchase notes without cap, but the Trust Indenture Act (“7ZA4”) and
the terms of most HY Bonds even if not TIA-governed, provide that
such affiliates have no voting rights. Thus, this is another area
where the evolution of the TLB market has gone past the traditional
flexibility of HY Bonds, as affiliated lenders now have a greater
voice than affiliated noteholders.

Conclusion

As noted above, a principal driver of the evolution of the TLB
market toward that of HY Bonds has been the changes in the
relevant lender base. While commercial banks and other private-
side institutional investors were historically the principal holders of
bank loans, the TLB market is today largely driven by debt funds
and other public-side investors. As a result, there has been a shift
in the TLB origination process from a “lend-and-hold” model, in
which the arranging commercial banks made and held the bank
loans to maturity, to an “originate to sell” model, in which arranging
banks syndicate the TLB to public-side investors and do not expect
to hold those loans. Arranging banks have been under pressure,
particularly in the context of best efforts transactions which
dominated the market in the last 12-to-18 months, to arrange loans
that provide maximum flexibility to the borrower while being
attractive to public-side investors. Given that these institutions
have long been comfortable with the covenant package and other
issuer-friendly features included in HY Bonds, it is no surprise that
these terms have increasingly found acceptance in the TLB they are
willing to buy.
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Introduction

The depth and liquidity of the investor base in the US institutional
term loan market provides an attractive alternative for European
borrowers in the leveraged finance market and has been a key
source of financing liquidity, particularly in the last few years as
European markets have suffered from macroeconomic uncertainty
and regulatory constraints. The comparatively lower pricing of US
dollar leveraged loans available in the US compared to that of
leveraged loans in the European market has also been an attraction
for European borrowers, even once the cost of currency hedging has
been factored in.

There are, however, a number of issues to consider in structuring so
called “Yankee Loans” (US institutional term loans provided to
European borrower groups governed by New York law credit
documentation). These are driven primarily by differences in
restructuring regimes in the US and Europe, and also by the needs
(and expectations) of US institutional term loan investors.

There are also a number of features typical for the European
leveraged loan market which, while familiar in the US leveraged
loan market, are treated in very different ways in New York law
governed deals. In the context of Yankee Loans, many of these
differing features or familiar differences need to be considered
more carefully and amount to much more than e.g. a mere
difference between English and American spelling. This article
considers firstly some of the key structuring considerations for
Yankee Loans and then goes on to discuss some key familiar
differences between the US and European leveraged finance
markets, to be considered more carefully in the context of Yankee
Loans.

Structuring Considerations

(Re)structuring is key

The primary focus of senior lenders in any leveraged finance
transaction is the ability to recover their investment in a default or
restructuring scenario. The optimal capital structure minimises
enforcement risk by ensuring the senior lenders have the ability to
control the restructuring process, which is achieved differently in
the US and Europe. In the US, a typical restructuring is a creature
of statute and is usually accomplished through a Chapter 11 case
under the US Bankruptcy code, where senior lenders’ status as such
is protected by well-established rights and processes. By contrast,
in Europe, an effective restructuring for senior lenders in a
leveraged finance transaction is typically a creature of contract —
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typically the intercreditor agreement — this is because placing a
company into formal European insolvency proceedings is often
seen as the option of last resort as it limits the restructuring options
(and likely value recovery) available to the senior lenders. Due to
this difference in expectation around how a restructuring is
expected to take place, the US and European leveraged finance
markets start from very different places when it comes to
structuring leveraged finance transactions. In the US, structures
typically assume a US Bankruptcy process, and in Europe
structures typically assume a restructuring outside of a formal
insolvency process, relying on contractual rights in an intercreditor
agreement.

In the US, a restructuring implemented under Chapter 11 of the US
Bankruptcy Code is a uniform, typically group-wide, court-led
process where the aim is to obtain the greatest return by delivering
the restructured business out of bankruptcy as a going concern.
Bankruptcy petitions filed under Chapter 11 invoke an automatic
stay prohibiting any creditor (importantly this includes trade
creditors) from taking enforcement action which in terms of
practical effect has global application, as a violation of the stay may
lead to an order of contempt from the applicable US Bankruptcy
Court. The automatic stay protects the reorganisation process by
preventing any creditor from taking enforcement action that could
lead to a diminution in the value of the business. It is important to
note that a Chapter 11 case binds all creditors of the given debtor
(or group of debtors). US lenders retain control through this
process as a result of their status as senior secured creditors holding
senior secured claims on all (or substantially all) of the assets of a
US borrower group.

By contrast, in Europe senior lenders traditionally rely on
contractual tools contained in an intercreditor agreement to retain
control of a restructuring process. These contractual tools found in
a European intercreditor agreement include standstills applicable to
junior creditors party to the intercreditor agreement and release
provisions applicable upon a distressed disposal of the borrower
group. These allow for the group to be sold as a going concern
(typically following the enforcement of a share pledge at a holding
company level) and released from the claims of the creditors party
to the intercreditor agreement following the application of the
proceeds from such sale pursuant to an agreed waterfall. This
practice has developed because, unlike the US Chapter 11
framework, there is no equivalent single insolvency regime that
may be implemented across Europe. While the EC Regulation on
Insolvency Proceedings provides a set of laws that promote the
orderly administration of a European debtor with assets and
operations in multiple EU jurisdictions, such laws do not include a
concept of a “group” insolvency filing and most European
insolvency regimes (with limited exceptions) do not provide for a

WWW.ICLG.CO.UK

© Published and reproduced with kind permission by Global Legal Group Ltd, London



White & Case LLP

stay on enforcement applicable to all creditors. Worth noting,
however, is that while a Chapter 11 proceeding binds all of the
borrower’s creditors, the provisions of the intercreditor agreement
are only binding on the parties thereto. Typically these would be
the primary creditors to the group (such as senior bank lenders,
mezzanine lenders and/or high yield bondholders), but would not
include trade and other non-finance creditors, nor (unless execution
of an intercreditor agreement is required as a condition to such debt
being permitted) third party creditors of permitted debt.

In addition to the challenges arising as a result of multiple different
European restructuring and insolvency laws, placing a company
into formal insolvency proceedings in many European jurisdictions
is largely seen as the last option, as it will often impact the lenders’
ability to sell the business as a going concern and therefore will in
most instances reduce the value recovered (attitudes in Europe
towards filing for formal insolvency proceedings are generally
negative, with vendors and customers typically viewing it as a
precursor to the corporate collapse of the business).

Therefore, in order to obtain strategic control in an out-of-court
restructuring of a European borrower, it is important that senior
lenders are able to use their contractual rights to not only control the
reorganisation of the borrower’s obligations (either by taking
enforcement action, typically pursuant to a share pledge over the
equity interests in a holding company of the borrower group, or by
leveraging those rights to renegotiate the terms of the financing) but
also to prevent other creditors from pushing the borrower into a
formal insolvency process.

Historically, deals syndicated in the US leveraged loan market were
those where the business or assets of the borrower’s group were
mainly in the US, albeit that some of the group may have been
located in Europe or elsewhere, and these deals traditionally
adopted the US approach to structuring: the loan documentation
was typically New York law governed and assumed any
restructuring would be effected in the US. Similarly, deals
syndicated in the European leveraged loan market were historically
those where the business or assets of the group were mainly in
Europe, and these deals traditionally adopted a European approach
to structuring: the loan documentation was typically English law
governed, based on the LMA form of senior facilities agreement,
and provided contractual tools for an out-of-court restructuring in
an intercreditor agreement (typically based on an LMA form).

US institutional term loan investors are most familiar with, and
typically expect, NY law and market-style documentation.
Therefore, most Yankee Loans are done using NY documentation,
which includes provisions in contemplation of a US Bankruptcy in
the event of a reorganisation (including, for example, an automatic
acceleration of loans and cancellation of commitments upon a US
Bankruptcy filing due to the automatic stay applicable upon a US
Bankruptcy filing). However, while a European borrower group
could elect to reorganise itself pursuant to a US Bankruptcy
proceeding (which would require only a minimum nexus with the
US), most European borrower group restructurings have
traditionally occurred outside of a formal insolvency process, as
described above.

It is therefore important that US lenders ensure that the structure
and documentation of the financing for a European borrower group
provide the contractual tools necessary to allow the senior lenders
to have control of the restructuring process before the borrower may
be required to initiate a local insolvency filing (which in some
jurisdictions is an obligation binding on directors) or other creditors
take enforcement actions which may trigger a formal insolvency.

To ensure senior lenders’ ability to drive the process in Europe and
protect their recoveries against competing creditors, a Yankee Loan
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done under NY documentation should include the contractual
“restructuring tools” typically found in a European-style
intercreditor agreement, most notably a release or transfer of claims
upon a distressed disposal, and consideration should be given as to
whether to include a standstill on enforcement actions applicable to
junior creditors (which in many ways can be seen as a parallel to the
automatic stay under the US Bankruptcy Code) to protect against a
European borrower’s junior creditors accelerating their loans and
forcing the borrower into insolvency. If that were to occur, the
likelihood of an effective restructuring of the business would be
reduced as, not only would the senior creditors lose the ability to
effectively control enforcement of their security (for example,
arranging a pre-packaged sale of the business), but also, the equity
holders would lose the ability to negotiate exclusively with the
senior creditors for a period of time.

Who/Where is your borrower and your guarantors?

Legal/structuring considerations

In US leveraged loan transactions, the most common US state of
organisation of the borrower is Delaware, but the borrower could be
organised in any state in the US without giving rise to material
concerns to senior lenders. In Europe, however, there are a number
of considerations which are of material importance to senior lenders
when evaluating in which European jurisdiction a borrower should
be organised. First, many European jurisdictions have regulatory
licensing requirements for lenders to borrowers organised in that
jurisdiction. Second, withholding tax is payable in respect of
payments made by borrowers organised in many European
jurisdictions to lenders located outside of the same jurisdiction.
Finally, some European jurisdictions may impose limits on the
number of creditors of a particular nature a borrower organised in
that jurisdiction may have.

Similarly, the value of collateral and guarantees from US borrower
group members in US leveraged loan transactions is generally not a
source of material concern for senior lenders. The UCC provides for
a relatively simple and inexpensive means of taking security over
substantially all of the non-real property assets of a US entity and,
save for well understood fraudulent conveyance risks, upstream,
cross stream and downstream guaranties from US entities do not
give rise to material concerns for senior lenders.

However, the value of upstream and cross stream guarantees given
by companies in many European jurisdictions is frequently limited
as a matter of law. These limits can often mean that lenders do not
get the benefit of a guarantee for either the full amount of their debt
or the full value of the assets of the relevant guarantor. There are
also very few European jurisdictions in which fully perfected
security interests can be taken over substantially all of a company’s
non-real property assets with the ease or relative lack of expense
afforded by the UCC. In many jurisdictions it is not practically
possible to take security over certain types of assets, especially in
favour of a syndicate of lenders which may change from time to
time (if not from day-to-day).

As aresult, in structuring a Yankee Loan, significant consideration
should be given to the jurisdiction of the borrower, and guarantors
within the group, in light of a number of issues that are not typically
relevant for a US leveraged loan transaction. In addition, as
discussed in more detail below, consideration should be given to the
fact that due to the limitations on upstream and cross stream
guarantees and the ability to include substantially all of an entity’s
assets as collateral, third party debt incurred at a subsidiary
guarantor level may have claims that are pari passu with, or senior
to, the claims of the senior secured lenders who have lent to a
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holding company of the guarantor, even if such third party debt is
unsecured.

In addition, to ensure that a European restructuring may be
accomplished through the use of the relevant intercreditor provisions,
consideration should be given to determine an appropriate
“enforcement point” in the group structure where a share pledge
could be enforced to effect a sale of the group. The ease with which
such share pledge may be enforced (given the governing law of the
share pledge and the jurisdiction of the relevant entity whose shares
are to be sold) should also be considered to ensure that the distressed
disposal provisions in a European intercreditor agreement may be
fully taken advantage of if needed.

Investor considerations

Many institutional investors in the US leveraged loan market
(CLOs in particular) have investment criteria which governs the
loans that they may participate in. These criteria usually include the
jurisdiction of the borrower of the relevant loans, with larger
availability or “baskets” for US borrower loans, and smaller
“baskets” for non-US borrower loans. As a result, many recent
Yankee Loans have included US co-borrowers in an effort to ensure
that a maximum number of US institutional leveraged term loan
investors could participate in the financing. The addition of a US
co-borrower in any financing structure merits careful consideration
of many of the issues noted above if the other co-borrower is
European. For example, the non US co-borrower may not legally
be able to be fully liable for its US co-borrower’s obligations due to
cross-guarantee limitations. In addition, a US co-borrower may
raise a number of tax structuring considerations, including a
potential impact on the deductibility of interest, which should be
carefully considered.

Familiar Differences

Covenant flexibility

In addition to the well-known (if not fully understood or
appreciated) difference in drafting style between NY leveraged loan
credit agreements and European LMA facility agreements, the
substantive terms of loan documentation in the US and European
markets have traditionally differed as well, with certain concepts
moving across the Atlantic in either direction over time. Most
recently, we have seen increased flexibility for borrowers in a
variety of forms moving slowly from the US market to Europe, but
many common US provisions have yet to gain broad market
acceptance in the current European market, which adds to the
attractiveness of Yankee Loans for European borrowers.

One aspect of the terms for US leveraged loan transactions which
has not readily emerged on the European side of the Atlantic has
been the trend in the US for “covenant-lite” facilities, in which
typically only the revolving facility benefits from a financial
covenant (but not the term facilities). Financial covenants in US
leveraged deals (whether or not “covenant-lite”) also routinely
include “equity cure” provisions which allow for an “EBITDA
cure”, pursuant to which an equity contribution may be made to
“cure” a financial covenant breach, with the cure amount being
deemed to be contributed to the EBITDA side of the leverage ratio
(i.e. the ratio of debt to EBITDA), rather than reducing debt (either
through a deemed reduction or an actual repayment), as is typically
seen in European “equity cure” provisions.

The negative covenant package for “covenant-lite” facilities in the
US also typically contains incurrence ratio baskets similar to what
would commonly be found in a high yield bond covenant package,
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which provide permissions (for example to incur additional debt)
subject to compliance with a specific financial covenant ratio which
is tested at the time of the specific event, rather than a maintenance
covenant which would require continual compliance at all times,
which traditionally has been required in bank loan covenants.

All of these features of the current US institutional term loan market
provide attractive flexibility for European borrowers, and are
frequently included in Yankee Loans, which adds to their appeal for
European borrowers. Senior lenders should however consider these
features carefully, as they may have different impacts in a Yankee
Loan provided to a European group compared to a loan made to a
US group.

Debt incurrence covenants in particular should be carefully
considered in the context of a Yankee Loan. As noted above,
guarantees provided by European group members may be subject to
material legal limitations and the collateral provided by European
guarantors may be subject to material legal and/or practical
limitations resulting in security over much less than “all assets” of
the relevant guarantor. This may lead to an unexpected result for
senior lenders accustomed to guarantees and collateral provided by
US entities in the event of a restructuring consummated by means of
a Chapter 11 process. If permitted incremental or ratio debt is
incurred by a borrower that is also a guarantor of the main credit
facilities and such guarantee or collateral is subject to material
limitations, the claims of the creditors of such incremental or ratio
debt, even if unsecured, may be pari passu, or even effectively
senior to the guarantee claims of the senior secured lenders of the
main credit facilities at that guarantor. In a Chapter 11 proceeding
involving such a guarantor, the senior lenders will only have a senior
secured claim against that guarantor to the extent of their guarantee
claim and the value of any collateral provided by that guarantor.

In addition, in the event of a restructuring accomplished by means
of a distressed disposal and release of claims utilising the
contractual provisions from a European intercreditor agreement, the
providers of incremental or ratio debt may not be subject to the
terms of the intercreditor agreement if they are not a party thereto.
As a result, they will not be subject to any standstills on
enforcement actions, or subject to any release provisions upon a
distressed disposal, even if such debt is junior secured or unsecured
in nature. This again may be an unexpected result for senior
lenders.  While the contractual provisions in a European
intercreditor agreement in many ways emulate two of the key
features of a Chapter 11 proceeding — a standstill on enforcement
applicable to junior creditors, which is comparable to the Chapter
11 automatic stay and the release of claims upon a distressed
disposal, which is comparable to the release of claims which may
be effected upon a US Bankruptcy Court confirming a plan of
reorganisation, these features only apply to creditors that are party
to the intercreditor agreement (as opposed to a Chapter 11
proceeding, which generally binds all creditors to a given debtor).
It should be noted that these concerns apply to all third party debt
incurred by guarantors with limited guarantees and/or collateral
pursuant to general baskets or in respect of trade credit, but the risk
is heightened in relation to incremental or ratio debt that may be
incurred pursuant to incurrence ratio baskets.

Conditionality

Documentation Principles vs. Interim Facilities and “Full Docs”

In acquisition financing, the risk that the purchaser in a leveraged
buyout will not reach agreement with its lenders prior to the closing
of the acquisition (sometimes referred to as “documentation risk™)
is generally not a material concern (or at least is a well understood
and seen to be manageable concern) of sellers in private US
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transactions. Under New York law, there is a general duty to
negotiate the terms of definitive documentation in good faith and
US leveraged finance commitment documents also typically
provide that the documents from an identified precedent transaction
will be used as the basis for documenting the definitive credit
documentation, with changes specified in the agreed term sheet,
together with other specified parameters. These agreed criteria are
generally referred to as “documentation principles” and give
additional comfort to sellers in US transactions that the
documentation risk is minimal.

In European deals, there is generally a much greater concern of
sellers relating to documentation risk. This can be explained in part
by the fact that there is no similar duty imposed to negotiate in good
faith under English law, the typical governing law for European
leveraged financings (and under English law, an agreement to agree
is unenforceable). Therefore, to address seller concerns about
documentation risk in European deals, lenders typically agree with
purchasers to enter into fully negotiated definitive credit
documentation prior to the submission of bids, or to execute a short-
form interim facility agreement under which funding is guaranteed
to take place in the event that the lenders and the sponsor are unable
to agree on definitive credit documentation in time for closing, with
the form of the interim facility pre-agreed and attached as an
appendix to the commitment documents.

In some recent Yankee Loans, sellers (or buyers sensitive to
European sellers’ concerns) have been pressing that the European
approach to solving documentation risk be followed,
notwithstanding that the finance documentation will be governed by
New York law provided by US market investors.

Putting aside the difference in drafting style between NY leveraged
loan agreements and European LMA facility agreements, and the
resultant impact on transaction costs and timing, which itself would
tend to support following US practice of commitment documents
containing documentation principles, the need to carefully consider
the structuring considerations discussed above would seem to
support the containing
documentation principles in lieu of full credit documentation or
interim facility agreements in connection with bids where Yankee
Loans provided under NY law will finance the acquisition.

use of commitment documents

With time, we would expect European sellers (and their advisors) to
become comfortable with the use of documentation principles for
New York law financings (as is customary for US sellers), given
that the governing law of the finance documents, not the
jurisdiction of the seller, is the key factor in evaluating
documentation risk. However, until then consideration will need to
be given to the appropriate form of financing documentation and
the potential timing and cost implications resulting therefrom.

SunGard vs. Certain Funds

Certainty of funding for leveraged acquisitions is a familiar topic on
both sides of the Atlantic. It is customary for financing of private
companies in Europe to be provided on a private “certain funds”
basis, which limits the conditions to funding or “draw stops” that
lenders may benefit from as conditions to the initial funding for the
acquisition. Bidders and sellers alike want to ensure that, aside from
documentation risk, there are minimal (and manageable) conditions
precedent to funding at closing (with varying degrees of focus by the
bidder or seller dependent on whether the acquisition agreement
provides a “financing out” for the bidder — an ability to terminate the
acquisition if the financing is not provided to the bidder).

Similar concerns exist in the US market, which has developed a
comparable, although slightly different approach to “certain funds”.
In the US market, these provisions are frequently referred to as
“SunGard” provisions, named after the deal in which they first
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appeared. In both cases, the guiding principle is that the conditions to
the initial funding should be limited to those which are in the control
of the bidder/borrower, but as expected there are some familiar
differences which are relevant to consider in the context of a Yankee
Loan.

The first key difference is that in the US, market lenders typically
benefit from a condition that no material adverse effect with respect
to the target group has occurred. However, the test for whether a
material adverse effect has occurred must match exactly to that
contained in the acquisition agreement. With this construct, the
lenders’ condition is the same as that of the buyer, however if the
buyer did want to waive a breach of this condition the lenders
would typically need to consent to this. In European certain funds,
the lenders typically have no material adverse effect condition
protection, although they usually would benefit from a consent right
to any material changes or waivers with respect to the acquisition
agreement (as would also be present in SunGard conditionality).
Therefore, if a European buyer wished to waive a material adverse
effect condition that it had the benefit of in an acquisition
agreement, it is likely that this would be an action that European
“certain funds” lenders would need to consent to.

The second key difference is that in the US, market lenders typically
benefit from a condition that certain key “specified representations”
made with respect to the target are true and correct (usually in all
material respects). However, these must be consistent with the
representations made by the target in the acquisition agreement and
this condition is only violated if a breach of such specified
representations would give the buyer the ability to walk away from
the transaction. In the European market, no representations with
respect to the target group generally need to be true and correct as a
condition to the lenders’ initial funding. The only representations
which may provide a draw stop to the initial funding are typically
core representations with respect to the bidder. Similar to the material
adverse effect condition, while these appear different on their surface,
in most European transactions if a representation made with respect
to the target group in the acquisition agreement was not correct, and
as a result the buyer had the ability to walk away from the transaction,
this would likely trigger a consent right for the lenders under a
European certain funds deal.

Much like documentation principles compared to full documents
(or an interim facility), SunGard conditionality compared to
European “certain funds” show differing approaches to an issue
taken on each side of the Atlantic which result in similar substantive
outcomes. Thus far, Yankee Loans have approached these issues on
a case-by-case basis, although with at least a slight majority
favouring the US approach to these issues.

Diligence - reliance or non-reliance

Lenders in US leveraged finance transactions will be accustomed to
performing their own primary diligence with respect to a target
group, and their counsel will perform primary legal diligence with
respect to the target group. Frequently this may include the review of
diligence reports prepared by the bidder’s advisors and/or the seller’s
advisors, which will be provided on a non-reliance basis and primary
review of information available in a data room or a data site.

Lenders in European leveraged finance transactions will also be
accustomed to performing their own diligence with respect to a target
group with the assistance of their counsel, which will also frequently
include the review of diligence reports prepared by advisors to the
bidder and/or the seller. However, European lenders typically are
provided with explicit reliance on these reports, which is also extended
to lenders which become party to the financing in syndication.
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In the context of a Yankee Loan, while the advisors to the bidder
and/or seller may be willing to provide reliance on their reports for
lenders, consideration will need to be given as to whether this is
needed and/or desired. Lenders’ expectations may also diverge in
the context of a Yankee Loan which includes a revolving credit
facility provided by European banks (likely relationship banks to
the borrower or target group) as opposed to the US banks initially
providing the term loan facilities.

Conclusion

We expect Yankee Loans to be of continuing importance, at least in
the near term. Ultimately, Yankee Loans can be seen as simply US
institutional term loan tranches provided to European groups.
However, while one may reasonably expect that many of the
“familiar differences” between the US and European leveraged loan
markets would (and perhaps should) follow a US approach for what
is ultimately a US product with US market investors, there are
fundamental differences to restructurings of US and European
leveraged groups, as outlined above, which should be considered
during the structuring of a Yankee Loan.
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Chapter 8
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Structuring Asian

Cross-Border Transactions —

An Introduction

Allen & Overy LLP

An estimated US$758.9 billion of syndicated loans were reported in
the Asia Pacific market in 2013, up from US$747.9 billion in 2012.
This estimate excludes bilateral lending which, in some jurisdictions
such as the PRC, remains the predominant form of lending. There are
significant loan capital inflows into Asia Pacific from Europe and the
US as well as intra-regionally, in the form of a vibrant cross-border
syndicated loans market hubbed in Hong Kong and Singapore, some
recent big ticket multi-agency-led project financings (for example,
the US$20 billion limited-recourse financing for the Ichthys LNG
project in Australia and the US$5 billion financing for the Nghi Son
refinery project in Vietnam) and a number of domestic markets with
deep pools of liquidity, such as South Korea, Japan, Taiwan, the PRC,
Malaysia, the Philippines and Australia.

There are legal and structural complexities in lending in the Asia
Pacific region. The jurisdictions in the region are derived from a
wide range of legal traditions and jurisprudence, which prescribe
for relationships between creditors and debtors, ownership of assets
and rights (and how they may be secured), insolvency and capital
movement differently and with varying degrees of legal certainty.

This article investigates some of the legal issues that arise in cross-
border financings in the region and how they may be dealt with.
The brevity of this article requires that we consider these many and
complex issues by way of examples; we do not attempt to carry out
a survey across jurisdictions on each of the categories of issues we
highlight below.

1. Diversity in the Region, and Factors to
Consider

While Hong Kong, Singapore, Malaysia, Australia and New
Zealand are common law jurisdictions, the balance of the
economies in the region follow codified, civil law traditions. Some,
such as the PRC and Vietnam, have socialist approaches in relation
to, for example, ownership of land. The use of holding vehicles
domiciled in offshore jurisdictions such as the British Virgin
Islands, the Cayman Islands and Bermuda is common throughout
the region, with some specific affinities between, for example,
Mauritian vehicles and Indian corporates, and Labuan vehicles and
Indonesian corporates. Some of the countries in the region also
impose varying degrees of capital and foreign exchange control.

In structuring their cross-border lending in the region, lenders
therefore need to consider, amongst other things:

] the most appropriate governing law for their facility
agreements — preferably one that allows the parties to be able
to enforce the terms of the negotiated documents as they are
presented;

] whether the allocation of risks and general loan terms should
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follow those in Europe, the US or somewhere else (this is not
necessarily dictated by, but has a strong correlation to, the
governing law of the documents);

] how their security may be enforced and impediments that
may stand in their way; and

] any fetters on the borrower’s ability to service its debt.

2. Documentation

2.1 APLMA and LMA forms/governing law

APLMA and LMA form and style loan agreements are widely used

for English law loan transactions in Asia. The APLMA also

publishes template loan agreements governed by Hong Kong law,

Singapore law and Australian law. Cross-border loan transactions

for Hong Kong, Singapore and Australian corporates, in particular

where such transactions are arranged by local lenders, are

commonly governed by the respective local law, each of which is

well accepted in the market given the common law basis of the

jurisdictions and similarity to English law. Domestic loan

transactions in jurisdictions where there are pools of large domestic

liquidity (for example, Malaysia, South Korea, and Taiwan) are

commonly governed by domestic law.

Certain market practice points are worth noting:

] the threshold for majority lenders is usually set at 662/3 per
cent of lenders’ commitments and/or participations;

] representations are repeated on new extensions of credit and
on interest payment dates;

] there is generally no automatic acceleration of loans upon
insolvency;

] it is not uncommon for lenders to be able to rely on legal or
other due diligence reports issued by the borrower’s counsel
or other advisers; and

] legal opinions in relation to enforceability of finance
documents and capacity and authority of obligors to enter
into finance documents are generally delivered by lenders’
counsel.

New York law transactions would, as expected, follow US style

documentation.  Historically, some Indonesian and Philippines

project financings, and some financings by US corporates or
sponsors in the region, have been documented under New York law.

2.2 US influence

Notwithstanding the above, some aspects of US financing
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technology feature in some financings in Asia — especially if it is
hoped to syndicate a portion in the US (through a TLB or otherwise)
or where strong US-based sponsors are borrowing. In addition, a
number of Asian borrowers (particularly listed PRC real estate
companies) have issued high yield bonds using standard New York
law style documentation. It is common for lenders and bondholders
to be treated on a pari passu basis and such borrowers are
requesting that terms between the bonds and loans be aligned. This
has caused certain US style provisions to be included in Asian loan
transactions, resulting in some hybrid forms of documentation.

US regulations also have increasing influence on documentation

requirements in certain Asian financing, for example:

] FATCA: Financial institutions generally require FATCA
provisions to be included in finance documents. This is
particularly relevant to Asian lenders based in jurisdictions
where the relevant governments have not entered into
arrangements with the US and therefore are not FATCA
compliant. Provisions are based on LMA suggested
wording. There is no market standard on allocation of
FATCA risk although this is currently developing in line with
the US approach and strong borrowers will ensure that the
risk is allocated to lenders.

] Sanctions/Anti-corruption provisions: Financial institutions,
in particular those headquartered or with a significant
presence in the US, increasingly require such provisions to
be included in finance documents.

3. Governing Law And Enforcement

3.1 Goveming law of finance documents

The governing law of finance documents (and in particular the loan
agreement) is important as questions of legal validity and
interpretation are determined by principles of the governing law. As
noted, English law (and in some cases New York law) is favoured
as the governing law for cross-border loan transactions, with the
laws of certain common law based jurisdictions such as Hong
Kong, Singapore and Australia also widely used and accepted.

3.2 Dispute resolution

Typically, disputes in loan transactions would be settled by the
courts of the jurisdiction of the governing law of the underlying
finance documents, although the lenders would generally have the
right to commence proceedings in other jurisdictions.

It is less common for disputes in loan transactions to be settled
through arbitration, which is generally seen to be less efficient and
potentially more costly for claims for recovery of debt under loan
agreements (which are usually viewed to be relatively
straightforward).

In a cross-border lending transaction where the governing law of
the loan agreement is English or New York law, and the English or
New York courts have exclusive jurisdiction over disputes, the
lenders would in a default scenario obtain a judgment in the English
or New York courts and seek to enforce such judgment against an
obligor in its jurisdiction of incorporation and/or jurisdictions in
which it has assets. This is generally not a significant issue of
concern where obligors and security assets are located in common
law based jurisdictions such as Hong Kong, Singapore and
Australia, as such jurisdictions have established laws and
procedures pursuant to which the local courts may recognise and
enforce such judgments without re-examining the merits of the
original judgment.
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However, the position is different in a number of other Asian
jurisdictions. For example, in the PRC, it is practically impossible
to enforce a foreign judgment in the absence of a bilateral treaty on
recognition and enforcement of judgments or without being able to
establish the reciprocity principle (while the PRC has entered into
bilateral treaties with a number of jurisdictions, it has not yet
entered into any such treaties with either the UK or the US). The
position is similar in Vietnam and Thailand. In Indonesia, there are
no procedures for direct recognition and enforcement of foreign
judgments and a judgment creditor must commence a new action in
the Indonesian courts, although the original judgment may serve as
evidence of the relevant foreign law and underlying facts. Where a
foreign judgment cannot be enforced easily in the jurisdiction of
incorporation of an Asian obligor or where its assets are located,
lenders should consider whether arbitration would be a viable
alternative to litigation.

That decision is often driven by whether or not the relevant
jurisdiction is a signatory to the New York Convention, which
(among other things) requires courts of signatory states to recognise
and enforce arbitration awards made in other signatory states,
subject to public policy and certain other limited exceptions.
Australia, England, the PRC (and by extension Hong Kong),
Indonesia, Japan, Singapore, Thailand, the US, Vietnam and India
are all signatories to the New York Convention. It is therefore not
uncommon for lenders to require disputes under cross-border loan
transactions in Asia to be subject to arbitration, usually seated in
Hong Kong, Singapore, London or New York.

It is also possible for parties to provide for an optional dispute
resolution clause where, for example, disputes may be submitted to
arbitration but one party (usually the lender) retains an option to
litigate, or vice versa. However, local law advice should be taken
to ascertain whether the use of such option clauses may, in the local
jurisdiction, jeopardise the enforceability of an arbitral award (for
example, certain local jurisdictions would require a clear agreement
between parties to resolve disputes by way of arbitration, which
may be compromised by optionality).

3.3 Local law for local security

Based on the general doctrine of lex situs, security over certain
assets (for example, land) should be taken using local law to avoid
conflicts of laws issues on enforcement of security. In addition,
local laws in certain jurisdictions may require that security may
only be taken over assets located in that jurisdiction using local law,
and this should be determined at an early stage in the transaction.

4. How Security is Held

A loan syndicate would generally expect that, where possible,
security assets are held by a security agent or trustee on behalf of
lenders, and (where registration is required) be registered in favour
of the security agent or trustee. The agency or trust structure
enables the security agent or trustee to enforce on behalf of the
lenders as a group, including any new lenders who have joined the
syndicate by transfer or assignment, especially if the transfer may
be deemed under relevant law to be a discharge of the borrower’s
obligations towards the exiting lender.

Whether a security trust or agency is recognised in the jurisdiction
of incorporation of the security grantor and where the security will
need to be enforced and, where recognised, the degree of certainty
as to which of these concepts are enforceable, are therefore
important questions.
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The security trust is recognised in the common law jurisdictions in
the region and other relevant common law jurisdictions such as the
BVI and Cayman Islands. While the PRC has implemented trust
laws to recognise trusts, these are recently enacted laws and have not
been rigorously tested in the relevant courts. As a result, security in
a syndicated loan in the PRC is more usually held by a security agent
as agent of the lenders. However, although this is common practice
in the PRC, we have come across instances where local registration
authorities have refused to register the security agent as beneficiary
and, instead, require that each lender is registered as the beneficiary
of the security and each new lender is also registered.

Security over assets in Thailand is granted to the lenders and any
other finance parties (e.g. the security agent) and perfected in
favour of (in respect of a mortgage) each finance party separately or
(in respect of a pledge) the security agent for and on behalf of the
finance parties. It is also market practice for the finance parties to
appoint a security agent to act as agent of the lenders, to hold title
deeds and to act on enforcement.

In Vietnam, a security agency could be used in certain
circumstances. For example, the government may allow an onshore
or offshore security agent to hold security over assets in Vietnam in
a BOT project. To avoid uncertainty relating to the use of a security
agent in Vietnam, each lender should be registered as a secured
creditor in Vietnam. In a syndicated loan with onshore lenders in
Vietnam, an onshore security agent must be a bank licensed to
operate in Vietnam.

5. Foreign Exchange Controls (and a PRC
Example)

5.1 General

A number of Asian jurisdictions operate foreign exchange controls
to regulate and monitor the flow of cross-border funds and currency
conversion. This could have an impact on structuring cross-border
loan transactions, and in many situations is the underlying driver
behind how cross-border loan transactions are structured. The
impact can be illustrated by reference to PRC foreign exchange
controls and how it impacts the structuring of PRC cross-border
loan transactions.

Broadly speaking, PRC-incorporated entities can incur
indebtedness from non-PRC persons (such indebtedness herein
referred to as foreign debt). However, where the direct
shareholders of the PRC-incorporated entity include one or more
non-PRC persons (foreign invested enterprise or FIE), there are
limits as to the level of foreign debt it may incur. “Domestic
companies”, which refers to companies established under the laws
of the PRC, the shareholders of which are PRC persons (and FIEs
where the shareholding of non-PRC persons is less than 25 per
cent.), may only borrow loans from non-PRC persons if approval
from the State Administration of Foreign Exchange (SAFE) is
obtained.

Lending directly to an FIE or a domestic company on the basis
above has one major advantage, in that the FIE or domestic
company would not be prohibited by PRC exchange control
regulations from granting security over certain of its assets to secure
its own foreign debt.

5.2 The offshore holding vehicle structure

In practice, these issues create substantial constraints and obstacles

for PRC entities borrowing on a cross-border basis. Cross-border
loan structures using an offshore company (often a special purpose
vehicle) as the borrower have become prevalent.

Lender

Offshore

B e
o RMB or other currency

Onshore Creditor(s)

A loan will be made to the offshore borrower which will in turn
downstream the loan proceeds to the FIE either by way of a
shareholder loan (which would remain subject to the foreign debt
headroom) or equity injection.

The offshore lenders would generally take security over all assets
situated offshore, as well as equity in the FIE. This includes share
security over the shares in the offshore borrower. In a default
scenario, this would allow the offshore lenders to enforce the share
security to either sell the offshore borrower as a going concern and
apply the proceeds towards repayment of the loan, or force a
replacement of management.

PRC foreign exchange control regulations do not allow PRC
entities (whether an FIE or a domestic entity) to grant security in
favour of offshore lenders to secure debts owed by its offshore
parent (in this case, the offshore borrower) to offshore lenders. This
means that the offshore lenders’ claims under the offshore loan
would be structurally subordinated to the claims of creditors of
onshore members of the group. However, there are various ways to
enhance the credit of such structures, including the following:

| Personal guarantee: It is not uncommon for oftshore lenders
to require the founder or majority shareholder to provide a
personal guarantee to guarantee offshore loan transactions of
the group. There are potential drawbacks to this — in
particular, if the founder or majority shareholder is a PRC
individual, there could be potential issues with enforcing
such guarantee against the individual in the PRC and with
repatriating any enforcement proceeds offshore.
Notwithstanding this limitation, there is still merit from the
offshore lenders’ perspective to obtain a guarantee from such
individuals, who may have assets offshore. Even if such
individuals do not have assets offshore, the offshore lenders’
ability in most cases to initiate bankruptcy proceedings
against the individual has proven to be an effective lever for
offshore lenders when negotiating with PRC enterprises in a
default or restructuring situation.

] Bank guarantees/Nei Bao Wai Dai structures: If a PRC
enterprise has substantial unsecured assets onshore, it may
consider enhancing the credit of an offshore loan made to the
offshore borrower by arranging for a PRC bank to issue a
guarantee to the offshore lenders, which will become payable
on demand by the offshore lenders (usually after occurrence
of a default and/or acceleration of the loan). In consideration
for the PRC bank’s agreement to issue such guarantee, an
onshore subsidiary will provide an indemnity to the PRC
bank and, if required, security for such indemnity. The
offshore lenders are therefore relying on the credit of PRC
bank. This structure is commonly known as “Nei Bao Wai
Dai” (which translates to an onshore guarantee for an
offshore loan), and is quite commonly seen as a structuring
tool.

A number of other issues must also be considered when structuring
such cross-border loans, including:

] Use of proceeds: It is important to ascertain how the
proceeds of the financing will be used, as PRC regulations
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could provide obstacles to any repatriation of funds back to
the PRC and/or conversion of any foreign currency into local
currency on repatriation. For example, under the existing
SAFE regime, it is not permissible to convert a cross-border
USD loan into RMB for the purpose of refinancing RMB
debt onshore.

| Debt service: The offshore borrower’s ability to service the
loan will be dependent on the ability of the group to
repatriate cash outside of the PRC. Cash may be up-
streamed by PRC subsidiaries to their offshore parent
companies either through repayment of shareholder loans or
dividend payments, although each of these avenues is subject
to specific regulations.

5.3 Others

Another example of a jurisdiction with foreign exchange
restrictions is Thailand where, in general, all outward remittances of
foreign currency must either, depending on the type of transaction,
be transacted through authorised local banks or approved by the
Bank of Thailand (the BOT). Local banks are authorised to transact
without prior BOT approval (a permitted transaction), provided
that all necessary documents are submitted to the local bank. This
includes the repayment of offshore loans and the payment of
interest on them, but excludes the outward remittance of proceeds
from the enforcement of security outside the court proceedings or
payments under a guarantee.

For a non-permitted transaction, although the BOT approval is not
required until the payment is made, it has become increasingly
common for lenders in larger transactions to require an “in-
principle” approval from the BOT for the outward remittance of
enforcement proceeds by the security provider in the event that
security is enforced or a guarantee is called. This in-principle
approval provides some comfort to the lenders by reducing the
uncertainty normally associated with the obtaining of a government
approval and, if granted, it will also usually reduce the time the
BOT will take to consider the actual application. Note, however,
that BOT approval will not be given in all cases.

6. Security - What is Available, and Other Issues
to Look Out For

6.1 Security over specific assets - availability and

specific requirements

Security over certain types of assets may not be available in certain
Asian jurisdictions. For example, Thai law does not recognise any
security interest over (among other things) bank accounts,
receivables and insurances (although it is not uncommon for lenders
to take collateral through absolute assignments (usually just for
payment streams) and conditional assignments). Foreign lenders
may not take security interests over land use rights and assets
attached to land in Vietnam, as all land in Vietnam is owned by the
state (although onshore lenders (including foreign banks in
Vietnam) may take security interests over land use rights).

Where security over specific assets is available, it is important for
lenders to obtain local law advice to ascertain at the outset whether
there are any specific requirements in respect of taking such
security. These would usually include specific approvals from,
and/or registration with, specific authorities. It is also important to
ascertain whether there are any restrictions in respect of taking
security over specific assets. For example, certain jurisdictions may
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have laws or regulations which would restrict the taking of security
over assets in regulated industries.

A number of jurisdictions require local law security documents to
be in the local language (in certain jurisdictions, there is no hard
rule that agreements must be in the local language but, in practice,
only local language agreements will be accepted for registration).
For example, PRC law governed pledges over equity in a PRC
wholly foreign-owned enterprise must be in the Chinese language;
English versions are sometimes signed concurrently but the Chinese
versions would generally prevail. Certain jurisdictions may allow
English versions to prevail or have equal standing.

6.2 Floating charges and general security interests

The universal floating charge over all assets, which is generally
recognised in common law jurisdictions, is generally not available
in civil law based jurisdictions in Asia. However, in certain
jurisdictions, certain techniques may be used to achieve a similar
result.

In Indonesia for example, in a document creating security over a
specific asset, there will be provisions that allow the object of the
security to be updated in order to capture future assets of the same
kind.

In Vietnam, Vietnamese law allows the creation of security over all
existing and future assets with a general description of those assets,
registrable in Vietnam. However, registration of security must be
updated when a future asset comes into existence or when the
construction of a building is completed or acquired. An update of
security is not required for security over stocks in trade and it is
possible to take security over all goods stored in a warehouse.

6.3 Grace period prior to enforcement/methods of
enforcement

It is not always possible for lenders to enforce security immediately
on the occurrence of an event of default by a borrower. For
example, in Indonesia and Thailand, lenders must generally serve
demand letters before taking enforcement action.

Other jurisdictional differences affect the timing and procedures for
the enforcement of remedies. Whilst the laws of common law
jurisdictions would generally allow for out-of-court enforcement
remedies, the laws of certain jurisdictions may require that security
is enforced through the local courts.

For example, in Thailand, enforcement of a mortgage generally
requires a judicial order and sale by public auction, while
enforcement of a pledge does not require a judicial order but the
sale must be made by public auction or, in the case of publicly listed
shares, via the Stock Exchange of Thailand.

In our experience with enforcement of security in Indonesia,
notwithstanding the agreement of the parties in the security
documents, a court order or decision may be required for the
enforcement of a security interest created under such documents. A
law passed several years ago requires agreements involving
Indonesian entities to be made in the Indonesia language. There are
many uncertainties surrounding this law and further clarification,
by implementation of regulations, is needed.

Vietnamese law allows the enforcement of security without being
subject to any court hearing. However, the absence of an effective
enforcement mechanism allows the grantor of security to frustrate
the enforcement by refusing to physically hand over assets in its
possession, resulting in a potential delay of several months as the
secured creditor goes to a Vietnamese court to sue for possession.
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7. Final Words with well-recognised structuring and documentation conventions,
cross-border deals often require careful structuring to achieve the
allocation and mitigation of risks in a manner which is familiar to

participants in the North American and European markets.

While there is much opportunity for cross-border lending within
Asia, and an active and growing market in many jurisdictions, it is
not as unified a market as it may seem from the outside. While some
jurisdictions have a well-developed domestic syndicated market
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Chapter 9

Acquisition Financing in

the United States:

Outlook and Overview

Morrison & Foerster LLP

2014 Expected to be a Stronger Year for Mergers
and Acquisitions in the United States

In 2014, the United States is expected to see an increased level of
mergers and acquisitions activity, especially in the middle market.
The market for M&A activity is an important consideration for
participants in acquisition financings because the relative volatility
or stability of the market can impact the terms of the financing and
dictate whether the terms are more favourable to lenders or
borrowers.

Although M&A activity in 2013 did not live up to predictions, total
dollar value of M&A deals was up, largely because of a few “mega
deals”, including the $28 billion buyout of Heinz by Berkshire
Hathaway, the $25 billion buyout of Dell, Verizon’s $130 billion
agreement to buy Vodafone, and the $20 billion purchase by Japan’s
Softbank of 70% of Sprint. The technology sector saw the largest
volume of deals in 2013, which in the U.S. included Cisco’s $2.7
billion acquisition of Sourcefire and the acquisition of BMC
Software for $6.9 billion by a private equity consortium. The
momentum in technology M&A continued at the start of 2014 with
the announcement of Lenovo’s purchase of IBM’s server business
and Motorola Mobility from Google, for a combined $5.21 billion,
as well as Google’s $3.2 billion purchase of Nest and VMWare’s
$1.175 billion acquisition of AirWatch.

M&A activity in 2014 is also expected to heat up in health care,
biotechnology and life sciences. In January, GE announced the
$1.06 billion purchase of a medical equipment business from
Thermo Fisher Scientific and Forest Laboratories announced the
purchase of Aptalis Pharma for $2.9 billion. These deals, among
others, are indicative of a strong start to the year for M&A activity,
albeit non-leveraged.

The middle market is expected to dominate M&A activity in 2014.
In a recent survey by KPMG, 77% of U.S. CEOs responded that
they expect to close M&A deals this year under $250 million,
followed by 12% who expect deals between $250 and $499 million,
and 5% who expect to close deals of between $500 and $999
million.

The increase may be for a variety of reasons, including pent-up
demand and continued low interest rates. In addition, many
corporate balance sheets continue to be flush with cash and private
equity funds have both deep pockets of uncalled capital and the
need to sell portfolio companies that, but for the financial crisis and
long recovery, would have been sold earlier. Parties are poised to
pursue the pipeline of deals that did not close in previous years.

A 2013 change in Delaware corporate law may also fuel the
increase in M&A activity. Since Delaware is one of the most
common U.S. jurisdictions of corporate organisation, changes in
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Delaware corporate law can have a wide impact on M&A
New Section 251(h) of the Delaware General
Corporation Law (DGCL) allows, in certain circumstances, for the
parties to a two-step acquisition to agree that the back-end merger
can be closed without shareholder approval if the purchaser
acquires a sufficient number of outstanding shares in the tender
offer to approve the back-end merger. This is often a simple
majority of shares unless the certificate of incorporation requires a
super-majority. Previously, a purchaser was required to obtain at
least 90% of the outstanding shares before it could complete a
merger without shareholder vote. New Section 251(h) will
streamline third party acquisition financings for two-step
acquisitions because the tender offer and the back-end merger can
be closed at virtually the same time, eliminating the risks that
lenders face with extended periods of time between the closing of
the two transactions. Given that Section 251(h) is in its infancy, it
remains to be seen whether this form of merger will be a preferred
structure and, when used, whether the financings will reflect
reduced fees or other changes to standard terms because of the
associated efficiencies.

transactions.

As M&A activity increases in 2014, so will the need for acquisition
financing. It is important to review the fundamentals of U.S.
acquisition financing using secured loans and monitor trends in this
regularly changing area of loan financing.

The Commitment Letter is Key

The commitment letter for a financing sets forth the material terms
of the lenders’ obligations to fund the loans and the conditions
precedent to such obligations. Obtaining a suitable commitment
letter from one or more lenders is of particular importance to
acquisition financing and can be the deciding factor as to whether a
seller will sign an acquisition agreement with a particular buyer
where the buyer cannot otherwise prove itself able to fund the
acquisition from its own funds. As in all committed financings, the
borrower wants an enforceable commitment from its lenders which
obligates the lenders to extend the loans, subject to certain
conditions that have been mutually agreed upon. In acquisition
financing, where the proceeds of the loans will be used by the
borrower to pay the purchase price for the target company, in whole
or in part, the seller will also be concerned that the buyer has strong
funding commitments from its lenders. If the buyer’s lenders do not
fund the loans, a failed acquisition could result.

In a typical timeline of an acquisition, especially one involving
public companies, the buyer and seller execute the definitive
agreement for the acquisition weeks, if not months, in advance of
the acquisition. Following execution, the buyer and seller work to
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obtain regulatory approvals and other third-party consents that may
be needed to consummate the acquisition, execute a tender offer if
required, complete remaining due diligence, finalise the financing
documentation and take other required actions. Signing an
acquisition agreement often results in the seller not pursuing other
potential buyers for a period of time while the parties work to
complete the items noted in the prior sentence. For example,
acquisition agreements often contain covenants forbidding the
seller from soliciting or otherwise facilitating other bids and
requiring the parties to work diligently towards closing. Further,
many acquisition agreements either do not give the buyer a right to
terminate the agreement if its financing falls through (known as a
“financing-out” provision), or require a substantial penalty payment
to be made by the buyer if the transaction fails to proceed, including
as a result of the financing falling through (known as a “break-up
fee”). Accordingly, at the signing of the acquisition agreement, and
as consideration for the buyer’s efforts and costs to close the
acquisition, the buyer will want the lenders to have strong
contractual obligations to fund the loans needed to close the
acquisition.

Who Drafts the Commitment Letter?

Private equity funds (also known as sponsors) are some of the most
active participants in M&A transactions and related financings.
With their sizable volumes of business that can be offered to banks,
sponsors often have greater leverage in negotiations with lenders
than non-sponsor-owned companies. Sponsors and their advisors
monitor acquisition financings in the market and insist that their
deals have the same, if not better, terms. As economic tides shift,
the sponsors’ ability to leverage their large books of banking
business grows and wanes, and the favourability for sponsors of
acquisition financing terms shift as well.

Who drafts the commitment papers is one area where sponsors are
often treated more favourably than other borrowers. While lenders
in most cases want to draft commitment papers, the larger sponsors
are now regularly preparing their own forms of commitment papers
and requiring the lenders to use them. From the sponsors’
perspective, controlling the drafts can result in standardised
commitment letters across deals and a more efficient and quick
process to finalise commitment letters. To get the best terms, the
sponsors often simultaneously negotiate with separate potential
lenders and then award the lead role in an acquisition financing to
the lender willing to accept the most sponsor-favourable terms.

Conditionality

The buyer’s need for certainty of funds to pay the purchase price
puts sharp focus on the conditions that must be met before the
lenders are contractually obligated to fund the loans. As a result, a
buyer has a strong preference to limit the number of conditions
precedent in a commitment letter, and to make sure that the
commitment letter is explicit as to the included conditions, in order
to lessen funding uncertainty. The buyer and seller want to avoid a
scenario where the conditions precedent to the buyer’s obligation to
close the acquisition has been met but the lenders’ obligation to
fund the loans has not. Particularly in the scenario where no
financing-out clause is included in the acquisition agreement, if the
acquisition financing falls through because the buyer cannot satisfy
the conditions in the commitment letter, the buyer may not be able
to close the acquisition and could be required to pay the seller
sizable contractual breakup fees and be subject to lawsuits from the
seller. Certain conditions discussed below are commonly subject to
heavy negotiation in an acquisition financing.

WWW.ICLG.CO.UK

Acquisition Financing in the United States

Documentation Conditions

Commitment letters for general financings often contain vague and
partial lists of documents and conditions that the lenders will
require before funding the loans. Phrases like “customary
conditions precedent” are often seen. In contrast, a commitment
letter for an acquisition financing typically has an explicit, detailed
and often lengthy list of conditions.

If the lenders are permitted to require satisfaction of conditions
precedent to funding that are not expressly set forth in the signed
commitment letter (whether customary conditions or not), this
increases the risk to the borrower that these additional conditions
cannot be met. It is common in an acquisition financing to see an
express statement from the lenders that the list of conditions
precedent in the commitment letter are the only conditions that will
be required for funding. In some cases the list of conditions
precedent in commitment letters for acquisition finance are so
detailed that they are copied directly into the final forms of loan
agreements.

Similarly, vague references to “customary covenants” and
“customary events of default” in a commitment letter add risk that
the lenders will require that the loan agreement include
unreasonable provisions which could not be met by the borrower.
To limit this risk, commitment letters for acquisition financings
often include fully negotiated covenant and default packages
(which may include pages of detailed definitions to be used in
calculation of any financial covenants).

Some sponsors even require that the form of the loan agreement be
consistent with “sponsor precedent”, meaning that the loan
documentation from the sponsor’s prior acquisition financing will be
used as a model for the new financing. Agreeing to use or be guided
by “sponsor precedent” limits the risk to the sponsor that the financing
will be delayed or not close because the lender and its counsel produce
a draft loan agreement with unexpected terms and provisions.

Representations and Warranties

Loan agreements typically require that the included representations
and warranties be accurate as a condition of the funding. Lenders
financing the acquisition also want the representations with respect
to the target in the acquisition agreement to be accurate. This is
reasonable because after consummation of the acquisition, the
target is likely to be obligated on the loans (either as the borrower
or a guarantor) and thus part of the credit against which the lenders
are funding.

“SunGard” (named for an acquisition financing that included these
terms) or “certain funds” provisions are now common in
commitment letters for acquisition financings. These clauses are
relevant to several provisions in a typical commitment letter. With
respect to representations and warranties, these clauses provide that
on the closing date of the loan, as a condition of the lenders’ funding
obligations, only certain representations need to be accurate.

Strong sponsors even negotiate the precise meaning of the term

“accurate”. The representations required to be accurate as a

condition of the lenders’ funding obligation in a typical SunGard

clause include the following:

] Only those representations in the acquisition agreement
relating to the target that, were they untrue, would be
material to the lenders and for which the buyer has a right
under the acquisition agreement to decline to close the
acquisition must be accurate. While providing certainty of
funding, this standard avoids a scenario where the loan
agreement has different representations with respect to the
target from the acquisition agreement.
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] Only certain representations with respect to the borrower set
forth in the loan agreement must be accurate (the “specified
representations”). These can include those with respect to
corporate existence, power and authority to enter into the
financing, enforceability of the loan documents, margin
regulations, no conflicts with law or other contracts,
solvency, status of liens (but see below regarding this topic)
and certain anti-terrorism and money laundering laws. A
financial covenant could also be included as a specified
representation in some deals. What are included as specified
representations change with changing economic conditions
and relative bargaining strength of companies and sponsors.
As financial markets have improved and the leverage of
sponsors has increased, the typical list of specified
representations has shrunk and may well continue to weaken,
benefiting sponsors.

These are the only representations applicable as conditions
precedent to the initial funding of the loans. Even if the other
representations in the loan agreement could not be truthfully made
at the time of the initial funding, the lenders nonetheless are
contractually obligated to fund the loans.

Company MAC

Company material adverse change (MAC) is a type of
representation included in some acquisition agreements and loan
agreements. This is a representation that no material adverse
change in the business of the target has occurred. Inability to make
the representations in the acquisition agreement typically permits
the buyer to terminate the acquisition agreement and in the loan
agreement it excuses the lenders from their funding obligations. A
customary MAC definition in an acquisition agreement differs from
that in a loan agreement. Acquisition agreement MAC clauses are
often more limited in scope and time frame covered, and have more
exceptions (including for general market and economic conditions
impacting the target). Like other representations, buyers and sellers
often require that the MAC definition in loan agreements mirror the
definition in acquisition agreements, but solely for purposes of the
initial funding of the acquisition loans (and not for ongoing draws
under a working capital revolver, for instance).

Market MAC and Flex

Market MAC is another type of MAC representation in some
commitment letters. Seen more in economic down-cycles, these
clauses allow the lenders to terminate their commitments if there
has been a material adverse change in the loan and syndication
markets generally. Strong borrowers and sponsors have had success
negotiating these clauses out of their commitment letters over the
last several years as the economy has continued to improve.

As discussed above, the time between signing the commitment
letter, on one hand, and closing the acquisition and funding the
loans, on the other, is often a significant period. Lenders whose
commitment letters do not have a market MAC, especially those
lenders who fully underwrite the commitments, are subject to
deteriorating financial markets during the syndication of the
commitments and the risk that they will not be able to sell down the
commitments to other lenders. “Flex” provisions limit this risk and
allow for amendments to the terms of the financing without the
borrower’s consent when necessary to allow the lenders arranging
the loan to sell down their commitments.

If during syndication there is no market for the loans at a certain
price or with certain terms, the committed lenders are permitted to
exercise these flex clauses and increase the pricing (with respect to
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either interest rate, fees or both) within pre-agreed limits or make
other pre-agreed changes to the structure of the loans (such as call
protections, shorter maturities, etc.). While these changes provide
some comfort to committed lenders in gradually deteriorating
financial markets, they may not be as helpful in a dramatic
downturn where there is little to no market for loans on any terms.

Just after the financial crisis, not surprisingly, flex clauses often
became broader in scope and gave lenders greater flexibility to
change key terms of a financing. The types of provisions that can
be subject to flex include interest margin, negative covenant
baskets, financial covenant ratios, the allocation of credit between
first lien, second lien and high yield bonds and the amount and type
of fees. As markets continue to improve, sponsors are using their
leverage to limit flex provisions, including the financing terms
subject to the flex provisions, and to require greater limits on the
scope of the changes that can be made without their consent.

Some sponsors have even turned the tables on their lenders and
required “reverse flex” arrangements. These require the lenders to
amend the financing terms under the commitment letters to be more
favourable to the borrower if syndication of the loans is so
successful that there are more potential lenders than available loans.

Perfection of Liens

As in all secured financings, lenders in an acquisition financing
need evidence that their liens on the borrower’s assets are perfected
and enforceable, preferably as a condition precedent to the initial
funding under the loan agreement. However, ensuring perfection of
the liens is often highly technical and can be a time-consuming
process depending on the nature and location of the borrower’s
assets and the specific legal requirements for perfection. The
technical nature of lien perfection raises the risk that lenders will
withhold funding for the loans because insufficient steps were taken
to perfect the liens, and in an acquisition financing timing and
certainty are at a premium.

Typical SunGard provisions limit this risk by requiring delivery at
funding of only (i) Uniform Commercial Code financing statements
which perfect a security interest in personal property that can be
perfected by filing, and (ii) original stock certificates for any
pledged shares. Perfecting a security interest in other asset classes
is required on a post-funding basis by a covenant detailing what
perfection steps are required. The sorts of collateral perfected on a
post-closing basis can include real estate, deposit and securities
accounts, intellectual property, foreign assets and other more
esoteric collateral requiring more complicated efforts.

As financial markets continue to improve, sponsors are likely to
continue pushing lenders to increase the time frames to complete
post-closing collateral deliverables, give the administrative agent
greater flexibility to extend these time frames without lender
consent and limit efforts by lenders to increase the collateral
deliverables required at closing.

The Acquisition Agreement Matters

Delivery of the executed acquisition agreement is a condition
precedent to the lenders’ obligation to fund the loans. As discussed in
more detail below, as a fallback, lenders sometimes accept a near final
draft of the acquisition agreement, coupled with a covenant from the
buyer that there will be no material changes. The terms of the
acquisition agreement are important to lenders in a number of respects
beyond understanding the structure and business of the borrower after
consummation of the acquisition. Lenders also regularly require
inclusion of certain provisions in acquisition agreements.
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Structure of the Acquisition

The structure of the acquisition is important to the lenders as it will
dictate a number of issues for the financing, including collateral
perfection, identity of the guarantors and borrowers and timing of the
acquisition (i.e., how long the lenders need to have their
commitments outstanding). There are a number of common
acquisition structures. While the specifics of those structures are
beyond the scope of this chapter, these include stock purchases (with
or without a tender offer), mergers (including forward, forward
triangular and reverse triangular mergers) and asset purchases. Each
has its own unique structuring issues for the lenders.

Representations and Company MAC

As described above, the lenders often rely on the representations
and warranties in the acquisition agreement, including the
definition of material adverse change, and incorporate those terms
into the loan agreement.

Obligation to Continue Operating

Lenders often review whether the seller is contractually obligated in
the acquisition agreement to continue operating the business in the
ordinary course and not to make material changes to the business.
Again, the target is a part of the lenders’ credit and the lenders do
not want to discover after consummation of the acquisition that the
target has been restructured in a way that results in its business
being different from the lenders’ understanding.

lenders’ Many terminated acquisitions result in
accusations of wrongdoing and bad faith by the parties. Litigation
is not uncommon. Lenders want to make sure that any litigation
brought by the seller does not look to the lenders for damages.

concerns.

Xerox provisions (named for a financing with Xerox where these
clauses were seen) give lenders this protection in the form of an
acknowledgment by the seller in the acquisition agreement that the
seller’s sole remedy against the buyer and its lenders for
termination of the acquisition is the breakup fee specified in the
acquisition agreement. If the acquisition terminates because the
lenders fail to fund their commitments, the lenders may be subject
to a breach of contract suit brought by the buyer. But the lenders in
any termination scenario often seek to restrict suits brought against
them by the seller. Conversely, the sellers’ focus on certainty of the
financing has caused some sellers to push back on inclusion of these
provisions. Some sellers with strong leverage even negotiate for
the right to enforce remedies (or cause the buyer to enforce
remedies) against the lenders under a commitment letter.

Since the lenders are not party to the acquisition agreement,
applicable law creates hurdles for the lenders to enforce the Xerox
provisions. To address these hurdles, lenders seek to be expressly
named as third-party beneficiaries of the Xerox provisions. In the
event the lenders have claims against the seller for breach of the
Xerox provisions, lenders will have customary concerns about the
venue and forum of any claims brought by the lenders under the
acquisition agreement. Like in loan agreements, lenders often seek
to have New York as the exclusive location for these suits and seek
jury trial waivers in the acquisition agreement.

Efforts to Obtain the Financing

Indemnity

Lenders also typically consider the indemnities provided by the seller
in the acquisition agreement. If, after the acquisition is consummated,
it is discovered that the seller made a misrepresentation or, worse,
committed fraud or other wrongdoing as part of the acquisition, those
indemnities could affect the buyer’s ability to recover against the
seller. If the misrepresentation or wrongdoing results in the lenders
foreclosing on the assets of the borrower, the indemnities could be
inherited by the lenders if the rights of the borrower under the
acquisition agreement are part of the collateral. Acquisition
agreements typically contain anti-assignment and transfer provisions.
It is important that those provisions expressly permit the lenders to
take a lien on the acquisition agreement.

Purchase Price Adjustments and Earn-Outs

Any payments to be made to the seller by the buyer after
consummation of the acquisition are important to the lenders.
Many loan agreements define these payments, whether based on
performance of the target or other factors, as debt and their payment
needs to be specifically permitted by the loan agreement. Beyond
technically drafting the loan agreement to permit payment of these
amounts, these payments should be viewed as assets of the buyer
that are not available to the lenders to repay the loans and this may
impact the credit review of the loan facility.

Xerox Provisions

When a proposed acquisition terminates, the commitment letters for
the acquisition financing typically state that the lenders’
commitments also terminate. That is not always the end of the

Lenders will consider provisions in the acquisition agreement
regarding the buyer’s obligations to obtain financing. Typically,
buyers agree to use “reasonable best efforts” or “commercially
reasonable efforts” to obtain the financing in the commitment letter.
These provisions may include a requirement to maintain the
commitment letter, not to permit any modification to the terms of
commitment letter without the seller’s consent (with some
exceptions), to give notice to the seller upon the occurrence of
certain events under the commitment letter, and obtain alternative
financing, if necessary. As noted above, acquisition agreements
may also contain provisions obligating the buyer to enforce its
rights against the lender under the commitment letter, or even
pursue litigation against the lender. Buyers with strong leverage
will want to limit provisions in the acquisition agreement requiring
specific actions against the lenders.

Cooperation with the Financing

As discussed above, the lenders have an interest in understanding
the acquisition and the nature of the target’s business. Further, the
conditions precedent will require deliverables from the target and
the lenders’ regulatory, credit and legal requirements demand that
they receive certain diligence information about the target and its
business. None of this can be accomplished if the seller does not
agree to assist the buyer and its lenders. Lenders often require that
the acquisition agreement include a clause that the seller will
cooperate with the lenders’ diligence and other requirements
relating to the acquisition financing.

Amendments to the Acquisition Agreement

Lenders usually have the opportunity to review the acquisition
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agreement, or at least a near final version, prior to executing their
commitment letters. The buyer and seller will want the lenders to
acknowledge that the final agreement or draft is acceptable. The
lenders, on the other hand, will want to receive notice of any
amendments to the acquisition agreement and ensure they do not
adversely impact the financing. To avoid the lenders’ refusal to
fund the loans because of an amendment to the acquisition
agreement, buyers and sellers are often careful to ensure that no
amendments to the acquisition agreement will be required. Some
amendments are unavoidable and commitment letters often contain
express provisions as to the nature of those amendments that need
lender approval. If lender approval is not needed, then the lenders
cannot use the amendment as a reason to refuse funding.

Negotiations of the “no-amendment” condition focus on the
materiality of the amendments and whether the change has to be
adverse or materially adverse, with some lenders negotiating
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consent rights for any material change in the acquisition agreement.
Lenders often seek to negotiate express provisions that would be
deemed material or adverse, including some of the above clauses
that were included in the acquisition agreement at the requirement
of the lenders. Some lenders with strong negotiating leverage even
negotiate for a clause in the acquisition agreement that any
amendments will require the lenders’ consent.

Conclusion

Leveraged acquisitions in the United States raise unique structuring
issues and techniques, only some of which are discussed here. As
global financial markets continue to improve, expect to see greater
volumes of acquisition financings and sponsors exercising greater
leverage over their lenders to loosen acquisition financing terms.
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Introduction

Intercreditor terms, or at least the accepted frameworks applicable
to a given financing structure in a particular market, are often fairly
settled, but where cultures collide, for example, in a U.S. syndicated
bank loan financing for European borrowers, or other financings
involving practitioners and business people in different parts of the
world, deal parties may have very different expectations as to the
key intercreditor terms that ought to apply.

In this article, we will compare and contrast the key terms in U.S.
second lien and European mezzanine intercreditors and discuss the
blended approach taken in some recent intercreditor agreements for
financings of European companies in the U.S. syndicated bank loan
markets. Similar dynamics may also be involved when documenting
intercreditor agreements involving other non-U.S. jurisdictions, but
for ease of reference we will refer to these intercreditor agreements as
“Transatlantic Intercreditor Agreements”.

Assumptions

U.S. second lien intercreditors are predicated on two key
assumptions: first, that the business will be reorganised pursuant to
Chapter 11 of the United States Bankruptcy Code (Chapter 11); and
second, that the first lien lenders will receive the benefits of a
comprehensive guarantee and collateral package (including shares,
cash, receivables and tangible assets) pursuant to secured
transactions laws that effectively provide creditors with the ability
to take a security interest in “all assets” of the borrower and
guarantors. European mezzanine intercreditors, in contrast, assume
that (i) in all likelihood, not all assets of the borrower and
guarantors will be subject to the liens of the first lien and second
lien secured parties, and (ii) it is unlikely that the borrower and
guarantors will be reorganised in an orderly court-approved process
and more likely, since there is no pan-European insolvency regime
(and so there is not a pan-European automatic stay on enforcement
of claims), the intercreditor terms will have to work in the context
of potentially multiple and disparate insolvency proceedings (and
ideally avoid insolvency proceedings altogether). As a result one of
the key goals that European mezzanine intercreditors seek to
facilitate instead is a swift out-of-court, out-of-bankruptcy,
enforcement sale (or “pre-pack”) resulting in a financial
restructuring where “out of the money” junior creditors’ claims are
removed from the financing structure by releasing or disposing of
the liens and guarantees of the “out of the money” junior creditors.

Overview

The first lien/second lien relationship in the U.S. most closely
resembles the senior/mezzanine relationship in Europe, where
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mezzanine financings are always second lien secured financings
(unlike in the U.S. where “mezzanine financing” often connotes a
senior unsecured or senior subordinated financing). Although first
lien/second lien financings and senior/mezzanine financings are
very similar, as highlighted above, the key terms of U.S. second lien
and European mezzanine intercreditors have been constructed
based on very different assumptions which therefore results in
significant differences.

European mezzanine intercreditor agreements typically combine
claim subordination, payment blockages, lien subordination, broad
enforcement standstill provisions restricting the junior lien
creditors’ ability to take enforcement action (on debt and guarantee
claims as well as collateral) and extensive release mechanics. U.S.
second lien intercreditors establish lien subordination, which
regulates the rights of the U.S. second lien creditors with respect to
collateral only, and includes an enforcement standstill with respect
to actions against collateral only. U.S. second lien intercreditors do
not generally include payment subordination of the junior facility
and they rely heavily on waivers of the junior lien creditors’ rights
as secured creditors under Chapter 11.

Within regions, the forms of intercreditor agreement can vary
significantly. European mezzanine intercreditors are often based on
the form promulgated by the Loan Market Association (the
“LMA”), but are negotiated on a deal-by-deal basis. By contrast,
there is no market standard first lien/second lien intercreditor
agreement in the U.S. (The Commercial Finance Committee of the
American Bar Association did publish a model form of intercreditor
agreement in 2010, but it is not widely used.) As discussed below,
recent intercreditors for financings of European companies in the
U.S. syndicated bank loan markets vary even more significantly.

Key Terms of U.S. Second Lien Intercreditor
Agreements and European Mezzanine
Intercreditor Agreements

1.  Parties to the Intercreditor Agreement

U.S. second lien intercreditors are generally executed by the first lien
agent and the second lien agent and executed or acknowledged by the
borrower and, sometimes, the guarantors. Depending on the
flexibility negotiated by the borrower in the first lien credit agreement
and second lien credit agreement, the intercreditor agreement may
also allow for other future classes of first lien and second lien debt
permitted by the credit agreements to accede to the intercreditor
agreement. U.S. second lien intercreditors also typically allow for
refinancings of the first lien and second lien debt.
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By contrast, the parties to European mezzanine intercreditors
generally include a longer list of signatories. In addition to the first
lien agent and lenders, the second lien agent and lenders and the
obligors, the obligors’ hedge providers, cash management
providers, ancillary facility lenders, the lenders of intra-group
loans, the lenders of sharcholder loans and the security agent will
execute a European-style intercreditor agreement. The longer list of
parties to European mezzanine intercreditors is largely driven by
the senior creditors’ need to ensure that after giving effect to the
senior lenders’ enforcement, the borrower group is free and clear of
all claims (both secured and unsecured) against the borrower and
guarantors and a desire to ensure that any enforcement action by
creditors is choreographed in a manner which maximises recoveries
for the senior secured creditors (and thus indirectly for all
creditors). European mezzanine intercreditors do not typically
expressly permit refinancings and traditionally did not include
additional classes of first lien or second lien debt. (The LMA form
of senior/mezzanine intercreditor agreement now includes a
concept of “Qualifying Senior Facilities Refinancings”, but this
option in the form is not currently selected frequently because its
utility is limited by the mezzanine facility’s maturity date, typically
expiring 12 months after the maturity date of the senior credit
facilities. This maturity date effectively limits the maturity date of
the new senior credit facilities, thereby necessitating the consent of
the mezzanine creditors to refinance the senior facility.)

Hedge obligations are generally included as first lien obligations
(and sometimes also as second lien obligations) under U.S. second
lien intercreditors, but hedge counterparties are not directly party to
U.S. second lien intercreditors. By accepting the benefits of the
first priority lien of the first lien agent, the hedge counterparties
receive the benefits of the first priority lien granted to the first lien
agent on behalf of all first lien secured parties (including the hedge
counterparties) and the hedge counterparties are deemed to agree
that the first lien security interests are regulated by the intercreditor
agreement and other loan documents. The hedge counterparties
under U.S. second lien intercreditors in syndicated bank financings
generally do not have the ability to direct enforcement actions and
do not have the right to vote their outstanding claims (including any
votes in respect of enforcement decisions).

Cash management obligations (e.g., treasury, depository, overdraft,
credit or debit card, electronic funds transfer and other cash
management arrangements) are often included as first lien
obligations under U.S. second lien intercreditors on terms similar to
the terms relating to the hedge obligations. By contrast, European
mezzanine intercreditors do not typically expressly contemplate
cash management obligations. In European financings, the cash
management providers would typically provide the cash
management services through ancillary facilities — bilateral
facilities provided by a lender in place of all or part of that lender’s
unutilised revolving facility commitment. Ancillary facilities are
not a common feature of U.S. credit facilities. The lenders of the
ancillary facilities would generally become direct signatories of a
European mezzanine intercreditor.

2. Enforcement

a. Enforcement Instructions

The first lien agent under U.S. second lien intercreditors takes
instructions from a majority of the loans and unfunded
commitments under the senior credit agreement, which follows the
standard formulation of required lenders in U.S. senior credit
agreements. (Note, however, that the vote required to confirm a
plan of reorganisation in a Chapter 11 proceeding is a higher
threshold — at least two-thirds in amount and more than one-half in
number of the claims voting on the plan.)
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The collateral agent under European mezzanine intercreditors,
however, takes instructions from 66 2/3% of the sum of (i) the
drawn and undrawn amounts under the senior credit agreement, and
(ii) any actual exposure (plus any mark to market value if the senior
credit agreement has been discharged) under any outstanding
hedging arrangements.

b. Enforcement Standstill Periods

U.S. second lien financings involve lien subordination as opposed
to payment (also referred to as debt or claim) subordination. The
result of lien subordination is that only the proceeds of shared
collateral subject to the liens for the benefit of both the first lien
secured parties and second lien secured parties are applied to
repayment in full of the first lien obligations before the second lien
secured parties may receive any distribution on the proceeds of the
shared collateral, but the second lien secured parties may receive
other payments (such as payments of principal and interest and
payments from other sources, e.g., unencumbered property) prior to
the first lien obligations being paid in full. In the context of U.S.
obligors, in practice, it is unlikely that there would be substantial
property that is unencumbered since the security granted would
likely pick up most assets — in contrast to certain European obligors
whose unencumbered assets may be significant due to local law
limitations.

Payment subordination requires the junior lien creditors to turnover
to the first lien secured parties all proceeds of enforcement received
from any source (including the proceeds of any unencumbered
property) until the first lien obligations are paid in full.
Consequently, the difference in recoveries between lien
subordination and payment subordination could be significant in a
financing where material assets are left unencumbered, as is likely
in a financing in which much of the credit support is outside of the
U.s.

U.S. second lien intercreditors prevent the second lien agent from
exercising any of its rights or remedies with respect to the shared
collateral until expiration of the period ending 90 to 180 days after
notice delivered by the second lien agent to the first lien agent after
a second lien event of default or, in some cases, if earlier, second
lien acceleration. The standstill period becomes permanent to the
extent the first lien agent is diligently pursuing in good faith an
enforcement action against a material portion of the shared
collateral. An exercise of collateral remedies generally includes
any action (including commencing legal proceedings) to foreclose
on the lien of such person in any shared collateral, to take
possession of or sell any shared collateral or to exercise any right of
setoff with respect to any shared collateral, but the acceleration of
credit facility obligations is generally not an exercise of collateral
remedies.

European mezzanine intercreditors typically contain a much
broader enforcement standstill provision than the U.S. second lien
intercreditors. The scope of the enforcement actions is negotiated,
but typically prohibits any acceleration of the second lien debt, any
enforcement of payment of, or action to collect, the second lien
debt, and any commencement or joining in with others to
commence any insolvency proceeding, any commencement by the
second lien agent or second lien creditors of any judicial
enforcement of any of the rights and remedies, whether as a secured
or unsecured creditor, under the second lien documents or
applicable law. The enforcement standstill period typically runs for
(i) a period of 90 days (in most cases) following notice of payment
default under the senior credit agreement, (ii) a period of 120 days
(in most cases) following notice of financial covenant default under
the senior credit agreement, and (iii) a period of 150 days (in most
cases) following notice of any other event of default under the
senior credit agreement, plus (in some cases) 120 days if the senior
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lien agent is taking enforcement action. In European mezzanine
intercreditors, the senior creditors firmly control enforcement. In
addition, the senior agent can override the junior agent’s
instructions to the security agent, leaving the mezzanine lenders
only able to influence the timing of enforcement action after the
standstill period.

Because the enforcement standstill in U.S. second lien
intercreditors is limited to enforcement against shared collateral,
U.S. second lien lenders, unlike their European counterparts, retain
during the standstill period the right to accelerate their second lien
loans and to demand payment from the borrower and guarantors.
However, in the event any second lien agent or any other second
lien creditor becomes a judgment lien creditor in respect of the
shared collateral as a result of enforcement of its rights as an
unsecured creditor (such as the ability to sue for payment), the
judgment lien would typically be subordinated to the liens securing
the first lien obligations on the same basis as the other liens
securing the second lien obligations under the U.S. second lien
intercreditor agreement. This judgment lien provision effectively
limits the effectiveness of the junior lien creditors’ efforts to sue for
payment, since the junior lien creditors ultimately will not be able
to enforce against shared collateral, although the junior lien
creditors could still obtain rights against any previously
unencumbered assets of the borrower and guarantors.

3. Payment Blockages

U.S. second lien intercreditors do not generally subordinate the
junior lien obligations in right of payment to the first lien
obligations.

European mezzanine intercreditors do subordinate the junior lien
obligations in right of payment to the senior lien obligations and
include a payment blockage period that is typically permanent
during a payment default under the senior credit agreement and 120
days during each year during any other event of default under the
senior credit agreement. The mezzanine creditors may negotiate for
exceptions to the payment blockage periods, e.g., payment of a pre-
agreed amount of expenses related to the restructuring or a
valuation of the borrower group (other than expenses related to
disputing any aspect of a distressed disposal or sale of liabilities).
In addition, separate payment blockage rules typically apply to
hedge obligations, shareholder loan obligations and intragroup
liabilities in European mezzanine intercreditors.

4. Releases of Collateral and Guarantees

In order to ensure that the junior lien creditors cannot interfere with
a sale of the shared collateral, both U.S. second lien intercreditors
and European mezzanine intercreditors contain release provisions
in which the junior lenders agree that their lien on any shared
collateral is automatically released if the first lien creditors release
their lien in connection with a disposition permitted under both the
first lien credit agreement and the second lien credit agreement and,
more importantly, in connection with enforcement by the first lien
creditors.

While important in U.S. second lien intercreditors, the release
provisions are arguably the most important provision of European
mezzanine intercreditors.

U.S. second lien and European intercreditors permit, in the ordinary
course, the guarantees and collateral to be released in respect of any
asset or any member of the group if the asset sale is permitted under
both the first lien credit agreement and second lien credit
agreement. However, under European intercreditor agreements, in

WWW.ICLG.CO.UK

Transatlantic Intercreditor Agreements

connection with enforcement by the senior creditors (or a
“distressed disposal”), the junior security and debt and guarantee
claims can be released (or disposed of) subject to negotiated
conditions. Market practice continues to evolve but the fair sale
provisions are increasingly common, i.e., public auction/sale
process or independent fair value opinion. The LMA form
intercreditor agreement requires the security agent to take
reasonable care to obtain a fair market price/value and permits the
sale of group entities and release of debt and guarantee claims, plus
the sale of mezzanine debt claims. Recent changes to the LMA
intercreditor agreement provide that the security agent’s duties will
be discharged when (although this list is not exhaustive): (i) the sale
is made under the direction/control of an insolvency officer; (ii) the
sale is made pursuant to an auction/competitive sales process
(which does not exclude mezzanine creditors from participating
unless adverse to the sales process); (iii) the sale is made as part of
a court supervised/approved process; or (iv) a “fairness opinion”
has been obtained. Any additional parameters/conditions to the
above will be hotly negotiated, particularly in deals where specialist
mezzanine funds are anchoring the mezzanine facility. Typical
points for discussion will be: (i) the circumstances in
which/whether the senior creditors can instruct a sale in reliance on
a fair sale opinion rather than a public auction; (ii) terms of any
public auction (i.e. how conducted, on whose advice, who can
participate, who can credit bid); (iii) any cash requirements; and
(iv) any information/consultation rights.

In addition to the release provisions, European mezzanine
intercreditors typically allow (subject to the fair sale provisions
discussed above) the security agent to transfer the junior lien debt,
intragroup liabilities and/or shareholder loans to the purchasers of
the assets in an enforcement situation. The disposal of liabilities
option will be, in many cases, more tax efficient than cancelling the
subordinated debt in connection with enforcement.

Many of these conditions with respect to sales of collateral are
absent in U.S. second lien intercreditors because meaningful
protections are afforded by the Uniform Commercial Code
requirement for a sale of collateral to be made in a commercially
reasonable manner and, in the case of a 363 sale process, by a court-
approved sale in Chapter 11, as discussed more fully below.

In addition, the release provisions in U.S. second lien intercreditors
are also premised on the first lien and second lien security interests
being separately held by the first lien collateral agent and the
second lien collateral agent and documented in separate, but
substantially similar, documents that are meant to cover identical
pools of collateral. In European mezzanine intercreditors, the
release provisions assume that one set of security interests are held
by one security agent on behalf of all of the creditors (senior and
mezzanine).

5.  Limitation on First Lien Obligations

U.S. second lien financings include a “first lien debt cap” to limit
the amount of first lien obligations that will be senior to the second
lien obligations. The analogous provision in European mezzanine
intercreditors is referred to as “senior headroom”. Any amounts
that exceed the “first lien debt cap” or “senior headroom” do not
benefit from the lien priority provisions in the intercreditor
agreement. The “cushion” under the first lien debt cap or
“headroom” is meant to allow for additional cash needs of the
borrower group as part of a loan workout or otherwise.

The “first lien debt cap” in U.S. second lien financings is typically
110% to 120% of the principal amount of loans and commitments
under the first lien facilities on the closing date plus 100% to 120%
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of the principal amount of any incremental facilities permitted
under the first lien credit agreement on the closing date. The first
lien debt cap is sometimes reduced by the amounts of certain
reductions to the first lien commitments and funded loans (other
than refinancings), e.g., mandatory prepayments. The first lien debt
cap does not apply to hedging obligations and cash management
obligations, which are generally included as first lien priority
obligations without limitation. In addition, interest, fees, expenses,
premiums and other amounts related to the principal amount of the
first lien obligations permitted by the first lien debt cap are first lien
priority obligations, but are generally not limited by the cap itself.
The trend in U.S. second lien financings is to allow for larger “first
lien debt caps”; some borrower-friendly U.S. second lien financings
even allow for unlimited first lien obligations (subject of course to
any covenants restricting debt in the applicable credit agreements
and other debt documents, including the second lien credit
agreement). Additional capacity is often also permitted in the case
of DIP financings in the U.S. (as discussed below).

“Senior headroom” is typically set at 110% of senior term debt plus
revolving commitments in European mezzanine intercreditors.
Ancillary facilities that would be provided in European deals in lieu
of external cash management arrangements would be naturally
limited by the amount of the revolving commitments since they are
made available by revolving credit facility lenders in place of their
revolving commitments. Hedging obligations can be limited (by
imposing maximum limits on the notional amounts hedged under
the hedging transactions entered into) or otherwise can be left
unlimited but naturally constrained to a degree by the fact that most
credit agreements will restrict the borrower group from doing
speculative trades.

6. Amendment Restrictions

In both U.S. second lien intercreditors and European mezzanine
intercreditors, first lien lenders and second lien lenders typically
specify in the intercreditor agreement the extent to which certain
terms of the first lien credit agreement and second lien credit
agreement cannot be amended without the other lien’s consent.
Amendment restrictions are negotiated on a deal-by-deal basis and
may include limitations on increasing pricing, limitations on
modifications of maturity date and additions of events of default
and covenants. The trend in U.S. second lien intercreditors, in
particular in financings of borrowers owned by private equity
sponsors, is for few (or no) amendment restrictions; the inclusion of
amendment restrictions in European intercreditors is reasonably
well-settled at this point.

7. Purchase Options

Both U.S. second lien intercreditors and European mezzanine
intercreditors contain similar provisions whereby the second lien
creditors can purchase the first lien obligations in full at par, plus
accrued interest, unpaid fees, expenses and other amounts owing to
the first lien lenders at the time of the purchase. A purchase option
gives the second lien creditors a viable alternative to sitting aside
during an enforcement action controlled by the first lien creditors
by allowing the second lien creditors to purchase the first lien
obligations in full and thereby enabling the second lien creditors to
control the enforcement proceedings themselves.

The European version of the purchase option includes a buyout of
the hedging obligations, which may or may not be included (or
clearly included) in U.S. second lien intercreditors.

The triggering events for the purchase option in U.S. intercreditors
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vary. The trigger events generally include acceleration of the first
lien obligations in accordance with the first lien credit agreement
and the commencement of an insolvency proceeding. Other
potential trigger events include any payment default under the first
lien credit agreement that remains uncured or not waived for a
period of time and a release of liens in connection with enforcement
on common collateral. The triggering event for the European
version of the purchase option also varies and may include
acceleration/enforcement by the senior, the imposition of a
standstill period on mezzanine enforcement action or the imposition
of a payment block.

8. Common U.S. Bankruptcy Waivers

First lien secured parties in the U.S. try to ensure that the first lien
secured parties control the course of the Chapter 11 proceeding to
the maximum extent possible by seeking advanced waivers from
the second lien secured parties of their bankruptcy rights as secured
creditors (and in some cases, unsecured creditors) that effectively
render the second lien secured parties “silent seconds”. These
waivers are often hotly negotiated. However, U.S. second lien
intercreditors routinely contain waivers from the second lien
secured parties of rights to object during the course of a Chapter 11
proceeding to a debtor-in-possession facility (or “DIP facility”), a
sale by the debtor of its assets free of liens and liabilities outside of
the ordinary course of business during Chapter 11 proceedings, with
the approval of the bankruptcy court (a section 363 sale) and relief
from the automatic stay, which automatically stops substantially all
acts and proceedings against the debtor and its property
immediately upon filing of the bankruptcy petition.

The enforceability of the non-subordination related provisions in
U.S. second lien intercreditors is uncertain because there is little
(and conflicting) case law in this area. However, subordination-
related provisions are regularly enforced by U.S. bankruptcy courts
to the same extent that they are enforceable under applicable non-
bankruptcy law pursuant to section 510(a) of the Bankruptcy Code.

The second lien creditors in U.S. second lien intercreditors provide
their advanced consent to DIP facilities whereby, subject to certain
conditions, the second lien creditors agree not to object to the
borrower or any other obligor obtaining financing (including on a
priming basis) after the commencement of a Chapter 11 process,
whether from the first lien creditors or any other third party
financing source, if the first lien agent desires to permit such
financing (or to permit the use of cash collateral on which the first
lien agent or any other creditor of the borrower or any other obligor
has a lien).

In the U.S., second lien claimholders expressly reserve the right to
exercise rights and remedies as unsecured creditors against any
borrower or guarantor in accordance with the terms of the second
lien credit documents and applicable law, except as would
otherwise be in contravention of, or inconsistent with, the express
terms of the intercreditor agreement. This type of provision, for the
reasons articulated above, does not have a counterpart in European
mezzanine intercreditors.

9. Non-cash Consideration / Credit Bidding

Recent changes to the LMA intercreditor agreement include explicit
provisions dealing with the application of non-cash consideration
(or “credit bidding”) during the enforcement of security. Credit
bidding facilitates debt-for-equity exchanges by allowing the
security agent, at the instruction of the senior creditors, to distribute
equity to senior creditors as payment of the senior debt or to
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consummate a pre-pack where the senior debt is rolled into a newco
vehicle.

In the U.S., the term “credit bidding” refers to the right of a secured
creditor to offset, or bid, its secured allowed claim against the
purchase price in a sale of its collateral under section 363(b) of the
Bankruptcy Code, thereby allowing a secured creditor to acquire
the assets that are subject to its lien in exchange for a full or partial
cancellation of the debt. In U.S. second lien intercreditors, the
second lien creditors consent to a sale or other disposition of any
shared collateral free and clear of their liens or other claims under
section 363 of the Bankruptcy Code if the first lien creditors have
consented to such sale or disposition of such assets. However, the
second lien creditors often also expressly retain the ability to credit
bid their second lien debt for the assets of the borrower and
guarantors so long as the sale proceeds are used to repay the first
lien obligations in full. In European intercreditor agreements, the
second lien creditors would not typically have the right to credit bid
their second lien debt.

10. The Holders of Shareholder Obligations and
Intragoup Obligations

In addition to direct equity contributions, shareholder loans are
often used in European capital structures. Shareholder loans are
less common in U.S. capital structures and if present in the capital
structure, shareholder loans would likely be subordinated to the
credit agreement obligations under a separately documented
subordination agreement (i.e., not included as part of the typical
U.S. second lien intercreditor agreement). Similarly, holders of
intragroup liabilities would also not be included in U.S. second lien
intercreditor agreements. However, the treatment of intragroup
liabilities is often negotiated by the borrower and arrangers in U.S.
syndicated credit agreements and results differ, but often the
intragroup liabilities are required to be documented by an
intercompany note and subject to an intercompany subordination
agreement. The intercompany subordination agreement would
subordinate the intragroup liabilities to be paid by the loan parties
to the credit facility obligations and would generally include a
payment blockage of amounts to be paid by each intragroup payor
that is a borrower or guarantor under the credit facilities during the
continuation of an event of default.

Blended Approach Taken in Recent Transatlantic
Intercreditor Agreements

Recent intercreditor agreements for financings involving primarily
non-U.S. companies in U.S. syndicated bank loan financings, and
using NY-law governed loan documents, have taken different
approaches to the intercreditor terms, which seem to be determined
on a deal-by-deal basis depending on several considerations: (1)
the portion of the borrower group’s business located in the U.S.; (2)
the jurisdiction of the organisation of the borrower; (3) the
likelihood of the borrower group filing for U.S. bankruptcy
protection; and (4) the relative negotiation strength of the junior
lien creditors and the borrower, who will be inclined to favour
future flexibility and lower upfront legal costs. For these and other
reasons, seemingly similar financings have taken very different
approaches. Some intercreditor agreements ignore the complexities
of restructuring outside of the U.S. and simply use a U.S.-style
intercreditor agreement; other similar financings have been
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documented using the opposite approach — by using a form of
intercreditor agreement based on the LMA form of
senior/mezzanine intercreditor agreement; and still other similar
financings have sought to blend the two approaches or to draft the
intercreditor agreement in the alternative by providing for different
terms (in particular different release provisions) depending on
whether a U.S. or non-U.S. restructuring will be pursued. Given all
of these various considerations, Transatlantic Intercreditor

Agreements are often quite @ /a carte. We have highlighted below

some of the more interesting points:

] the parties typically have included the holders of intra-group
liabilities and shareholder loans, following the European
approach, and have embedded restrictions on payment of the
intra-group liabilities and shareholder loans in certain
circumstances;

] the enforcement instructions typically have come from a
majority of first lien creditors (vs 66 2/3%) in the U.S.-style
but the loans and unfunded commitments under the senior
credit agreement and the actual exposures of hedge
counterparties (plus mark to market positions post-credit
agreement discharge) have been taken into account in
calculating that majority in the European-style;

] the European-style release provisions discussed above
generally have been included either as the primary method of
release or as an alternative method in the event that a U.S.
bankruptcy process is not pursued,;

] in certain deals, enforcement standstill and turnover
provisions have been extended to cover all enforcement
actions and recoveries (broadly defined), not just relating to
collateral enforcement actions;

] payment subordination of the second lien facility typically
has not been included; and

] the full suite of U.S. bankruptcy waivers from the second lien
creditors generally have been included.

In addition, other provisions appear in Transatlantic Intercreditor

Agreements that will not be familiar to those accustomed to the

typical U.S. second lien intercreditors, such as parallel debt

provisions (a construct necessary in certain non-U.S. jurisdictions
in which a security interest cannot be easily granted to a fluctuating
group of lenders), agency provisions for the benefit of the security
agent and special provisions necessitated by specific local laws to

be encountered (or avoided) during the enforcement process (e.g.,

French sauvegarde provisions and compliance with U.S. FATCA

regulations).

Conclusion

As the number of financings that touch both sides of the Atlantic
continues to rise and the complexity of such financings increases,
the intercreditor arrangements for multi-jurisdictional financings
will continue to be important and interesting. Although trends are
emerging, it is too soon to say that there is a standard or uniform
approach to documenting such intercreditor terms. Indeed, as was
the case with European mezzanine intercreditor agreements, this is
unlikely to occur until the new forms of Transatlantic Intercreditor
Agreement are stress tested in cross-border restructurings — which,
thankfully, seem a remote prospect at present.

For further information, please contact Lauren Hanrahan by email
at lhanrahan@milbank.com or by telephone at +1 212 530 5339 or
Suhrud Mehta by email at smehta@milbank.com or by telephone at
+44 20 7615 3046.
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Chapter 11

Oil and Gas

Reserve-Based Lending

Simpson Thacher & Bartlett LLP

Relative to other major industries, the oil and gas exploration and
production (E&P) industry is a highly capital intensive industry.
Not surprisingly, E&P companies utilise various financing tools to
satisfy their capital demands, which vary based on numerous
factors, including the credit quality of the borrower, the quality and
maturity of oil and gas reserves and the physical location of such
reserves. These tools include mezzanine debt, second lien term
loans, unsecured high-yield bonds and synthetic lending structures,
such as volumetric production payments and prepaid forward sales.
The most common financing tool utilised by E&P borrowers,
however, and the tool that is the subject of this paper, are “reserve-
based loans” (RBLs) as understood in the US market.

Reserve-Based Loans and the Borrowing Base

RBLs typically take the form of a borrowing base revolving credit
facility whereby lenders extend credit that is secured by liens on oil
and gas mineral interests and related assets and rely, primarily, on
the cash flow produced by the sale of hydrocarbons and,
secondarily, on the sale of the underlying mineral interests for
repayment. The most important feature of these facilities is the
borrowing base, which represents the amount of credit that lenders
will extend based on a subset of the borrower’s oil and gas assets,
subject to a maximum commitment amount.

What that subset of assets excludes is as important as what that
subset includes. For example, an E&P company may have an oil
and gas acreage position for which it only has limited geological
information. This “raw” acreage may represent a significant
investment by the borrower, but will have no “borrowing base”
value in a customary RBL, which only gives credit for “proved”
reserves. Similarly, oil and gas reserves that are classified as
“probable” or “possible” to reflect a diminished likelihood that oil
or gas will be economically produced from these reserves are also
given no “borrowing base” value. Within the universe of “proved”
reserves, the customary RBL will risk adjust the various
subcategories of “proved” reserves to limit advance rates, as
described below, based on a number of variables assessed on a case-
by-case basis. These variables include lease operating costs,
reserve life and decline rates, the geographic location and diversity
of the reserves and the quality of the hydrocarbon produced.
Finally, equipment or personal property typically is given little, if
any, borrowing base value.

As a general matter, a lender will assess the “present value” (or PV)
of the future net revenue from the borrower’s interests in identified
oil and gas properties using a 9% or 10% discount rate over the
reserve life of such property. Future revenue will be based upon
estimates of recoverable reserves, future production rates and future
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sales prices for the hydrocarbons being produced, net of identified
costs of production. Future sales prices will be based on a “bank
price deck” that will typically provide for prices for the relevant
commodities that are below the then current market forward price
curve to mitigate commodity price volatility. Where this price
volatility is addressed through commodity price hedging
agreements, lenders will use prices established in those hedging
agreements in place of this bank price deck with respect to the
hedged volumes. The amount of recoverable reserves and
production rates will be provided in an engineering report or
“reserve report”, which is a technical report prepared by a
petroleum engineer.

Within the reserve report, proved reserves will be classified as
“proved developed producing” reserves (PDP), “proved developed
non-producing” reserves (PDNP) and “proved undeveloped”
reserves (PUD). The present value of these three categories of
proved reserves will then be given varying degrees of credit
towards the overall borrowing base. For example, PDPs, the
category of reserves with the highest certainty of recoverability,
may be given borrowing base credit for 65% of their present value,
while PDNPs and PUDs, may only be given borrowing base credit
for as little as 25% and 10%, respectively, of their present value. A
lender may further impose limitations on the amount of the
borrowing base that PDNP and PUD reserves represent so that the
concentration of borrowing base value attributable to PDNPs and
PUDs is capped. Finally, it should be noted that other factors, such
as the existence of other debt and its relative tenor and interest rate,
can affect the amounts advanced. Consequently, given the various
factors utilised in assessing the loan value of a pool of oil and gas
assets, two borrowers with similar PVs but dissimilar assets may
have very different borrowing bases. Likewise, two borrowers with
similar PVs and similar assets, but different balance sheets, will
likely have different borrowing bases.

Some RBLs may also contain an “over-advance”, “stretch” or “non-
conforming” component to the borrowing base. This component
represents an amount that exceeds the borrowing base value of the
oil and gas properties that would result from the application of
traditional underwriting processes. The stretch component may be
justified as a decision to extend credit at a rate higher than
ordinarily done on PDNPs or PUDs, provide credit for probable
reserves, permit PDNPs or PUDs to constitute a larger share of the
borrowing base than is typical or value other factors specific to the
borrower such as there being collateral, other than reserves, that has
significant value. The stretch component is typically documented
as a separate tranche of debt within the RBL (with availability
typically terminating within the earlier of (a) an interim period of
six to eighteen months, or (b) an agreed upon event, such as the
issuance of certain unsecured indebtedness) that is subject to higher
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pricing. In any event, it is commonly designed to be interim capital
for the borrower, and the borrower is often subject to more
restrictions during the period that the non-conforming borrowing
base is outstanding.

Finally, certain credit facilities will opt for a more transparent,
formula-based calculation that utilises predetermined pricing
assumptions promulgated by the SEC or forward price curves based
upon NYMEX futures prices. Such formula-based borrowing base
calculations are most often seen in the context of term loan facilities
with institutional investors who have fewer internal technical and
engineering resources and may be more passive than traditional
commercial bank lenders.

RBL Collateral and Title Diligence

In the US, state laws treat oil and gas mineral interests in place prior
to extraction or severance of the mineral from the ground as real
property. And, like any real estate, a mortgage or deed of trust is the
instrument that is used to create a state law mortgage lien on such
mineral interests. After extraction, the mineral and the related
account receivable generated from its sale at the wellhead is
transformed into a category of personal property governed by the
Uniform Commercial Code (UCC) known as “as extracted
collateral”.
hydrocarbon molecule extracted and the account receivable
generated by its sale at the wellhead. Analogous to a “fixture”,
however, while this type of personal property asset falls under the
ambit of Article 9, non-possessory security interests attaching to as-
extracted collateral must be perfected by filing a UCC-1 financing
statement affecting as-extracted collateral in the county where the
wellhead is located. A UCC-1 financing statement filed with a
Secretary of State of the relevant State (or other appropriate filing
office) will not be effective to perfect the security interest created in
the as-extracted collateral.

As-extracted collateral is the combination of the

As oil and gas mineral interests are a species of real estate, RBL
lending raises title concerns that are analogous to those raised in
typical real estate lending. However, where a typical real estate
loan may relate to a single property or relatively discreet pool of
properties upon which diligence efforts need to be focused, because
of the highly concentrated risk of title failure, reserve-based lenders
can be more flexible in their diligence efforts depending on the
relative concentration of value in their collateral pool and the
corresponding effect of such concentration on the risk of title
failure. As an example, consider an E&P company that owns a
portfolio of oil and gas leases that numbers into the thousands, with
no single well or lease representing a statistically significant
percentage of the entire portfolio value. Given that title failure is
rarely catastrophic (i.e. a total loss), the risk of simultaneous
catastrophic title failure across this large portfolio of assets would
be low and further mitigated if the assets have been producing
without a title dispute for a long period of time. As a result, the
cost-benefit analysis of undertaking a review of title of such a large
number of properties may not be considered cost-beneficial.
Accordingly, the procedure for diligence in lending to such a
company might be an “audit” of the borrower’s lease or well files
for a number of high value assets and some other randomly chosen
lesser value ones, recognising that the borrower’s interest in
ensuring that it has good title are aligned with the lenders’ interests.
However, where significant concentration of value exists and a
higher risk of title failure is presented, reserve-based lenders may
require additional diligence in the form of county level title
searches and even updated title opinions from an oil and gas title
attorney. With respect to oil and gas mineral interests, owner’s or
mortgagee’s title insurance, however, is not commonly available in
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most states and is rarely required even where available. Finally,
surveys of the surface estate related to the mineral estate are
typically not relevant to the lender’s analysis and are not required.

Another nuance of RBL lending is that, analogous to the turnover
of inventory and accounts receivable, a borrower’s portfolio of oil
and gas assets will be constantly changing, whether by means of
acquisitions, divestitures, depletion of old reserves, discovery of
new reserves or revised reserve engineering. As a result, a lender
will need to assess whether incremental title diligence is warranted
on those new assets.

Notable RBL Structural Protections

The dynamic nature of the asset pool in RBLs requires that the
lenders take a more active role in managing the loan credit than they
might take for other types of facilities. As the portfolio changes, the
reserve report and other engineering reports which the lenders
initially analysed in making their credit assessment must be updated
and re-evaluated at periodic intervals. These periodic reevaluations
called “redeterminations” are done on a semi-annual schedule,
causing some practitioners to refer to RBLs as “six-month deals”.
In addition to these scheduled redeterminations, it is also typical for
the borrower or the lenders to have the ability to request
redeterminations on an interim or “wildcard” basis or in connection
with a significant event such as a major acquisition. Occasionally,
in cases where a borrower is rapidly acquiring and developing
proved reserves, a borrower may also be able to request quarterly
redeterminations to reflect its development activities and make
incremental capital available more quickly. At least one of the
scheduled redeterminations in each annual period will require an
independent approved petroleum engineer to prepare or audit the
reserve reports. Increases to the borrowing base in connection with
a redetermination will require the consent of all or nearly all of the
lenders and decreases to, or the maintaining of, the borrowing base
traditionally will require the consent of two-thirds of the lenders. A
borrowing base may also be “adjusted” (distinguished from a
redetermination by the absence of new reserve and other
engineering reports) to exclude assets which are sold or which have
title deficiencies, or to reflect the monetisation of a favourable
commodity price hedging arrangement.

If, at any time, the total credit exposure under the RBL exceeds the
borrowing base then in effect a “borrowing base deficiency” results.
The existence of a borrowing base deficiency will typically trigger
certain covenant limitations on the borrower and certain limited
lender rights and remedies. The main ramification, however, will
be mandatory prepayments in an amount equal to the borrowing
base deficiency. Typically, this prepayment is not immediate, but
due in one or more installments over a period ranging from 90 to
180 days (so that any borrowing base deficiency has been cured
prior to the next scheduled redetermination of the borrowing base).
This period enables the borrower to reduce its capital budget and
use production proceeds to reduce the deficiency and/or pursue an
orderly liquidation of assets to generate cash proceeds to repay the
deficiency. Some RBLs will also offer the borrower the opportunity
to cure a deficiency by supplying engineering reports on previously
unevaluated assets so that credit can be given to those assets to
supplement the borrowing base asset pool.

Hedging Covenants

Given that E&P companies are subject to commodity price
volatility, it is not surprising that RBLs may include affirmative
covenants requiring the borrower to enter into various commodity
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price swap agreements or utilise other hedging techniques to reduce
exposure to this volatility. A typical hedging covenant will require
the borrower, either as a condition to closing or within a short time
period thereafter, to enter into commodity price hedging
arrangements for an agreed upon minimum percentage of its
projected production over an agreed period. Both the minimum
volume and tenor will be based upon the incremental amount of
borrowing base credit the borrower desires, or on a credit analysis
of the borrower’s “base case” cash flow for both debt service and
budgeted expenses, including its forecasted drilling costs. These
commodity swaps are typically entered into with the RBL lenders
themselves and rank pari passu with the principal of the loans and
are secured by liens on the same oil and gas properties constituting
collateral for the loans. Hedging with RBL lenders is beneficial to
the borrower and the lenders because it avoids the need to provide
separate collateral to secure hedging exposure and reduces the
borrower’s liquidity needs. It also provides the lenders with
knowledge of the credit profile of the hedge counterparties. In
addition to minimum affirmative hedging requirements, RBLs
typically feature negative hedging covenants limiting the maximum
volume a borrower may hedge and a maximum tenor for those
hedges. The goal of these limitations is to avoid speculative hedges
and the adverse effect of having commodity hedges with notional
volumes in excess of actual physical production.

Specific Oil and Gas Representations,
Warranties and Covenants

Along with those provisions which practitioners expect in any
credit facility, RBLs contain several other oil and gas specific
provisions. The representations and warranties tend to focus on
items related to oil and gas properties, with the borrower
representing that it has good title to the properties evaluated in the
reserve report, that all wells are drilled in compliance with any
governmental requirements and that the properties are free of any
material environmental issues. Another common representation is
that the borrower has no material gas imbalances, which are
discrepancies that result from a difference between the amount of
natural gas being taken by one working interest owner over the
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volume to which it is contractually entitled. Similarly, the borrower
typically represents that it is not party to any contract such as a
“ship or pay” contract or volume or throughput guarantee (in favour
of midstream assets such as a pipeline or processing facility)
requiring the borrower to utilise and pay for capacity on the pipeline
or at the facility, whether or not hydrocarbons are actually
physically transported or processed. In general, these
representations may be viewed as diligence mechanisms designed
to help lenders understand arrangements that would impact their
determination of the borrowing base. Negative covenants
restricting the borrower from entering into marketing contracts or
engaging in marketing activities in respect of hydrocarbons
produced by third parties, or from entering into contracts for the
purchase and/or sale of hydrocarbons of third parties where the
producer takes commodity price risk on volumes to which it is not
itself producing are also common and meant to give the lenders
comfort about the nature of the borrower’s business activities. A
RBL will also contain affirmative covenants that require the
borrower to deliver certain types of information relating to its oil
and gas assets to assure the lenders that the collateral is being
adequately maintained and to assist in the regular evaluations
conducted in the context of the reserve report. These covenants
include delivery of production information on a periodic basis,
lease operating statements, reserve reports in connection with the
semiannual redeterminations, title information in connection with
the delivery of reserve reports and lists of buyers who purchase
hydrocarbons from the borrower. Additionally, a borrower will be
subject to affirmative covenants which require it to operate and
maintain its oil and gas properties in accordance with typical
industry standards.

Conclusion

RBLs continue to be the predominant senior capital funding tool for
E&P companies. The flexibility that this tool provides to both the
borrowers and the lenders creates an instrument conducive to the
various risks inherent in the oil and gas industry and the use of oil
and gas reserves as collateral.

ICLG TO: LENDING & SECURED FINANCE 2014

© Published and reproduced with kind permission by Global Legal Group Ltd, London



Simpson Thacher & Bartlett LLP

Robert Rabalais

Simpson Thacher & Bartlett LLP
909 Fannin, Suite 1475
Houston, TX 77010

USA

Tel: +1713821 5610
Fax: +1713 821 5602
Email: rrabalais@stblaw.com
URL: www.stblaw.com

Robert Rabalais is a Partner in the Houston office of Simpson
Thacher and is a member of the firm’s Banking and Credit Group
and Energy and Infrastructure Group. Robert’s practice focuses
on a range of lending and capital markets transactions in the oil
and gas exploration and production, midstream and related
service sectors. He represents corporate borrowers and issuers,
commercial banks and mezzanine lenders, institutional investors
and insurance companies.

Robert has been identified as “one of the country’s top energy
financing lawyers” by Law360 and named 2012 Houston Lawyer
of the Year for Banking and Finance Law by Best Lawyers.
Robert received his J.D. from Louisiana State University Law
Center and his B.S. from Louisiana State University.

Oil and Gas Reserve-Based Lending

Matthew Einbinder

Simpson Thacher & Bartlett LLP
909 Fannin, Suite 1475
Houston, TX 77010

USA

Tel: +1713 821 5620
Fax: +1713 821 5602
Email: meinbinder@stblaw.com
URL: www.stblaw.com

Matthew Einbinder is a senior associate in the Houston office of
Simpson Thacher and is a member of the firm’s Banking and
Credit Group and Energy and Infrastructure Group. Matthew’s
practice focuses on leveraged acquisition financings, energy and
oil and gas related financings and project financings.

Matthew recently represented Templar Energy, a First Reserve
portfolio company, in connection with its $300 million revolving
borrowing base facility and its $700 million second lien facility to
finance its acquisition of oil and gas assets. In addition, he
represented JPMorgan Chase Bank, N.A., in connection with a
$2.0 billion revolving borrowing base facility for Exco Resources,
Inc. in connection with its acquisition of oil and gas assets.
Matthew received his J.D. from University of Virginia School of
Law in 2005, and was on the Editorial Board of the Virginia Law
Review, and his B.S. from Columbia University in 2000 in applied
mathematics.

SIMPSON
THACHER

Our Houston office offers clients a compelling combination of industry knowledge, deep transactional experience and exceptional
talent. Opened in 2011, the office is a natural consequence of Simpson Thacher’s century-old energy practice. In particular, we
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Chapter 12

Lending to Health Care

Providers in the United
States: Key Collateral

and Legal Issues

McGuireWoods LLP

l. Introduction

Health care spending currently constitutes approximately 17
percent of the gross domestic product of the United States each
year. While the rate of growth in health care spending has slowed
somewhat since the 2008 recession, and politicians and
stakeholders continue to search for the magic policy bullet that will
permanently contain this growth, the massive share of the United
States economy devoted to health care is a simple fact of economic
and political life for the foreseeable future. Consequently, it should
come as no surprise that lenders continue to view the health care
industry with keen interest.

At the same time, the United States health care industry is
exceptional in ways that are unrelated to its size. The industry is
thoroughly regulated at the federal, state and local levels of
government, and government regulations and reimbursement
programs are in a constant state of flux. Most significantly, the
provision of health care services to patients is distinguished by a
pervasive third-party payor system. The majority of health care
costs in the United States are not paid by the patient receiving
services, but by third party private or government insurance
programs. With increased enrollment in Medicaid and private
insurance under the Affordable Care Act, the share of health care
costs paid by third parties is expected to grow even larger. No other
industry has a payment structure that approaches this level of
disconnect in interests between consumers of services and the
entities paying for those services. For governmental payors and
many private insurance payors, the question is not whether the
payor will be able to pay (the concern in traditional secured
lending), but how much of a given receivable will be paid and when
such payment will occur.

This chapter will address several collateral and legal issues that are
unique to secured lending transactions with United States borrowers
who provide medical services (“providers”) in exchange for
expected future payments from governmental programs or other
third-party payors. This reliance by providers on volatile
government payment programs can impair the cash flow and
liquidity of such borrowers. As a result, cash flow based loan
facilities are not an option for many providers, who must turn
instead to asset-based loans predicated on the value of receivables
owing to the provider by third-party payors. Regardless of whether
a secured lender is lending on an asset-based model or cash flow
model, however, the secured lender must understand its provider’s
third-party payor programs, how receivables under those programs
are originated and valued and how security interests in such
receivables are created, perfected and enforced.
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Il. Collateral Issues

Accounts receivable are the most common asset of a provider that
can serve as collateral for a loan facility. Many providers do not
own the real property where they practise or the equipment used in
the provision of services, and trusts and endowments that often
support hospitals and other health care facilities are customarily
restricted and cannot be used for collateral. For providers that do
not qualify for cash flow based financing, accounts receivable are
often the only type of viable collateral for a secured loan facility.
And even in a leveraged or cash flow based financing, where
liquidation of accounts receivables is not the primary anticipated
remedy after default, a health care lender must understand the third-
party payor programs and resulting receivables of the provider
borrower.

Government health care receivables and private insurance
receivables are the two most common types of health care
receivables that are financed by health care lenders. Other
receivables, such as self-pay receivables (those owing by an
uninsured or underinsured patient) and capitation payments (those
owing under managed care relationships), are often excluded from
borrowing base consideration because of the unpredictable or
questionable nature and collectability of the payment obligation.
This chapter, therefore, focuses on the principal collateral issues
arising when taking a security interest in government health care
receivables and private insurance receivables.

A. Government Receivables

1. Nature of Payments

Medicare and Medicaid are the two principal government health
care programs in the United States. Medicare is the health
insurance program for persons aged 65 or over as well as
individuals who are disabled. Medicare is funded by the federal
government and administered by the Centers for Medicaid and
Medicare Services (“CMS”). Medicaid is the health insurance
program for eligible low income individuals that is funded by the
states and by federal matching funds, and is administered by the
states subject to guidelines established by the CMS. Certain
providers are heavily dependent on Medicare and Medicaid
receivables. Typically, half of a hospital’s revenue, and up to 80%
of a skilled nursing facility’s revenue, comes from the Medicare and
Medicaid programs.

Unlike a traditional secured loan facility, the principal issue with
Medicare and Medicaid receivables is not whether the payor (the
United States or a state government) will have the ability to pay.
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Rather, the principal issue is whether the governmental payor will
pay an amount less than what was estimated or predicted by the
provider. The Medicare and Medicaid programs are notoriously
complex, and reimbursement rates are subject to change with little
notice. Further, most Medicare and Medicaid payments that a
provider receives are provisional, pending final confirmation by
audit. If an audit indicates that a provider was overpaid, the
Medicare or Medicaid payor may offset such overpayments against
future payments (against which a secured lender may have already
advanced). Lenders mitigate overpayment risk by examining
historical reimbursements and monitoring the provider’s claims
preparation process to ensure that it is consistent with customary
practice. And while any asset-based receivables financing facility
is going to give some discretion to the lender to determine
eligibility of receivables, it is not uncommon in a health care loan
facility for the lender to have substantial (or even unlimited)
flexibility to modify advance rates, set reserves (often called
“liquidity factors”) and otherwise adjust availability with respect to
government receivables. In the context of a cash flow loan, the
secured lender is also keenly interested in the provider’s historical
billing and collections practices and results as a predictor of future
cash flow.

2. So-Called “Anti-Assignment” Issues

The Medicare and Medicaid statutes contain broadly misunderstood
language commonly referred to as the “anti-assignment”
provisions. The Medicare and Medicaid statutes, and their
implementing regulations, generally prohibit payments from being
made to any party other than the provider in connection with an
“assignment” of a claim by the provider. Although the statutes and
regulations do not prohibit “assignments” of claims under the
Medicare and Medicaid programs (rather, only payments made to a
party other than the provider are prohibited), there is a stubbornly
persistent misconception that a lender cannot take an effective
security interest in Medicare and Medicaid accounts receivable
under Article 9 of the Uniform Commercial Code (“UCC”).
However, federal case law, U.S. Congressional legislative
commentary and the Medicare and Medicaid statutes and
regulations themselves clearly permit the assignment or grant of a
security interest in Medicare and Medicaid receivables so long as
payments of such receivables are made only to the provider itself.

3. Remedies and Lockbox Issues

While a secured lender can take an effective security interest in
Medicare and Medicaid receivables, there are important limitations
on such a security interest that need to be thoroughly understood by
lenders. For example, under Article 9 of the UCC, a secured party
with a security interest in accounts receivable generally has several
remedies that it may pursue after default: the secured party may (1)
notify account debtors to make payment directly to the secured
party, (2) enforce the rights of the borrower directly against the
account debtor, and (3) compromise and settle the accounts
receivable in a commercially reasonable manner. However, a
secured party with a security interest in Medicare and Medicaid
receivables generally cannot exercise any of the foregoing
remedies, because the Medicare and Medicaid statutes and the
Federal Assignment of Claims Act (which ordinarily cannot be
complied with for Medicare and Medicaid receivables) expressly
prohibit the exercise of these remedies. A secured lender should
understand that its ability to direct the liquidation of Medicare and
Medicaid receivables is substantially constrained.

Further, CMS takes seriously the statutory prohibition on making
payments to any entity other than the provider and has adopted
regulations and guidelines designed to prevent a lender from
effectively inserting itself between the governmental payor and the
provider. CMS regulations require that all Medicare and Medicaid
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payments must be initially paid to a deposit account with respect to
which only the provider can give instructions. Consequently, this
initial deposit account cannot be subject to a customary UCC three-
party “control agreement” whereby the depositary bank agrees to
give the lender the right to direct the disposition of funds in the
deposit account (even if such right is only exercised after default).
Thus, the lender cannot perfect a direct security interest in such a
deposit account through the use of a control agreement. It is
important to note that, assuming the lender has taken appropriate
steps under the UCC to perfect its security interest in all of a
provider’s Medicare and Medicaid accounts receivable, the lender
will continue to have an indirect security interest in any amounts on
deposit in such a deposit account that constitute identifiable
proceeds of the Medicare and Medicaid receivables themselves.
Nevertheless, a lender’s recourse against such proceeds of
Medicare and Medicaid receivables is severely limited until such
funds are moved out of the provider’s initial deposit account.

Where the lender itself is also the depositary bank that maintains the
provider’s deposit account into which Medicare and Medicaid
payments are made, CMS regulations require that the bank lender
agree in the loan agreement to waive its offset rights with respect to
such deposit accounts. And as part of the Medicare enrollment
process, providers are required to obtain offset waiver
confirmations from their bank lenders for deposit accounts
maintained with the bank lender that will directly receive Medicare
or Medicaid payments. As a result, until those payments are moved
to a different deposit account at the direction of the provider, bank
lenders are unable to sweep or offset such payments unilaterally.

Health care lenders mitigate the risk of not having “control” over
the initial deposit account into which Medicare and Medicaid
payments are made by utilising a structure known as a “double
lockbox™ arrangement. The goal is to move Medicare and Medicaid
payments as quickly as possible from the first “tainted” deposit
account and into a second deposit account that is not subject to the
CMS restrictions on a non-provider having “control”.

Under the “double lockbox” arrangement, the provider instructs CMS
and all other applicable governmental payors (but not insurance
payors) to make payment to a dedicated “government receivables
deposit account”. The government receivables deposit account
should be subject to a modified three-party agreement that resembles
a traditional deposit account control agreement in all ways except that
the provider retains all rights to direct disposition of funds in the
account (in order to comply with the CMS regulations). This three-
party account agreement should also provide that the depositary bank
waives its rights of setoff other than for customary account charges
and returned items (so that the lender is not competing against the
depositary bank for priority in amounts on deposit in the deposit
account). And finally, the three-party account agreement should also
provide that the provider voluntarily instructs the depositary bank to
sweep the government receivables deposit account on a daily basis to
a second deposit account over which the lender has control through a
traditional control agreement.

While the provider must retain the right to rescind the daily sweep
instructions to the second lockbox at any time in order to comply
with the CMS regulations, the loan agreement should provide that
exercising such rescission constitutes an immediate event of
default. The lender should be able to determine whether such
unauthorised redirection has occurred by monitoring cash flow in
both of the two deposit accounts (note that the CMS regulations do
not prohibit a provider from giving a lender electronic access to
review deposit account balances). If a provider were to breach its
obligations under the loan agreement and stop the automatic daily
sweep of funds to the second deposit account, only a few days of
collections should be impacted before the lender would discover the
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breach and be able to call a default and stop funding additional
loans (and presumably enter into workout discussions with the
provider or exercise remedies against the provider). CMS has
approved the double lockbox arrangement in policy statements and
private decisions.

In a scenario where the lender is also the depositary bank for the
provider, a modified form of the double lockbox arrangement is
recommended, without the need for three-party agreements. Under
this arrangement, Medicare and Medicaid payors are again instructed
to make a payment to a dedicated deposit account with respect to
which the depositary bank has waived its rights of offset, and the
provider gives revocable instructions to the depositary bank to sweep
funds out of the dedicated deposit account on a daily basis to a second
deposit account over which the depositary bank has retained its rights
of offset. Again, a lender’s remedies with respect to Medicare and
Medicaid payments are not restricted in any way once those funds are
moved by the provider from the original government receivables
deposit account and into a second deposit account.

B. Private Insurance Receivables

Prior to the 1999 amendments to Article 9 of the UCC, it was
unclear whether accounts receivable owing by a health insurance
company were within the scope of the UCC because the UCC
generally does not apply to security interests in claims under
insurance policies. Case law was split regarding whether the UCC
governed security interests in payment obligations owing by health
insurance companies under their policies. This uncertainty caused
substantial discomfort for lenders and arrangers of loans and
securitisation facilities secured by receivables owing by private
health insurance companies. As a result, practitioners documenting
such transactions often undertook the cumbersome task of creating
a lien under common law, which generally involves executing an
assignment agreement and requesting written acknowledgment
thereof from each insurance company.

The 1999 amendments to Article 9 of the UCC put this issue to rest
and created a new type of account called a “health-care-insurance
receivable” which is expressly within the scope of the UCC. Thus,
as a preliminary matter, it is now clear that a lender can obtain a
perfected security interest in health-care-insurance receivables in
the same manner as applicable to any other receivable. However,
the UCC does contain several limitations or qualifications that
apply to health-care-insurance receivables. For example, the
general rule that a secured party can send notice to an account
debtor to pay the account (and thereby create a situation where the
account debtor can no longer discharge its obligation by making
payment to the borrower) does not apply to health-care-insurance
receivables. The UCC also provides that a secured party with a
security interest in health-care-insurance receivables cannot enforce
that claim directly against the insurance company and cannot
require that the insurance company pay the secured party directly.
In short, a lender with a security interest in private health-care-
insurance receivables ends up in much the same position as it does
with Medicare and Medicaid receivables with regards to remedies
(although payments can at least be made to a deposit account over
which the lender has “control”).

To mitigate these limitations, a lender could obtain a power of
attorney authorising the lender to enforce claims held by a borrower
against such insurance companies, but the enforceability of such a
power of attorney is outside the scope of the UCC. Theoretically, a
lender could also obtain the insurance company’s consent to the
assignment and agreement to pay the lender directly after default,
but this is not realistic in most situations because private health
insurance companies typically are not willing to sign such consents.
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lll. Legal Issues

A comprehensive summary of legal and regulatory issues facing
health care providers, and thus affecting their secured lenders, is
outside the limited scope of this chapter. However, consistent with
the preceding focus on government receivables (the single largest
source of payment for most providers), the following summary of
three major United States federal health care regulatory programs
focuses on legal and regulatory risks that potentially impact a
provider’s payments under Medicare and Medicaid, because any
liabilities owing in connection with such regulatory noncompliance
can be directly offset against such payments. This summary does
not address commercial payor or state law issues, both of which can
also be significant sources of provider liability (and can thus trigger
corresponding repayment or recoupment issues).

A.  Physician Self-Referral Law (A/K/A Stark Act)

The Ethics in Patient Referrals Act of 1989 (or “Stark Act”) was
enacted for the purpose of prohibiting physicians from referring
Medicare patients to clinical laboratories in which the physicians
(or members of their immediate family) have a financial interest.
The Stark Act was amended in 1993 to (1) expand the referral
prohibitions to apply more broadly to certain “designated health
services” (“DHS”), and (2) extend the anti-referral provisions to
Medicaid patients. DHS include clinical laboratory services,
imaging and radiology services, inpatient and outpatient hospital
services, occupational therapy services, physical therapy services
and provision of durable medical equipment and supplies.

The Stark Act rules and regulations are complex and contain
detailed standards for determining whether a direct or indirect
ownership, investment or compensation arrangement exists, as well
as exceptions and “safe-harbors” to the referral prohibition. These
rules must be carefully analysed (along with a review of applicable
case law and CMS guidance) in determining whether a potential
violation exists. A secured lender, as part of its due diligence, will
scrutinise potential Stark violations based upon the relationship of
physicians (or members of their immediate family) with DHS
providers. A violation of the Stark Act may result in a denial of
Medicare or Medicaid reimbursements, required refunds of
Medicare/Medicaid amounts collected in violation of the statute,
civil penalties, and possibly exclusion from participation in the
Medicare or Medicaid programs altogether. Because such refunds
and penalties can be directly offset against future Medicare or
Medicaid payments, a lender must be aware of issues that could
arise from the physician relationships of its provider borrower.

Note that even if the Stark Act does not apply because the referred
service does not constitute a DHS, the federal Anti-Kickback
Statute may apply if a person solicits or receives any remuneration
(including any kickback, bribe or rebate) (1) in return for referring
an individual for any service for which payment may be made under
any federal health care program, or (2) in return for purchasing,
leasing or ordering any good, facility, service or item for which
payment may be made under a federal health care program.
Accordingly, lenders need to be aware that the payment or receipt
of any kind of remuneration by a borrower that is directly or
indirectly tied to referrals could implicate the federal Anti-Kickback
Statute. Fortunately, CMS has adopted several safe harbors that
provide protection (including civil and criminal immunity) for
conduct otherwise prohibited under the statute. Many financial
arrangements will not fit one of these narrow safe harbors, and as a
result must be analysed using a highly fact-specific approach.
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B. HIPAA

The Health Insurance Portability and Accountability Act of 1996
(“HIPAA”), as modified by the Health Information Technology for
Economic and Clinical Health Act (the “HITECH Act”), is a federal
statute with two primary purposes: (1) to provide for administrative
simplification of certain health care information through the
development of standards and requirements for the electronic
transmission of health care information, and (2) to provide federal
protection for the privacy and security of such information.

HIPAA primarily applies to providers and health plans, which are
referred to as “covered entities”. As discussed more fully below,
HIPAA also applies to “business associates” of covered entities.
Under HIPAA, the United States Department of Health and Human
Services has established detailed privacy standards (the “Privacy
Rules”) to protect certain personal health information stored and
transmitted in electronic form. The Privacy Rules regulate the use
and disclosure by covered entities of “protected health information”
(“PHI”), which is individually identifiable health information
maintained in a system of records by a covered entity. The Privacy
Rules provide that a covered entity may not use or disclose PHI to
anyone other than to the individual patient to which such
information relates, except for purposes of treatment, payment or
health care operations as permitted under the applicable rules.
Violations of HIPAA by a provider may result in civil fines and
criminal penalties, which could be offset against Medicare and
Medicaid payments owing to the provider.

The Privacy Rules are of particular concern to a secured lender
whose primary collateral consists of the provider’s Medicare and
Medicaid accounts receivable, because the fine details regarding
such accounts receivable almost certainly contain PHI. HIPAA
does permit disclosure by a covered entity of PHI to third-party
“business associates” in connection with treatment, payment, or
health care operations. Some lenders conclude that they may be
deemed ‘“business associates” as a result of their lending
relationship and choose to enter into a written business associate
agreement with the provider to formalise the relationship.
However, there is little regulatory guidance regarding whether a
secured lender should in fact be treated as a business associate.
Regardless, because a health care lender could have direct or
indirect liability under HIPAA with respect to any PHI that it
receives (knowingly or otherwise), lenders should never request
PHI and should carefully outline what collateral reporting will be
required from the provider in a manner that expressly precludes the
reporting of any PHI. Many health care lenders adopt internal
policies to ensure that they do not receive PHI and to establish steps
to seek legal advice regarding its obligations under HIPAA if
disclosure of PHI is inadvertently made to the lender.

C. False Claims Act

The False Claims Act is a federal statute that applies to any person
who knowingly (1) presents a fraudulent claim for money or
property against the United States, or (2) makes or causes to be
made a false statement to obtain payment or approval of a false
claim paid. The most common example of a violation in the health
care context is a provider who intentionally overcharges the federal
government for Medicare reimbursement. Notably, Stark Act and
Anti-Kickback Statute violations can serve as the basis for a cause
of action under the False Claims Act, effectively transforming each
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claim submitted in violation of Stark or the Anti-Kickback Statute
into a false claim.

The False Claims Act contains a “qui tam” provision whereby
private citizens (known as “relators” or, more colloquially, as
“whistle blowers”) are permitted to sue on the federal government’s
behalf. The False Claims Act provides for financial incentives,
through damages, to encourage private citizens and their counsel to
bring such actions. In order to validly pursue a false claims action,
the relator must file a complaint in U.S. District Court under seal.
After an investigation by the Department of Justice (“DOJ”), the
DOJ decides whether or not it will pursue (or “intervene” in) the
case. The DOJ has the option whether to intervene, and less than
half of qui tam false claims suits result in intervention by the DOJ.
If the DOJ declines to intervene, the relator may still prosecute the
action on behalf of the United States, and, in such case, the United
States will not be a party to the proceedings (apart from its right to
any recovery). Several states also have adopted similar statutes for
Medicaid claims.

The False Claims Act provides for treble damages and a $5,500 to
$11,000 penalty for each violation. A provider’s improper billing of
its Medicare claims over an extended period of time can easily give
rise to thousands of separate violations. Successful qui tam actions
are regularly brought against providers resulting in significant
payments of aggregated penalties and forfeitures by those providers
and the collection of significant payments by the government and
the relators in those cases. Penalties for False Claims Act violations
can quickly add up to an amount that exceeds the outstanding
Medicare and Medicaid receivables owing to a provider, and
consequently a lender should review billing procedures and policies
before entering into, and during the continuance of, a loan
transaction with a provider. Practically speaking, there is no
quicker way for a provider to find itself in bankruptcy proceedings
than through the prosecution of a large successful qui tam suit,
though it is common for the DOJ to enter into a settlement
agreement with a provider for the payment over time of obligations
arising from False Claims Act violations, particularly if the provider
serves a geographic or other market niche that needs to be preserved
for policy reasons. Nevertheless, meaningful False Claims Act
violations by a provider have the potential to materially reduce or
expunge the value and collectability of the primary collateral for a
secured lender.

IV. Conclusion

Notwithstanding the issues discussed above with respect to
collateral and legal concerns in the health care space, lending
activity remains robust and competitive. Because of the premium
placed on expertise and experience with these collateral and legal
issues, most lenders have dedicated departments and personnel
(particularly workout specialists) who work exclusively with
borrowers in the health care industry. Managed appropriately, loan
transactions with health care providers can provide robust collateral
coverage and borrower performance.
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Chapter 13

A Comparison of Key
Provisions in U.S. and
European Leveraged Loan

Agreements

[

Skadden, Arps, Slate, Meagher & Flom LLP

While there are many broad similarities in the approach taken in
European and U.S. leveraged loan transactions, there are also a
number of significant differences in respect of commercial terms
and general market practice. The importance of having a general
understanding of these differences has been highlighted in recent
years as an increasing number of European borrowers, suffering
from macroeconomic uncertainty and regulatory constraints at
home, have looked to the highly liquid U.S. syndicated leveraged
loan market as an attractive alternative source of funding.

This chapter will focus only on certain key differences between
practice in the United States and Europe that may be encountered in
a typical leveraged loan transaction. References throughout this
article to “U.S. loan agreements” and “European loan agreements”
should be taken to mean New York-law governed and English-law
governed leveraged loan agreements, respectively.

This chapter is intended as an overview and a primer for
practitioners. It is divided into three parts: Part A will focus on
differences in documentation and facility types, Part B will focus on
covenants and undertakings and Part C will consider differences in
syndicate management.

Part A - Documentation and Facility Types

Form Documentation

In both the European and U.S. leveraged loan markets, the standard
forms used as a starting point for negotiation and documentation
greatly influence the final terms. In Europe, both lenders and
borrowers, through conduct adopted over a number of years, have
typically become accustomed to and comfortable with using an
“industry standard form” as a starting point for documentation.
However, in the United States, such practice has not emerged and
the form on which the loan documentation will be based (as well as
who “holds the pen” for drafting the documentation) — which may
greatly influence the final outcome — will be the subject of
negotiation at an early stage.

Market practice in Europe has evolved through the influence of the
Loan Market Association (or the “LMA”) and the widespread
membership it attracts from those involved in the financial sector:
the LMA is comprised of more than 500 member organisations,
including commercial and investment banks, institutional investors,
law firms, service providers and rating agencies. While the LMA
originated with the objective of standardising secondary loan
trading documentation, it now plays an essential role in the primary
loan market by producing recommended forms of English law
documents suitable for a variety of circumstances, including for
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investment grade loan transactions, leveraged acquisition finance
transactions and real estate finance transactions.

Market practice in Europe invariably anticipates that parties will
adopt the LMA recommended form documents as a starting point
for syndicated loans (and the practice of individual law firms or
banks using their own form of loan document has largely
disappeared). An important reason for starting with the LMA
standard forms is familiarity of the European investor market with
the documents, hopefully adding to the efficiency of review and
comprehension not just by those negotiating the documents but also
by those who may be considering participating in the loan. The
LMA recommended forms are only a starting point, however, and
whilst typically, the “back-end” LMA recommended language for
boilerplate and other non-contentious provisions of the loan
agreement will be only lightly negotiated (if at all), the provisions
that have more commercial effect on the parties (such as mandatory
prepayments, business undertakings, representations and
warranties, conditions to drawdown, etc.) remain as bespoke to the
specific transaction as ever.

Similar to the LMA in Europe, the Loan Syndications and Trading
Association (the “LSTA”) in the United States (an organisation of
banks, funds, law firms and other financial institutions) was formed
to develop standard procedures and practices in the trading market
for corporate loans. One of the main practical differences from the
LMA, however, is that although the LSTA has developed
recommended standard documentation for loan agreements, those
forms are rarely used as a starting draft for negotiation. Instead,
U.S. documentation practice has historically been based on the form
of the lead bank or agent, albeit that many banks’ forms incorporate
LSTA recommended language.

Increasingly, however, in both Europe and the United States, strong
sponsors succeed in negotiating from an agreed borrower-friendly
sponsor precedent drafted by the borrower’s counsel. Even if the
lead lender’s counsel is responsible for drafting, sponsors often
negotiate a specific precedent or form on which the loan
documentation will be based.

Facility Types

The basic facility types in both U.S. and European loan agreements
are very similar. Each may typically provide for one or more term
loans (ranking equally but with different maturity dates,
amortisation profiles (if amortising) and interest rates) and a pari-
passu ranking revolving credit facility. Of course, depending on the
nature of the borrower’s business, there could be other specific,
standalone facilities, such as facilities for acquisitions, working
capital and letters of credit.
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In the United States, as in Europe, revolving and term loan facilities
typically share the same security package (or liens in U.S. loan
market parlance) and priority. However, in the United States, some
revolving loan facilities may be structured as “first-out-revolvers”
to make such loans more attractive to potential investors. First-out-
revolvers are secured by the same liens granted to all pari-passu
creditors but provide for payment priority to the first-out-revolvers
in respect of collateral proceeds.

Mezzanine finance has historically been common in the European
market. Despite sharing the same name, “mezzanine” finance terms
in Europe are more akin to U.S. second lien term loans than
“mezzanine” financing in the United States. European mezzanine
loans largely follow the same form as the senior loan agreement,
though with higher pricing, a longer final maturity, more relaxed
financial covenants, and secured on a subordinated basis to the
senior loan (and, typically, containing call protection provisions).

U.S. Term B loans are typically made by U.S. based institutional
investors (historically, there has not been much European investor
appetite for this type of debt) and provide a higher interest rate and
a lower rate of amortisation during the life of the loan than Term A
loans, which are syndicated in the United States to traditional
banking institutions. Compared to European mezzanine loans, U.S.
Term B loans contain broadly more relaxed covenants, with a clear
market trend emerging of the convergence of certain key terms with
those found in the high yield debt market. While in Europe, some
very strong sponsors and borrowers have been able to negotiate
similarly relaxed terms for some time in their European loan
agreements, for certain other European sponsors and borrowers,
U.S. Term B loans (and/or the U.S. high yield bond market) have
provided an increasingly popular alternative means of achieving a
similar outcome.

Certainty of Funds

Another key difference between the U.S. and European loan
markets relates to the issue of certainty of funds in an acquisition
finance context. In the United Kingdom, when financing an
acquisition of a U.K. incorporated public company involving a cash
element, the City Code on Takeovers and Mergers requires
purchasers to have “certain funds” prior to the public announcement
of any bid. The bidder’s financial advisor is required to confirm the
availability of the funds and, if it does not diligence this
appropriately, may be liable to provide the funds itself should the
bidder’s funding not be forthcoming. Understandably, both the
bidder and its financial advisor need to ensure the highest certainty
of funding.

In practice, this requires the full negotiation and execution of loan
documentation and completion of conditions precedent (other than
those conditions that are also conditions to the bid itself) at the bid
stage of an acquisition financing. The concept of “certain funds”
has also permeated the private buyout market in Europe, so that the
lenders in a private acquisition finance transaction are, in effect,
required to confirm satisfaction of all of their financing conditions
at the signing of the loan agreement and dis-applying any drawstop
events (subject to limited exceptions) until after completion of the
acquisition.

In the United States, however, there is no regulatory certain fund
requirement as in the United Kingdom. In U.S. acquisition
financing, commitment papers, rather than loan documents, are
typically executed simultaneously with the purchase agreement.
Ordinarily, while such commitment papers are conditioned on the
negotiation of definitive loan documentation, they contain
“SunGard” clauses that limit the representations and warranties
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made by the borrower and the delivery of certain types of collateral
required by the lenders on the closing date of the loan.

Part B - Covenants and Undertakings

Many of the most significant differences between U.S. and
European loan agreements lie in the treatment and documentation
of covenants (as such provisions are termed in U.S. loan
agreements) and undertakings (as such provisions are termed in
European loan agreements). This Part B explores the differences in
some of the more intensively negotiated covenants/undertakings,
recognising that the flexibility afforded to borrowers in these
provisions depends on the financial strength of the borrower, the
influence of a sponsor and market conditions.

Notwithstanding the various differences (outlined below), U.S. and
European loan agreements utilise a broadly similar credit “ring
fencing” concept, which underpins the construction of their
respective covenants/undertakings. In U.S. loan agreements,
borrowers and guarantors are known as “loan parties”, while their
European equivalents are known as “obligors”. In each case, loan
parties/obligors are generally free to deal between themselves on
the basis they are all within the credit group and are bound under
the terms of the loan agreement. However, to minimise the risk of
credit leakage, loan agreements will invariably restrict dealings
between loan parties/obligors and other members of the borrower
group that are not loan parties/obligors, as well as third parties
generally. In U.S. loan agreements there is usually an ability to
designate members of the borrower’s group as “unrestricted
subsidiaries” so that they are not restricted under the loan
agreement. However, the loan agreement will then limit dealings
between members of the restricted and unrestricted group.

Restrictions on Indebtedness

U.S. and European loan agreements will almost always include an
“indebtedness covenant” (in U.S. loan agreements) or a “restriction
on financial indebtedness” undertaking (in European loan
agreements) which prohibits the borrower (and usually, its
subsidiaries) from incurring indebtedness outside of the amounts
drawn under the particular loan facility. Typically, “indebtedness”
will be broadly defined in the loan agreement to include borrowed
money and other obligations such as notes, letters of credit,
contingent obligations, guaranties and guaranties of indebtedness.

In U.S. loan agreements, the indebtedness covenant prohibits all
indebtedness, then allows for certain customary exceptions (such as
the incurrence of intercompany debt, certain acquisition debt,
certain types of indebtedness incurred in the ordinary course of
business or purchase money debt), as well as a specific list of
exceptions tailored to the business of the borrower. The
indebtedness covenant will also typically include an exception for a
general “basket” of debt, which can take the form of a fixed amount
or a formula based on a ratio, an incurrence test or a combination
such as the greater of a fixed amount and a ratio formula.
Reclassification provisions (allowing the borrower to utilise one
type of permitted debt exception and then reclassify the incurred
permitted debt under another exception) are also becoming more
common in the United States.

The restriction on financial indebtedness undertaking typically
found in European loan agreements is broadly similar to its U.S.
covenant counterpart and usually follows the same construct of a
general prohibition on all indebtedness, followed by certain
“permitted debt” exceptions (both customary ordinary course type
exceptions as well as specifically tailored exceptions requested by
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the borrower). However, unlike in the United States, ratio debt
exceptions and reclassification provisions are not yet commonly
seen in European leveraged loan agreements.

Restrictions on Granting Security / Liens

U.S. loan agreements will also invariably restrict the ability of the
borrower (and usually, its subsidiaries) to incur liens. A typical U.S.
loan agreement will define “lien” broadly to include any charge,
pledge, claim, mortgage, hypothecation or otherwise any
arrangement to provide a priority or preference on a claim to the
borrower’s property. This lien covenant prohibits the incurrence of
all liens but provides for certain typical exceptions, such as liens
securing any permitted indebtedness, purchase money liens,
statutory liens and other liens that arise in the ordinary course of
business.

In the European context, the restriction on liens is known as a
“negative pledge”. Rather than the “lien” concept, European loan
agreements will generally prohibit a borrower (and obligors under
the loan agreement) from providing “security”’, where security is
broadly defined to include mortgages, charges and pledges, but may
also include other preferential arrangements. As with U.S. loan
agreements, the prohibition on providing security is subject to a list
of customary and specifically negotiated “permitted security”
exceptions. Importantly, most European loan agreements will
specifically prohibit “quasi-security” in the negative pledge (where
quasi-security includes such things as sale and leaseback
arrangements, retention of title arrangements and certain set-off
arrangements) in circumstances where the arrangement or
transaction is entered into primarily to raise financial indebtedness
or to finance the acquisition of an asset. Borrowers are also
typically able to negotiate a “general basket” to permit the securing
of a certain fixed amount of general indebtedness, although a
general carve-out for security securing any permitted indebtedness
is rare. Of course, borrowers may be able to negotiate specific
“permitted  security”  exceptions depending on their
creditworthiness and specific business requirements.

Restriction on Investments

A restriction on the borrower’s ability to make investments is
commonly found in U.S. loan agreements. “Investments” include
loans, advances, equity purchases and other asset acquisitions.
Historically, investments by loan parties in non-loan parties have
been capped at modest amounts. In some recent large cap deals,
loan parties have been permitted to invest uncapped amounts in any
of their subsidiaries, including foreign subsidiaries who are not
guarantors under the loan documents. Other generally permitted
investments include short term securities or other low-risk liquid
investments, loans to employees and subsidiaries, and investment in
other assets which may be useful to the borrower’s business. In
addition to the specific list of exceptions, U.S. loan agreements also
include a general basket, sometimes in a fixed amount, but
increasingly based on a flexible “builder basket” growth concept.

This “builder basket” concept, typically defined as a “Cumulative
Credit” or an “Available Amount”, represents an amount the
borrower can utilise for investments, restricted payments (as
discussed below), debt prepayments or other purposes. Typically,
the builder basket begins with a fixed-dollar amount and “builds” as
retained excess cash flow (or in some agreements, consolidated net
income) accumulates. Some loan agreements may require a
borrower to meet a pro forma financial test to use the builder
basket. If the loan agreement also contains a financial maintenance
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covenant (such as a leverage covenant), the borrower may also be
required to satisfy a tighter leverage ratio to utilise the builder
basket for an investment or restricted payment. Some sponsors
have also negotiated loan documents that allow the borrower to
switch between different builder basket formulations for added
flexibility.

European loan agreements will typically contain stand-alone
undertakings restricting the making of loans, acquisitions, joint
ventures and other investment activity by the borrower (and other
obligors). While the use of builder baskets is still unusual in
European loan agreements, often acquisitions will be permitted if
funded from certain sources, such as retained excess cash flow.
Exceptions by reference to ratio tests alone are not commonly seen
in European loan agreements, although they frequently form one
element of the tests that need to be met to allow investments such
as permitted acquisitions.

Restricted Payments

U.S. loan agreements will typically restrict borrowers from making
payments on equity, including repurchases of equity, payments of
dividends and other distributions, as well as payments on
subordinated debts. As with the covenants outlined above, there are
typical exceptions for restricted payments not materially adverse to
the lenders, such as payments on equity solely in shares of stock, or
payments of the borrower’s share of taxes paid by a parent entity of
a consolidated group.

In European loan agreements, such payments are typically
restricted under separate specific undertakings relating to dividends
and share redemptions or the making of certain types of payments,
such as management and advisory fees, or the repayment of certain
types of subordinated debt. As usual, borrowers will be able to
negotiate specific carve-outs (usually hard capped amounts) for
particular “permitted payments” or “permitted distributions” as
required (for example, to permit certain advisory and other
payments to the sponsor), in addition to the customary ordinary
course exceptions.

In U.S. loan agreements, a borrower may use its “builder basket” or
“Available Amount” (see above) for restricted payments,
investments and prepayments of debt, subject to annual baskets
consisting of either a fixed-dollar amount or a certain financial ratio
test. In some recent large cap and sponsored middle market deals in
the United States, borrowers have been permitted to make restricted
payments subject only to being in pro forma compliance with a
specific leverage ratio, rather than meeting an annual cap or basket
test.

European loan agreements typically do not provide this broad
flexibility. However, some strong sponsors have been able to
negotiate provisions permitting payments or distributions from
retained excess cash flow, subject (typically) to satisfying a certain
leverage ratio.

Call Protection

In both European and U.S. loan agreements, borrowers are
commonly permitted to voluntarily prepay loans in whole or in part
at any time. However, some U.S. loan agreements do include call
protection for lenders, requiring the borrower pay a premium if
loans are repaid within a certain period of time. While “hard call”
premiums (where term loan lenders receive the premium in the call
period for any prepayment, regardless of the source of funds or
other circumstances) are rare, “soft call” premiums (typically 1%)
on prepayments made within the first year, or increasingly, the first
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six months, and made as a part of a refinancing or re-pricing of
loans are common in the U.S. loan market.

While call protection is relatively rare in the European market for
senior debt, soft call protections have been introduced in certain
European loans which have been structured to be sold or syndicated
in the U.S. market. Call protection provisions are more commonly
seen in the second lien tranche of European loans and mezzanine
facilities (typically containing a gradual step down in the
prepayment premium from 2% in the first year, 1% in the second
year, and no call protection thereafter).

Voluntary Prepayments and Debt Buybacks

During the financial crisis, many U.S. borrowers amended existing
loan agreements to allow for non-pro rata discounted voluntary
prepayments of loans that traded below par on the secondary
market. Although debt buybacks are much less frequent in the
current strong syndicated loan market, the provisions allowing for
such prepayments have become standard in U.S. loan agreements.

U.S. loan agreements typically require the borrower to offer to
repurchase loans ratably from all lenders, in the form of a reverse
“Dutch auction” or similar procedure. Participating lenders are
repaid at the price specified in the offer and the buyback is
documented as a prepayment or an assignment. Loan buybacks
may also take the form of a purchase by a sponsor or an affiliate
through non-pro rata open market purchases. These purchases are
negotiated directly with individual lenders and executed through a
form of assignment. Unlike loans repurchased by the borrower and
then cancelled, loans assigned to sponsors or affiliates may remain
outstanding. Lenders often cap the amount that sponsors and
affiliates may hold and also restrict the right of such sponsors or
affiliates in voting the loans repurchased.

Similarly, in European loan agreements, “Debt Purchase
Transaction” provisions have been included in LMA recommended
form documentation since late 2008. The LMA standard forms
contain two alternative debt purchase transaction provisions — one
that prohibits debt buybacks by a borrower (and its subsidiaries),
and a second alternative that permits such debt buybacks, but only
in certain specific conditions (for example, no default continuing,
the purchase is only in relation to a term loan tranche and the
purchase is made for consideration of less than par).

Where the loan agreement permits the borrower to make a debt
purchase transaction, to ensure that all members of the lending
syndicate have an opportunity to participate in the sale, it must do
so either by a “solicitation process” (where the parent of the
borrower or a financial institution on its behalf approaches each
term loan lender to enable that lender to offer to sell to the borrower
an amount of its participation) or an “open order process” (where
the parent of the borrower or financial institution on its behalf
places an open order to purchase participations in the term loan up
to a set aggregate amount at a set price by notifying all lenders at
the same time).

Both LMA alternatives permit debt purchase transactions by the
sponsor (and its affiliates), but such purchasers are subject to the
disenfranchisement of the sponsor (or its affiliate) in respect the
purchased portion of the loan.

Financial Covenants

Historically, U.S. and European leveraged loan agreements
contained at least two maintenance financial covenants: total
leverage; and interest coverage, typically tested at the end of each
quarter.
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In the United States, “covenant-lite” loan agreements containing no
maintenance or ongoing financial covenants are increasingly
common in large cap deals and have found their way into many
middle market deals. In certain transactions, the loan agreement
might be “quasi-covenant-lite” meaning that it contains only one
maintenance financial covenant (usually a leverage covenant)
which is applicable only to the revolver and only when a certain
percentage of revolving loans are outstanding (15-25% is fairly
typical, but has been as high as 37.5%). Covenant-lite (or quasi-
covenant-lite) loan agreements may nonetheless contain financial
ratio incurrence tests — such tests are used merely as a condition to
incurring debt, making restricted payments or entering into other
specified transactions. Unlike maintenance covenants, incurrence
based covenants are not tested regularly and a failure to maintain
the specified levels would not, in itself, trigger a default under the
loan agreement.

European loan agreements invariably include on-going financial
maintenance covenants with a quarterly leverage ratio test being the
most common. Despite the trend of covenant-lite deals in the U.S.
market, it is fair to say that they are currently less prevalent in the
European market although becoming more so, especially where it is
intended that the loan will be syndicated in the U.S. market in
addition to the European market.

In the United States, the leverage covenant historically measured all
consolidated debt of all subsidiaries of the borrower. Today,
leverage covenants in U.S. loan agreements frequently apply only
to the debt of restricted subsidiaries (those subsidiaries designated
by the borrower to be subject to financial and negative covenants).
Moreover, leverage covenants sometimes only test a portion of
consolidated debt — sometimes only senior debt or only secured
debt (and in large cap deals of top tier sponsors sometimes only first
lien debt). Lenders are understandably concerned about this
approach as the covenant may not accurately reflect overall debt
service costs. Rather, it may permit the borrower to incur unsecured
senior or subordinated debt and still remain in compliance with the
leverage covenant. This is not a trend that has yet found its way
over to Europe.

In the event a U.S. loan agreement contains a leverage covenant, it
invariably uses a “net debt” test by reducing the total indebtedness
(or portion of debt tested) by the borrower’s unrestricted cash and
cash equivalents. Lenders sometimes cap the amount of cash a
borrower may net out to discourage both over-levering and
hoarding cash (though the trend in U.S. loan agreements is towards
uncapped netting).

In Europe, the total net debt test is tested on a consolidated group
basis, with the total net debt calculation usually including the debt
of all subsidiaries (but obviously excluding intra-group debt).
Unlike the cap on netted cash and cash equivalents in some U.S.
loan agreements, European borrowers net out all cash in calculating
compliance with the covenant.

With strong sponsor backing, borrowers have increasingly eased the
restriction of financial covenants by increasing the amount of add-
backs included in the borrower’s EBITDA calculation. Both U.S.
and European loan documents now include broader and more
numerous add-backs including transaction costs and expenses,
restructuring charges, payments to sponsors and certain
extraordinary events. Recently many borrowers have negotiated
add-backs (generally to the extent reasonably identifiable and
factually supportable) for projected and as-yet unrealised cost
savings and synergies. While lenders have accommodated savings
and synergies add-backs, increasingly such add-backs are capped at
a fixed amount or certain percentage of EBITDA (15% in the
United States, 5-20% in Europe).
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Equity Cures of Financial Covenants

For a majority of sponsor deals in the United States, loan
agreements that contain a financial maintenance covenants also
contain the ability for the sponsor to provide an “equity cure” for
non-compliance. The proceeds of such equity infusion are usually
limited to the amount necessary to cure the applicable default, and
are added as a capital contribution (and deemed added to EBTIDA
or other applicable financial definition) for this this purpose.
Because financial covenants are meant to regularly test the financial
strength of a borrower independent of its sponsor, U.S. loan
agreements increasingly place restrictions on the frequency (usually
no more than two fiscal quarters out of four) and absolute number
(usually no more than five times over the term of the credit facility)
of equity cures.

In Europe, equity cure rights have been extremely common over the
last few years. As in the United States, the key issues for
negotiation relate to the treatment of the additional equity, for
example, whether it should be applied to increase cash flow or
earnings, or otherwise reduce indebtedness. Similar restrictions
apply to equity cure rights in European loan documents as they do
in the United States in respect of the frequency and absolute number
of times an equity cure right may be utilised — however, in Europe
the frequency is typically lower (and usually, an equity cure cannot
be used in consecutive periods) and is subject to a lower overall cap
(usually, no more than two or three times over the term of the
facility). From a documentation perspective, it is also important to
note that there is no LMA recommended equity cure language.

Part C - Syndicate Management

Voting Thresholds

In U.S. loan agreements, for matters requiring a vote of syndicate
lenders holding loans or commitments, most votes of “required
lenders” require only a simple majority of lenders (that is, more
than 50% of lenders by commitment size) for all non-unanimous
issues. In European loan agreements, most votes require 66.67%
or more affirmative vote of lenders by commitment size. In some,
but not all, European loan agreements, certain votes that would
otherwise require unanimity may instead require only a “super-
majority” vote, ranging between 85-90% of lenders by
commitment size. Such super majority matters typically relate to
releases of transaction security or guarantees, or an increase in the
facilities.

“Unanimous” decisions in U.S. loan agreements are limited to
fundamental matters and require the consent only of affected
lenders (and are not, therefore, truly unanimous), while in European
loan agreements (except where they may be designated as a super
majority matter), decisions covering extensions to payment dates
and reductions in amounts payable (even certain mandatory
prepayment circumstances), changes to and
commitments, transfer provisions and rights between lenders all
require the unanimous consent of lenders (not just those affected by
the proposed changes).

currencies

Yank-a-Bank

U.S. loan agreements often contain provisions allowing the
borrower to remove one or more lenders from the syndicate in
certain circumstances. A borrower may, for example remove a
lender where such lender refuses to agree to an amendment or
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waiver requiring the unanimous consent of lenders, if the “required
lenders” (typically more than 50% of lenders by commitment) have
consented. Other reasons a borrower may exercise “yank-a-bank”
provisions are when a lender has a loss of creditworthiness, has
defaulted on its obligations to fund a borrowing or has demanded
certain increased cost or tax payments. In such circumstances, the
borrower may facilitate the sale of the lender’s commitment to
another lender or other eligible assignee. In most European loan
agreements, yank-a-bank provisions are also routinely included
(described as such or as “Defaulting Lender” provisions) and are
similar in mechanism. However, the threshold vote for “required
lenders” is typically defined as at least 66.67% of lenders by
commitment.

Snooze-You-Lose

In addition to provisions governing the required votes of lenders,
most European loan agreements will also contain “snooze-you-
lose” provisions, which favour the borrower when lenders fail to
respond to a request for an amendment, consent or waiver. Where
a lender does not respond within a specific time frame, such
lender’s vote or applicable percentage is discounted from the total
when calculating whether the requisite vote percentage have
approved the requested modification. Similar provisions are rare in
U.S. loan agreements.

Transfers and Assignments

In European loan agreements, lenders may assign their rights or
otherwise transfer by novation their rights and obligations under the
loan agreement to another lender. Typically, lenders will seek to
rely on the transfer mechanism, utilising the standard forms of
transfer certificates which are typically scheduled to the loan
agreement. However, in some cases, an assignment may be
necessary to avoid issues in some European jurisdictions which
would be caused by a novation under the transfer mechanic
(particularly in the context of a secured deal utilising an English-
law security trust, which may not be recognised in some European
jurisdictions).

Generally, most sub-investment grade European deals will provide
that lenders are free to assign or transfer their commitments to other
existing lenders (or an affiliate of such a lender) without consulting
the borrower, or free to assign or transfer their commitments to a
pre-approved list of lenders (a white list), or not to a predetermined
list of lenders (a blacklist). For stronger borrowers in both Europe
and the United States, the lenders must usually obtain the consent
of the borrower prior to any transfer or assignment to a lender that
is not an existing lender (or affiliate).

In the United States, the LSTA has recommended “deemed consent”
of a borrower where a borrower does not object to proposed
assignments within five business days. Similar to stronger
European borrowers and sponsors who are able to negotiate a
“blacklist”, stronger borrowers in the United States, or borrowers
with strong sponsors, often negotiate a “DQ List” of excluded
(disqualified) assignees. Recently in the United States, large cap
borrowers have pushed for expansive DQ lists and the ability to
update the list post-closing (a development not seen in European
loan agreements). In both the European and US contexts, the DQ
List or blacklist helps the borrower avoid assignments to lenders
with difficult reputations.

In the U.S. market, exclusion of competitors and their affiliates is
also negotiated in the DQ List. In European loan agreements, the
LMA recommended form assignment and transfer language
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provides that existing lenders may assign or transfer their
participations to other banks or financial institutions, or to trusts,
funds or other entities that are “regularly engaged in or established
for the purpose of making, purchasing or investing in loans,
securities or other financial assets”. This language has the practical
effect of limiting the potential range of investors in the loan,
including competitors of the borrower.

Conclusion

As highlighted in this article, it is important for practitioners and
loan market participants to be aware of the key differences in the
commercial terms and market practice in European and U.S.
leveraged loan transactions. While there are many broad
similarities between the jurisdictions, borrowers and lenders that
enter into either market for the first time may be surprised by the
differences, some of which may appear very subtle but which are of
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significance. As more and more European based borrowers attempt
to access the U.S. syndicated loan market by entering into U.S. loan
agreements (whether to obtain more favourable pricing or better
loan terms generally), the importance of having a general
understanding of the differences is now even more critical.

For further information in relation to any aspect of this chapter,
please contact Sarah Ward in New York by email at
sarah.ward@skadden.com or by telephone at +1 212 735 2126 or
Mark Darley in London by email at mark.darley@skadden.com or
by telephone at +44 20 7519 7160.
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Chapter 14

Financing in Africa:

A New Era

Orrick, Herrington & Sutcliffe LLP

Numerous publications have discussed the recent dynamism of the
Sub-Saharan African economy, the increasing levels of foreign
direct investment in the region (particularly from Asia), and the
trend towards industrialisation which might reduce reliance upon
natural resources. Rather than revisit these themes, we thought it
would be useful to highlight another, perhaps less visible,
development which we have observed as legal practitioners
advising on matters in the region.

The change concerns business practices, in particular in the field of
finance. In the past, business practices in Sub-Saharan Africa (with
the exception of certain jurisdictions, such as South Africa) have
tended to be far less technically sophisticated than those applied in
other regions of the world. This was particularly the case in the
areas of public and private financing. In recent years, however, we
have observed a very rapid growth in the sophistication of business
practices in the region, to such an extent that it may now be said that
the techniques applied in Sub-Saharan Africa are much the same as
those applied internationally. This clearly serves to facilitate
foreign investment and business activity within the region and to
permit development. The impact on private and public financing
practices has been especially significant.

There are many possible reasons for this shift. For example, a
number of professionals of Sub-Saharan origin have returned to the
region from business centres such as London, Paris and New York,
bringing with them international techniques and practices. An
increasing number of regional private financial institutions are also
participating in sophisticated financial transactions alongside
international financial institutions with a resulting transmission of
know-how. Furthermore, there has been considerable investment in
legislative and regulatory reforms which now provide a
sophisticated framework in which modern techniques applied in
other regions can flourish.

In this article we have chosen to highlight two specific legal factors

which we believe have contributed to the trend and illustrate it well:

] multilateral support for external legal advisors to African
States; and

] regulatory reforms permitting the growth of a sophisticated
regional capital market in Francophone West Africa.

1. Levelling the Legal Playing Field

1.1 For many decades, multilateral and bilateral development
agencies have provided “technical assistance grants” to African
governments. These grants were usually made to support research
and development activities in science, medicine, engineering, etc.
Technical assistance grants were also, to a lesser extent, made
available in the fields of law and regulation, but principally to
support institutional or fundamental legal reforms.
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1.2 As such, for a long time, technical assistance grants were not
available to African States to finance the cost of legal advisors on
transactional or litigious matters, in particular in the field of
financing. African countries, with their significant financial
challenges, could therefore rarely afford to engage local or
international legal advisors, and very often did without. As a result,
when negotiating or litigating with the private sector, they would
often rely only on the over-stretched resources of their Ministries.
In these circumstances, the private sector party would invariably
enjoy a considerable advantage in terms of expertise and resources.

1.3 This had various consequences. First, the interests of the State
would be weakly defended, and the resulting contract or settlement
would be heavily skewed in favour of the private sector party.
Secondly, the structuring, documentation and implementation of
these transactions or settlements tended to be simplistic, using few
of the sophisticated techniques commonly applied in other regions
to achieve optimal results. Thirdly, the absence of experienced,
external advisors made it easier for unethical practices to flourish
on both the private and public sector sides.

1.4 Furthermore, when African States entered into heavily
imbalanced transactions or settlements, the imbalanced nature of
the transaction tended only to be identified as such within the
country long after it had taken effect. When this would finally
occur, the State would have little legal recourse and would
commonly resorted to unilateral rescission of the transaction or
settlement. This in itself would lead to significant liability for the
State, but was also more broadly unsatisfactory as it undermined the
legal certainty of the jurisdiction from the perspective of future
potential investors.

1.5 It gradually became clear to the development community that it
was critically important for African States to be able to engage
appropriate legal advisors, in particular on financing matters. Over
time, the term “technical assistance” came to include more than
support for research and development and to include the financing
of legal advisors on transactional and litigious matters. It began to
be possible for African governments to obtain multilateral technical
assistance grants to cover the costs of legal advisors — typically
these were provided by the public sector bilateral and multilateral
facilities such as the International Development Association (IDA,
the World Bank’s fund for the poorest countries) or the African
Development Fund (a facility of the African Development Bank
(AfDB)).

1.6 In 2010, this policy of supporting the engagement by African
States of advisors on transactional and litigious matters was
specifically reinforced by the AfDB’s launch of the African Legal
Support Facility (ALSF). Although housed within the African
Development Bank, it was formed as an independent institution
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with legal autonomy from the bank so as to ensure its neutrality. Its
specific mission was to finance legal advice for African States on
transactional and litigious matters.

1.7 The specific impetus for the creation of the ALSF was the
realisation that many African states were unable to defend
themselves effectively against so-called “vulture funds”. Vulture
funds aggressively seck the repayment of sovereign debt purchased
on the secondary market. Many vulture fund claims are brought in
jurisdictions outside of Africa (typically for the attachment of assets
of the debtor State) where the cost of engaging appropriate legal
counsel is beyond the means of the relevant African State!. As a
result, with inadequate representation, available defences are not
pursued and imbalanced settlement proposals are accepted.
Furthermore, it was recognised that vulture fund claims often arose
out of poorly negotiated and poorly drafted agreements. From this
it was a short step to identifying as a major problem the general lack
of appropriate legal advice in the negotiation of complex
commercial transactions.

1.8 For these reasons, the ALSF was specifically established to
assist African States with:

(a)  vulture fund litigation;
(b)  the negotiation of complex commercial transactions, with

particular focus on:

(i)  the mining sector; and

(i)  public private partnerships; and
(c)  capacity building.
In each case, the ALSF assists with the selection of appropriate
legal advisors (both local and international) and finances legal fees
on behalf of the State. The ASLF is “currently assisting African
states on 32 projects. Almost 70% of the projects are related to
advisory services work to either directly assist with contract
negotiation or to build the legal foundations required to properly
negotiate contracts. The areas that the Facility has received the
most requests for assistance relate to 1) extractive resources
contracts, 2) PPP negotiations, 3) commercial creditor litigation,
and 4) debt negotiations”2.

1.9 Examples of the sorts of matters covered by the ALSF include:
financing advisors for vulture fund litigation; negotiations of
public/private project concessions agreements; negotiations of
concession agreements for agriculture projects; capacity building
on sovereign assets recovery; capacity building on managing and
negotiating PPPs in the mining and energy sectors; and capacity
building for African lawyers, on a sub-regional basis, on negotiation
of complex commercial transactions and dealing with vulture
funds3.

1.10 The following are concrete examples that illustrate the impact
of the facility.

(a) In 2010, the Democratic Republic of the Congo (DRC)
instructed international counsel under the ASLF programme
to assist the DRC in appealing a decision in favour of a so-
called “vulture fund” before Hong Kong’s highest court. The
fund had purchased an assignment of two ICC arbitral
awards against the DRC and pursued enforcement of those
awards in various jurisdictions, including Hong Kong. The
DRC resisted enforcement in Hong Kong on the grounds of
sovereign immunity.

The case, which lasted for approximately a year, involved
complex matters of principle, some of which were
controversial in Hong Kong. A key issue in the case was
whether Hong Kong adopted the “absolute” doctrine of
sovereign immunity or the “restrictive” doctrine. While
sovereign immunity would have no exception under the
absolute doctrine, there is an exception for commercial
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matters under the restrictive doctrine. It was generally
accepted that during the British colonial era following the
Second World War, Hong Kong adopted the restrictive
doctrine of sovereign immunity. However, in 1997 Hong
Kong reverted to Chinese sovereignty, and China has
consistently adopted the absolute doctrine of sovereign
immunity. The case, therefore, went to the very heart of the
doctrine of “One Country: Two Systems” that has applied in
Hong Kong since the handover of sovereignty in 1997.

On June 8, 2011, Hong Kong’s Court of Final Appeal (CFA)
provisionally held — by a majority of 3:2 — that Hong Kong,
as part of China, applies the absolute doctrine of sovereign
immunity. It further held that the DRC, by entering into a
private arbitration agreement, had not waived and could not
waive its immunity, which was a matter of convention
between sovereign states. The CFA referred the question to
the Standing Committee of China’s National People’s
Congress (NPC) for a definitive ruling.

The NPC indeed went on to reinterpret the Basic Law to
provide that Hong Kong, like the rest of the PRC, adopts the
absolute doctrine of sovereign immunity, rather than the
restrictive doctrine. In the context of the DRC case, this
meant that the DRC had the benefit of sovereign immunity
and FG Hemisphere will not be able to enforce the arbitral
awards against the DRC’s assets, if any, in Hong Kong.

Given the length and complexity of the matter, it is unlikely
that the DRC would have mounted a proper defence in the
absence of assistance from the ASLF.

(b)  In 2013, with the assistance of the ASLF and the AfDB, the

Government of the Republic of Guinea selected and
instructed several international law firms to assist it with the
review of all mining rights and agreements previously
granted to or entered into with mining companies in Guinea.
The task would involve, amongst other things, conducting
due diligence on approximately twenty mining contracts,
assisting the State in connection with any renegotiation of
mining rights and contracts granted to or entered into with
mining companies in Guinea, and elaborating and
implementing a training and capacity building programme.
The law firms would also assist the State in any legal
proceeding resulting from the failure of the renegotiation
process. The law firms would work closely with the relevant
government body, and also under the supervision of the IMF
and other multilaterals.
The main objective of the review was to ensure that the
mining companies were fulfilling their obligations under the
existing mining agreements, and to increase the State’s share
of project revenues without discouraging investors or
jeopardising the projects. Given the complexity of the matter
and its scope, it is unlikely that the Republic of Guinea could
have undertaken such a policy without external, international
legal advisors and financial support.

1.11 As lawyers advising members of both the public and private
sectors in Sub-Saharan Africa, we observe the effects of this
levelling of the legal playing field on a daily basis. Most
significantly, however, we have also noted that all parties, whether
in the public or private sectors, benefit significantly from the
change, especially in terms of transactional efficiency and legal
certainty.

2. Development of Local Capital Markets

2.1 Development specialists tend to agree that vibrant local capital
markets facilitate the growth of emerging countries. They permit
States and companies to raise long term capital in significant
volumes. Securities issued on local markets tend to be denominated
in local currencies and hence not subject to currency fluctuation
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risks. In this way, they help to insulate the local economy from
external shocks. Furthermore, local capital markets permit the
efficient allocation of resources amongst local companies and a
diversification of investment opportunities in the area.

2.2 For more than a century stock exchanges have operated with
reasonable success in North and Southern Africa (for example, in
Egypt, Morocco and South Africa), and more recently in East
Africa. However, in West Africa, activity on local exchanges has
until recently been very limited.

2.3 Whenever States and companies in West Africa have sought
financing on the capital markets, they have tended to look beyond
regional exchanges and issued securities on exchanges outside of
the region: for example, numerous exploration and extraction
companies operating in West Africa have listed on the Toronto,
Johannesburg, Sydney or London exchanges in recent years.

2.4 Where West African States or companies have sought financing
on local exchanges, they have faced considerable challenges. First,
very few West African States or companies are rated by
international agencies — without ratings, international investors tend
to stay away. To compensate for this, issuers have sought specific
international ratings for individual transactions, but only where the
volume justifies the significant expense. Secondly, international
investors are unwilling to accept the perceived country risk
commonly associated with West African State and company issuers.
To overcome this, issuers often resort to costly credit enhancing
mechanisms (principally guarantees) provided by multilateral
institutions.

2.5 But beyond these challenges, local and multilateral issuers have
also faced the deficiencies of local exchanges. They tend to be
small (with seldom more than a handful of participating issuers) and
illiquid (most investors being local financial institutions and
pension funds that often choose to retain their holdings until
maturity). Back offices have typically been technologically ill-
equipped with slow and laborious clearing mechanisms.
Furthermore, their institutional, regulatory and legal frameworks
have often remained incomplete or outdated by comparison to
markets in other regions.

2.6 Given the costs and challenges, there have been few issues on
local markets. Those that have occurred have generally been made
by States, State owned entities, former State owned entities and
local financial institutions. Occasionally, multilaterals such as the
IFC and the AfDB have also issued securities in local currencies, if
only to provide a minimum of activity on the exchanges.

2.7 Where, despite these obstacles, securities have been issued on
local West African exchanges, they have tended to attract foreign
investors. This is principally because they offer a higher return than
developed market instruments, while enjoying investor level ratings
due to multilateral credit enhancing mechanisms. But while these
securities may bring international investment to West Africa and
ensure a certain level of activity for regional exchanges, they are
costly and depend largely on the availability of multilateral credit
enhancing facilities. This places a cap on their potential volume
and diminishes the scope for truly private sector initiatives in the
region.

2.8 For these reasons, West African States have been focussing on
reforms that might permit fully autonomous regional capital
markets to flourish. This movement began in 1962 with the
creation by international convention of the West African Monetary
Union (WAMU) and in 1994 with the creation of the West African
Economic and Monetary Union (WAEMU).4 WEAMU is now a
customs and monetary union with eight member countries (Benin,
Burkina Faso, Cote d’Ivoire, Guinea-Bissau, Mali, Niger, Senegal
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and Togo) which share a common currency, the CFA Franc, and a
common central bank, the BCEAO (Banque Centrale des Etats de
I’Afiique de [I'Ouest)>. The institutions and structure of the
WAEMU were modelled closely on the structures of the European
Union.

2.9 Specific measures were then taken in the field of capital
markets. In 1996, a regional securities exchange, the BRVM
(Bourse Régionale des Valeurs Mobiliéres), was established in Cote
d’Ivoire to serve as a common securities market for all WAEMU
member states. It is supervised by a regional securities commission
(CREPMF) that was created in 1998 and transactions on the
exchange are facilitated by a clearing bank, the DC/BR. Both equity
and debt securities have been issued on the BRVM. The equity
market capitalisation of the BRVM is currently estimated at
approximately 5,988 billion Franc CFA (approximately 9 billion
Euros) and the debt market capitalisation is 1,066 billion Franc CFA
(approximately 1.6 billion Euros).6

2.10 In terms of equity, as many as forty regional companies are
currently traded on the BRVM in seven sectorial categories:
Industry; Public Service; Finance; Transport; Agriculture;
Distribution; and others, the largest of these categories being
Industry.

2.11 Debt securities activity on the BRVM is even more impressive.
The regional exchange hosts approximately 30 debt securities
falling within four categories: corporate bonds (issued by
companies established within the WAEMU); treasury bonds (issued
by individual member states pursuant to a central auction system
run by the BCEAO since 2001)7; regional bonds issued by financial
institutions established within the region (typically, the West
African Development Bank or BOAD) and bonds issued by
bilateral and multilateral development agencies domiciled outside
of the WAEMU (the AFD and the IFC). The issuance of debt
securities in general has increased 15 fold since 2001, with most
growth occurring in respect of treasury bonds.

2.12 However, more sophisticated reforms followed, including: (a)
regulations facilitating the securitisation of receivables; (b)
regulations creating covered bonds; (c) the creation of a regional
mortgage refinancing fund; (d) the establishment of two regional
ratings agencies; and (e) proposed regulations introducing criminal
sanctions for improper market activity.

(a)  Securitisation

At the end of the 1980s the crushing deficit in residential
housing throughout the WAEMU was identified as one of the
greatest challenges to regional development. The housing
sector in each WAEMU member state relied principally on
government financing, with limited private sector investment
provided by specialised institutions. Given the shortage of
government funds, it was clear that the housing deficit could
not be addressed without additional resources from the
private sector. In order to encourage a greater number of
financial institutions to be involved in residential property
lending and to increase the volume of private sector
financing available to the housing sector, it was decided that
a viable means of refinancing residential housing loans was
needed. In short, a secondary market in residential housing
loans should be created.

To do so, the WAEMU member states turned to the regional
capital markets where it was thought that the necessary scale
would be attainable. Suitable reforms were proposed to
facilitate the securitisation of mortgage backed securities.
Financial institutions would be able to transfer their
mortgage backed lending (and some of the risk attached to
them) to special purpose vehicles which would in turn issue
debt securities on the BRVM.

WWW.ICLG.CO.UK

© Published and reproduced with kind permission by Global Legal Group Ltd, London



Orrick, Herrington & Sutcliffe LLP

(b)

(©)

In 2010, the WAEMU member states adopted a regulation8
(the “Securitisation Regulation”) to facilitate this practise,
although the regulation went further than initially envisaged,
permitting not only the securitisation of mortgage backed
securities but also a whole range of other receivables,
including treasury deposits, treasury bonds and any present
or future debt whether or not determined or certain. The
Securitisation Regulation created a structure known as a debt
securitisation common fund (FCTC)? to which financial
institutions could transfer by simplified means any
qualifying existing or future lending instrument, together
with accompanying security. An FCTC would be established
by an independent management company and a financial
institution acting as depositary. An FCTC would be able to
hold all of its assets in an undivided, single patrimony and
issue securities on the basis of this patrimony. Alternatively,
the patrimony of an FCTC could be split into a series of
separate compartments containing different sets of assets.
Each compartment could issue securities separately based on
the specific assets within it. To make this workable, the
Regulation provided that if a compartment became insolvent,
the holders of securities issued on the basis of that
compartment would not have access to assets held in any
other compartment of the FCTC. The whole regime was
placed under the control of the regional securities
commission, the CREPMF, the approval of which was
required for each securitisation transaction. At this stage, the
BOAD, has established an independent management
company to manage the first FCTC to be created.

Covered bonds

To complement the Securitisation Regulation, the WAEMU
member states adopted a second regulation in 2010 providing
for the creation of covered bonds (obligations sécurisées),
the “Covered Bond Regulation”)10, The regulation permits
financial institutions approved by the regional banking
commission to issue debt securities which are backed by a
specific group of its assets. These may be secured real
property loans, public sector loans or equivalent instruments.
If the issuer defaults on the securities, the investor is entitled
to recourse against the issuer, but also against the underlying
debtors. Furthermore, if the issuer goes into insolvency, the
investor is entitled to recourse in priority against the specific
group of assets. This form of statutory ring-fencing is
intended to enhance the rating of bond issues, while
permitting the issuer to keep the assets on its balance sheet.

Regional mortgage refinancing fund

To further complement the Securitisation Regulation (and
more specifically to advance the initial policy of attracting
additional private sector financing to the residential property
sector) the regional central bank (BCEAO), the West African
Development Bank (BOAD) and the regional securities
commission (CREPMF) created in 2010 a regional mortgage
refinancing fund, the “CRRH-UEMOA” (Caisse Régionale
de Refinancement Hypothécaire). The CRRH-UEMOA
received its regulatory approval in 2011.

A majority of the capital of the CRRH-UEMOA is held by
approximately 45 regional banks that have agreed to
participate in the scheme and a minority (approximately one
third) by regional development agencies. A participating
bank is able to grant a pledge to the CRRH-UEMOA over a
portfolio of mortgage backed loans made for the construction
or acquisition of residential property. On the basis of the
pledged portfolio, the CRRH-UEMOA issues securities on
the BRVM and uses the proceeds to provide refinancing
loans to the participating bank.

Since receiving its authorisation from the banking authority
in 2011, the CRRH-UEMOA completed two security issues
in 2012 and 2013 respectively, with the securities being
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subsequently listed on the BRVM. Each of the issues was
over-subscribed and raised an overall amount of
31,661,000,000 Franc CFA (approximately 48 million
Euros), refinancing the residential loans of some 18 regional
banks in 7 countries.

Regional ratings agencies

The regional securities commission (CREPMF) has also
taken steps to overcome the costs associated with
international rating agencies. In 2012 it approved
Bloomfield Investment Corporation as a regional rating
agency covering a full range of items, including commercial
and industrial companies, financial institutions, public and
quasi-public bodies, countries and sovereign debt, municipal
bodies, ordinary and covered bonds, FCTCs and any other
debt securities and structured finance products. In the same
year, a second regional ratings agency, EMR — WARA, was
approved by the CREPMF for the same broad range of items.

Criminal sanctions

Although the initial convention establishing the CREPMF
stated that breaches of market rules could constitute criminal
offences and give rise to prosecution, and various market
institutions have the power to impose administrative and
disciplinary sanctions (including fines) for market rule
breaches, there is no specific criminal law regime
sanctioning breaches of market rules. It was thought that the
absence of such a regime diminished investor confidence in
the regional market.

To rectify this, the CREPMF has proposed the adoption of a

draft regulation which would create the following criminal

offences:

] insider trading;

m the communication of insider information;

u the communication of false or misleading information;
and

] market manipulation.

The draft regulation would also render criminal breaches of

a number of other market regulations and reinforce the
powers of the supervisory authorities.

The timetable for adoption of the proposed draft regulation
by the WAEMU member states is not yet set. However,
observers believe that it is likely to occur within the year.

Endnotes

The AfDB estimates the average cost of external legal advice
on a contentious matter involving vulture funds at USD 1.5
million.

www.aflsf.org.
Statement by Charles Boamah, Finance Vice-President,
African Development Bank, 24 January 2012.

The intention of the member states was to merge the WAMU
and WAEMU conventions into the same legal instrument.
Although this is yet to be accomplished, for ease of
reference, WAEMU will be used in this article to refer to
WAMU as well.

A different CFA franc is used by six other Central African
countries (Cameroon, Central African Republic, Chad,
Congo, Equatorial Guinea and Gabon), the common central
bank of which is the BEAC (Banque des Etats de |’Afrique
Centrale).

Lettre Mensuelle N° 173 — février 2014, CGF Bourse.
As an example of recent activity, on 14 February 2014
treasury bonds issued by Burkina Faso (6.50%, 2013-2020)

were listed on the exchange. The bonds had previously
enjoyed a significant oversubscription (221%) and raised
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121,600,000,000 Franc CFA (approximately 185 million

Euros) for the treasury.

8 Regulation N° 02/2010/CM/UEMOA regarding debt
securitisation funds and securitisation transactions in the

WAEMU.
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interest grouping with joint ownership.
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Chapter 15

LSTA v. LMA: Comparing and
Contrasting Loan Secondary
Trading Documentation Used

Across the Pond

Andrews Kurth LLP

Both the Loan Syndications and Trading Association, Inc. (the
“LSTA”) and the Loan Market Association (the “LMA”) publish
the forms of documentation used by sophisticated financial entities
involved in the trading of large corporate syndicated loans in the
secondary trading market. The LSTA based in New York was
founded in 1995. The LMA based in London was formed in 1996.
Both the LSTA and LMA share the common aim of assisting in
developing best practices and standard documentation to facilitate
the growth and liquidity of efficient trading of syndicated corporate
loans. Over the past two decades, the use of these secondary
trading forms has become widespread and customary by market
participants.

Under LSTA  trading  documentation  approximately
$517,000,000,000 notional amount of loans traded in 2013 and
$396,000,000,000 notional amount of loans traded in 2012.!
Whereas, under LMA trading documentation approximately
$67,000,000,000 notional amount of loans traded in 2013 through
the first three calendar quarters and $66,000,000,000 notional
amount of loans traded through the entire calendar year in 2012.2

The focus of this article is to give the reader a high-level overview
of some of the important similarities and distinctions between
LSTA secondary loan trading documentation and LMA secondary
loan trading documentation.

Which Documents to Use - LSTA or LMA?

Typically whether the parties will use LSTA or LMA trading
documentation will be decided by the parties at the time of trade.
There are no formal requirements for selecting LSTA or LMA
documentation, however, a number of informal factors contribute to
the determination of the documentation to be utilised.

Governing Law. Where the credit agreement is based on law of the
United Kingdom or another European jurisdiction, LMA
documentation will be typically utilised. On the contrary, where the
governing law of the applicable credit agreement is New York law
or of another jurisdiction within the United States, usually LSTA
documentation will be utilised. LMA documents are governed by
English law whereas LSTA documents are governed by the laws of
New York.

Borrower's Jurisdiction. 1f the organisation and principal location
of the borrower is outside of the United States, LMA documentation
will generally be used. LSTA documents will most likely be used
if the borrower is principally located and organised in the United
States.

Upstream Documentation. 1f a party purchased the loans utilising
LSTA documents, such party will almost always want to sell the
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loans to its purchaser utilising LSTA documents (and vice versa if
such party purchased on LMA) so as not to have a mismatch
between the rights and obligations acquired when it purchased the
loans as compared to the rights and obligations transferred when it
sells the loan. The risks facing a party that buys and sells a loan
using different types of form documentation (e.g., buy on LSTA and
sell on LMA) will become more transparent below when discussing
the different styles of representations provided by a seller using
LSTA documentation versus LMA documentation.

Par or Distressed?

Both LSTA secondary trading documentation and LMA secondary
trading documentation have different terms and conditions
applicable to the trade depending on whether a trade is agreed to be
a “par” trade or a “distressed” trade. As a general principle, the
seller will be required to provide the buyer with more robust
representations and warranties when selling on distressed terms as
compared to par terms. Typically performing loans trade on par
documentation while non-performing loans (or loans expected to
become non-performing) trade on distressed documentation.

Pricing

Regardless of the type of documentation agreed upon by the parties
in settling the secondary loan transaction, the LSTA and LMA both
set forth substantially similar methodologies for determining the
purchase price to be paid with respect to secondary loan
transactions (whether traded on par or distressed). Under both
LSTA and LMA trades, the buyer generally receives the benefit of
any payments or distributions made with respect to the loans being
sold from and after the trade date. The one material exception
under both LSTA and LMA pricing conventions provides for the
seller to retain the right to any accrued and unpaid interest on
performing loans for the period of time up to (i) seven (7) business
days after trade date (“T+7”) for LSTA par trades or ten (10)
business days after trade date (“T+10”) for LMA par trades, or (ii)
twenty (20) business days after trade date (“T+20”) for both LSTA
and LMA distressed trades. Both LSTA and LMA par and
distressed trades further require for the buyer to pay seller interest
based upon 1-month Libor (or 1-month Euribor) on the purchase
price the buyer would have paid the seller had the trade closed on
either (i) T+7 for LSTA par trades or T+10 for LMA par trades or
(i1) T+20 for both LSTA and LMA trades. A detailed discussion of
how pricing conventions work under LSTA and LMA
documentation is beyond the scope of this article and the foregoing
is meant as a simplified overview.
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A Trade is a Trade

A concept paramount to both LSTA and LMA secondary loan
trading markets is the concept that a “trade is a trade”. This maxim
forms the bedrock for the hundreds of billions of dollars traded
annually in the secondary loan trading market. Once the material
terms of a trade are agreed to orally or in writing, a binding contract
is formed. The material terms typically include: (i) the borrower
name; (ii) the identity, type and amount of debt being purchased or
sold; (iii) the purchase rate; (iv) whether settlement shall be par or
distressed; and (v) whether it shall be subject to LSTA or LMA
documentation.

With respect to trades done pursuant to LSTA documentation, the
enforceability of oral trades was codified in New York in 2002
when such trades, subject to certain requirements being met,
became exempt from the statute of frauds.3 LSTA trade
confirmations further provide that once parties have executed an
LSTA trade confirmation incorporating LSTA standard terms to
such loan trade, the parties to such confirmation agree to be bound
to any other transaction between them with respect to the purchase
or sale of bank loans upon reaching agreement to terms (whether by
telephone, exchange of e-mail or otherwise).#

Similarly, case law in England demonstrates that oral agreements
relating to loan trades may be enforceable once the material terms
are agreed upon.> LMA documents also expressly provide in the
standard terms for both par and distressed bank debt trades that a
binding contract between the parties comes into effect between the
parties “upon oral or written agreement” of the material terms on
the date agreed upon.® Notwithstanding that under both New York
law and English law oral or electronic communication between the
parties may be enforceable without a formal written trade
confirmation, enforcement of such communication may be difficult
and will depend on an analysis of the facts and circumstances.”
Parties are therefore encouraged to keep internal written records of
all agreed upon trades and to endeavour to promptly formalise the
terms of a secondary loan transaction pursuant to a written trade
confirmation or by some form of electronic communication.

Since both LSTA and LMA trades may become binding upon oral
or electronic communication prior to the signing of a formal written
confirmation, a party looking to enter into a bank debt trade with a
counterparty must be careful to do its diligence and homework
upfront before agreeing to the material terms. A party must make
certain that in communicating with a counterparty that it is
referencing the correct borrower/obligor in the capital structure of a
corporate family as well as be aware of the following: (i) whether
any payment or non-payment default have occurred under the credit
agreement; (ii) whether the credit agreement provides for collateral
(and, if collateral is pledged or granted for the benefit of lenders,
whether any costs will be imposed upon a party when acquiring
such debt to remain properly perfected upon consummation of the
trade)?; (iii) the status of an insolvency proceeding (if any) relating
to the borrower/obligor; (iv) the transfer requirements imposed by
the governing credit agreement (e.g., will the entity purchasing the
loans be able to take legal title to the loans or will the parties be
required to settle via participation or sub-participation); (v) the
governing law of the credit agreement (e.g., certain jurisdictions
may prohibit or have limitations on certain entities becoming
lenders); and (vi) the jurisdiction of organisation of the borrower
(e.g., depending on the jurisdiction of the borrower, a party may be
subject to tax withholding on payments).

A buyer of loans does not want to learn of a material issue that
would have affected its decision to enter into the trade, affer it has
committed to purchase a loan, such as, the transfer will require high
expenses not anticipated (e.g., stamp taxes or expensive costs to
perfect interest in collateral) or that it will not qualify to become a
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lender of record. Accordingly, it is important to complete the
diligence prior to committing to a trade.

Confidentiality Agreements

Before committing to the material terms with a counterparty, both
the LSTA and LMA provide for parties to utilise a form
confidentiality agreement.” Such confidentiality agreement will
typically allow for the seller to provide the buyer syndicate level
confidential information relating to the loan, thus providing the
buyer with an opportunity to perform diligence on the loan prior to
committing to purchase. Both the LSTA and the LMA also have a
master form of confidentiality agreement which allows for parties
on subsequent loan trades to execute a schedule to the
confidentiality agreement specific to the relevant credit agreement
to which the underlying loan being sold or purchased relates.

Non-Standard Terms

To the extent a party is aware of a non-typical trade term that is
important to such party or it wants to deviate from either the LSTA
or LMA standard terms and conditions, such party should state,
clearly and unambiguously at the time of trade, the non-standard
conditions. As the secondary loan trading market has continued to
expand and customs have become more entrenched, unless some
reference to the conditionality of the transaction is expressly
established at time of trade, it will prove difficult for a party to
contend that a trade had not been agreed upon once the material
terms of a trade are agreed upon. For example, if the trade relates
to a sale of a revolving commitment (with future funding
obligations) and the buyer realises that it may not be able to settle
via assignment because of an inability to obtain borrower consent
under the credit agreement, the buyer may want at time of trade to
agree with the seller as to whether collateral will be required to be
posted (and, if yes, how much collateral will be required).!?

Further, if there is an important vote or decision to be made with
respect to an upcoming amendment, rights offering or restructuring
proposal and the buyer would like to direct seller as to how to act,
the buyer should agree with the seller about such direction rights at
time of trade. Without modification, neither LSTA nor LMA
documents require the seller to take direction from the buyer with
respect to amendments or modifications to the credit agreement
occurring during the period of time after trade date and before
settlement date.!! However, it is often customary for a seller to
consult with its buyer regarding such buyer’s preference when a
material action is occurring post-trade date but pre-settlement date
with respect to a loan (e.g., extending maturity date, releasing
collateral, waiver of default, etc.).

Trade Confirmations

Important distinctions exist with respect to the trade confirmations
entered into in respect of LSTA secondary loan trades as compared
to LMA secondary loan trades. When entering a loan trade pursuant
to LSTA documentation, the parties will utilise either an LSTA par
confirm or an LSTA distressed confirm. Whereas, under LMA
secondary loan trades, the parties will utilise the same confirmation
document with some different check box elections to memorialise
whether certain provisions within apply depending on whether the
trade will be treated as par or distressed.

Under both LSTA and LMA par transactions the only other
operative document that will typically need to be agreed upon in
finalising the transaction (outside of a funding memorandum setting
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forth the purchase price calculation) will be an assignment and
acceptance agreement or transfer certificate in substantially the
form set forth as an exhibit to the underlying credit agreement.
Hence, on par trades, once the assignment agreement is executed
and the purchase price is paid, the rights and obligations of the party
to settle the transfer of the loan will be satisfied and performed.

The settlement process for distressed trades, however, differs on
LSTA and LMA following the execution of a trade confirmation.
An LMA trade confirmation serves two purposes: (i) to document
the agreement to the terms of the trade on trade date; and (ii) to act
as the purchase and sale agreement. Thus, with respect to an LMA
distressed trade no subsequent LMA documentation generally
needs to be executed after the trade confirmation. This is not the
case under LSTA distressed documentation. An LSTA distressed
trade confirmation specifically provides that the secondary loan
trade shall be subject to “negotiation, execution and delivery of
reasonably” acceptable contracts.!2 Notwithstanding the ability of
parties to negotiate, the standard terms for an LSTA distressed
confirmation requires the parties to use a supplemental purchase
agreement substantially in the form of the LSTA Purchase and Sale
Agreement for Distressed Trades as in effect on the trade date.

When a party signs an LMA confirmation without modification to
the standard terms, such confirmation shall govern all of the
representations, warranties, covenants and agreements that are
made by the seller or buyer not only on the trade date but also on
the settlement date of the trade. Thus, if an LMA trade confirmation
has been executed and an event occurs prior to the settlement date
but after the trade date, causing one party to request modifications
to the LMA standard terms (because a standard LMA representation
to be made by such party as of the settlement date shall no longer
be true without modification), such party may be in a precarious
position to the extent its counterparty is unwilling to allow for
modifications to the standard terms after the trade confirmation has
been executed. Hence, parties need to be especially careful prior to
executing an LMA trade confirmation in situations where the
parties are not consummating the loan trade on or around the same
date as the trade confirmation is executed.

This is not the case for an LSTA distressed trade. As noted above
for LSTA distressed trades, after an LSTA distressed trade
confirmation is executed the parties will still be obligated to enter
into a supplemental purchase and sale agreement which is subject to
negotiation. Hence, in the event that something occurred between
trade date and settlement date that one party felt required
modification to the standard terms the opportunity expressly exists
within the four corners of the LSTA document to negotiate such
terms prior to settlement.

Predecessor-in-Title Representations v.
Upstream Chain of Title

Where the LMA and LSTA secondary loan trading documentation
differ most significantly is with respect to the use of predecessor-in-
title representations. LSTA documentation generally does not
provide for any predecessor-in-title representations to be made by a
seller. In contrast, whenever a seller transfers loans pursuant to
LMA documentation, certain representations and warranties are

made by such seller not only on behalf of itself but also on behalf

of any prior seller who held such loans dating back to the time
when the loans were first extended to the borrower. This is true on
LMA documentation for representations and warranties made by
the seller whether the trade settles on par terms or distressed terms
(although the breadth of such representations is greater for
distressed trades).!3
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The specific representations and warranties provided by the parties
under both LMA and LSTA documents are generally similar. For a
par trade where the loan is performing and the risk of the loan
subsequently becoming non-performing are low, the representations
and warranties to be provided by a seller to its buyer are generally
limited in scope. For both LMA and LSTA par trades, the seller will
provide a good title representation and warranty to the buyer on the
settlement date that the seller owns sole legal and beneficial title to
the loans free and clear of lien, encumbrance or adverse claim
against title of any kind.

LMA par trades include additional representations and warranties
by the seller to the buyer (and, thus, create greater exposure to the
seller relative to LSTA par trades). Such additional representations
and warranties include: (i) to seller’s knowledge, the loans have not
been accelerated by the lenders and no principal or interest payment
defaults have occurred; (ii) neither seller nor any of its
predecessors-in-title have executed any other documents which
could materially and adversely affect the loans; (iii) neither seller
nor any predecessor-in-title is in default with respect to any of its
obligations in relation to the loans and related rights being sold; and
(iv) the loans and the rights related to the loans are free from any
set-off in favour of the borrower. None of the foregoing
representations and warranties are generally provided by a seller
when selling loans on par LSTA documentation. It is noteworthy,
however, that all of the foregoing representations and warranties are
provided by a seller (on behalf of itself alone and not any prior
seller) transferring loans pursuant to LSTA distressed
documentation (except for the representation relating to no payment
defaults).

Since the seller under an LMA loan trade provides recourse to its
buyer for all prior sellers of the loan with respect to certain
representations, the buyer has recourse against its immediate seller
for any breach of such representations regardless of whether such
breach relates to an action (or inaction) or the status of the specific
selling party. This method of documentation provides some
advantages and disadvantages to buying parties as compared to
LSTA trades. One obvious advantage to such buyer is that, with
respect to distressed trades, a buyer acquiring loans under LMA
documentation will have less diligence to conduct. Under LMA
distressed documentation, the rights to predecessor transfer
agreements are not transferred, so no other predecessor transfer
documents will be provided to the buyer for its review. One
disadvantage is that the buyer’s recourse will be limited entirely to
its immediate seller. Thus, to the extent the seller is not
creditworthy, the predecessor-in-title representations will be of
limited value. Generally, this will be more of a concern for market-
makers/dealers purchasing from speculative hedge funds than for
end buyers purchasing from a market-maker/dealer.

With respect to LSTA loan trades that settle pursuant to par
documentation, a seller will not be required to make representations
on behalf of any prior seller who owned the loans. The same is
generally true for sellers transferring loans pursuant to LSTA
distressed secondary trading documentation. Unlike LMA trades,
LSTA distressed trading documentation provides for an upstream
chain of title. Under such circumstances, a buyer purchasing
distressed loans will receive a chain of title showing any transfer of
the loans since the loans “shifted” to trading distressed from par.14

LSTA distressed sales settle on the basis of the delivery of
predecessor transfer agreements and the assignment to the buyer of
all of the seller’s rights against prior sellers under such predecessor
transfer agreements rather than the use of predecessor-in-title
representations. Hence, to the extent the recovery received on the
loan purchased by the buyer is impaired because of an action (or
inaction) taken by an upstream seller in the chain, the buyer under
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LSTA distressed documentation may be able to seek recourse not
only against its immediate seller but against a further removed prior
seller. Although a buyer may have to conduct more diligence when
settling a LSTA distressed trade as compared to a LMA distressed
trade by reviewing prior transfer documentation, such buyer will
have recourse against each upstream seller who sold the loans being
transferred on distressed documents.

Since a seller transferring loans on LSTA documents will generally
not have to be concerned about a buyer seeking recourse against it
for actions taken by a prior seller, its exposure for any losses that
the buyer may incur due to an issue in the chain of title is less than
a seller transferring loans under LMA documents. Under certain
limited circumstances, a party that settles a loan trade on par LSTA
documentation after the credit has shifted to distressed will be
required to provide the buyer with certain representations and
warranties on behalf of not only itself but any predecessor-in-title
who held such loans from and after the date the credit was deemed
to have shifted from par to distressed.!5

Outside of the different approaches to predecessor-in-title
representations, the LSTA representations, warranties and
indemnities for distressed trades are in and of themselves generally
similar to those found in LMA documentation applicable to
distressed trades. Both the LSTA and LMA distressed transactions
provide recourse to the buyer in the event the buyer’s rights with
respect to the loans are impaired because (i) the selling party is an
insider or an affiliate of the company, (ii) litigation is pending or, to
seller’s knowledge, threatened against the selling party, and (iii)
there are set-off rights against the selling party.

The most important distressed representation provided under both
LSTA and LMA documentation is the
representation.!6  This representation provides the buyer with
comfort that the seller has taken no actions (or inactions) that will
result in the buyer receiving less in payments or distributions or less
favourable treatment than other lenders in the syndicate with
respect to the same type of loans being sold. This representation is
intended to act as a catch-all protection for a buyer purchasing
distressed loans. For example, this representation would provide a
buyer with recourse in a situation where other lenders instituted
proceedings against the borrower or a professional advisor which
the seller has not joined, with the result that the buyer does not share
in the proceeds. Although there are differences in the
aforementioned representations (including the timing of when
certain representations and warranties are made), as previously
mentioned, the most significant difference is that the seller under
LMA distressed trades provides recourse to its buyer on behalf of
itself and any predecessor in title.17

“no bad acts”

Credit Risk Part | - Counterparty Insolvency

One mutual goal of both the LSTA and the LMA is to expedite
settlement thereby reducing exposure to counterparty risk. Loans
do not settle electronically like securities and, therefore, require
some time to settle. The goal of the LSTA and the LMA is to settle
par trades within seven (7) business days and ten (10) business
days, respectively, from the trade date and within twenty (20)
business days from the trade date for distressed trades.
Unfortunately, these targeted goals on average are generally not
being met.!8 The credit risk issue for loan trade parties is that after
trade date, but prior to settlement date, a counterparty will enter into
an insolvency proceeding or will otherwise subsequently be unable
to perform its obligations (e.g., pay the purchase price).

This concern over counterparty risk became a real issue for many
market participants with the bankruptcy filing of Lehman
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Commercial Paper Inc. (“LCPI”) in 2008. LCPI is the Lehman
entity which, among other things, traded syndicated loans in the
secondary market. At the time of LCPI’s bankruptcy filing, LCPI
had hundreds of unsettled bank debt trades leaving its
counterparties in a precarious position.!9 Under US bankruptcy
law, counterparties of LCPI with unsettled LSTA bank loan trades
were prohibited from terminating their trades or taking other
enforcement actions against LCPI based upon the automatic stay of
Section 362(a) of the US Bankruptcy Code.

In LCPI’s US bankruptcy case, LCPI filed a motion with the
Bankruptcy Court for a finding and/or Order that the unsettled open
trade confirmations were “executory contracts” under the
Bankruptcy Code.20 Bankruptcy Code section 365 permits a debtor
to reject or assume executory contracts. Certain counterparties to
these open, unsettled trades objected to such motion on various
grounds.2! For parties that did not object to this motion, however,
the Bankruptcy Court found and ordered that the unsettled
secondary loan trades were executory contracts.22 This allowed
LCPI to assume unsettled trades that were “in the money” while
rejecting “out of the money” contracts. Where LCPI rejected a loan
trade, its counterparty was stuck with an unsecured claim against
LCPI for any damages resulting from economic loss on the
unsettled trade (e.g., loss of value related to increase in market
value of the loan subsequent to trade date).

It is important to recognise that LSTA transactional documents do
not have an ipso facto clause allowing a party to terminate the
contract with its counterparty upon the bankruptcy filing of its
counterparty, as such ipso facto clauses are generally not
enforceable in the United States.23 Under English law, however,
ipso facto clauses are generally enforceable.24 Under a contract
governed by English law, a counterparty remains entitled to
terminate the contract if the contract contains a right of termination
upon the insolvency of its counterparty. This is a material
difference from US bankruptcy law.

Prior to Lehman’s bankruptcy filing, LMA documentation did not
provide an ipso facto provision allowing a party to terminate its loan
trade upon an insolvency event of its counterparty. Not surprisingly,
in response to the bankruptcy of LCPI and the resulting negative
effects for market participants, the LMA updated its standard
documentation to try and alleviate counterparty insolvency risk by
adding an ipso facto provision for unsettled loan trades.

The revised LMA documentation provides that if an “insolvency
event” occurs in respect of either party prior to the settlement date
of such transaction, the non-insolvent party may terminate the open
trade by giving notice.25 The LMA also allows for parties to elect
that automatic termination shall apply instead of termination by
giving notice. Following the termination of an open transaction, the
non-insolvent party must calculate in good faith its damages as soon
as practicable. The intention of this provision is to ensure that LMA
loan trades do not remain open and outstanding without prospect of
settlement during an insolvency case and provide a methodology
for the non-insolvent party to establish an unsecured claim against
its insolvent counterparty. Notwithstanding the contractual rights to
terminate a trade upon the insolvency of a counterparty under LMA
documentation, the ability of a non-insolvent party to actually close
out and terminate a trade may be limited depending upon the
jurisdiction of the insolvent party and the insolvency laws where the
insolvency case is pending.

Credit Risk Part Il - Participations

Credit agreements typically permit the sale of loans by participation
as opposed to outright assignment. Both LSTA and LMA
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documentation generally provide that in the event the settlement of
a loan by assignment is not possible the parties will settle the terms
of the trade via participation or sub-participation. When settling a
trade via participation as opposed to assignment, the borrower will
continue to have obligations owed only to the seller/grantor of the
participation and not the buyer/participant. The seller/grantor in
turn will then be obligated to pass along or turn over an equivalent
amount of payments or distributions received from the borrower to
the buyer/participant. Thus, market participants use participations
as an alternative method to acquire the loan when a direct
assignment is not possible, or to preserve anonymity in the credit.

Owners of bank loan participations take on two types of credit risk:
(1) the borrower’s failure to pay the underlying bank loan (which is
equally applicable to an assignment); and (ii) the occurrence of an
insolvency event of the grantor of the participation or the inability
of the grantor to perform its obligations under the participation
agreement. A very important distinction between LSTA and LMA
documentation that affects the second prong of such credit risk is
the way in which the form LSTA and LMA participation
agreements are structured. LMA style participations create a debtor
and creditor relationship between the grantor and the buyer of the
participation.26 If the grantor becomes insolvent, the participant
will be treated like an unsecured creditor of the grantor without
having a beneficial interest in the underlying loan. In contrast,
LSTA participations are intended to effect a true sale of the
beneficial interest in the loan. In other words, under LSTA
participations, the beneficial and economic interests in the loan are
transferred from the grantor to the participant and not a part of the
insolvent entity’s estate. Under US law, a typical LSTA
participation agreement results in the participant being considered
the beneficial and economic owner of the underlying loan. The
grantor’s bankruptcy estate will be considered merely the owner of
bare legal title to the underlying loan. Thus, the underlying
economic interest in the loan that had been participated will not be
considered part of the grantor’s estate.2’

A participant under an LSTA form participation agreement should
have good grounds to seek relief from the automatic stay and
elevate the participation to an outright assignment of the underlying
loan (provided that the participant is eligible to hold the loan as a
direct assignee under the underlying credit agreement or the
applicable borrower consents).28 Not uncommonly, end buyers
entering into LMA participation agreements often seek to modify
such documentation to provide for a transfer of a beneficial,
economic interest in the loan to remedy this enhanced credit risk
under LMA form documentation.

Conclusion

The foregoing overview highlights some important considerations
that market participants engaging in secondary loan trades should
be cognizant of when agreeing to utilise either LSTA or LMA
secondary transfer documentation. Although there are a fair
amount of similarities between the secondary loan transfer
documentation used across the pond, there exist some substantive,
material differences in the two types of documentation which affect
the allocation of risk and the relative rights and obligations of both
seller and buyer. The reader should be cognizant that the foregoing
overview is intended to be introductory in nature. For detailed
guidance relating to trading of syndicated bank loans in the
secondary market, parties should obtain legal counsel with respect
to same.
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Endnotes

Such amounts are based upon information provided by the
4Q 2013 LSTA Secondary Trading & Settlement Study dated
January 27, 2014. Out of such notional amounts,
approximately $19,000,000,000 traded on LSTA distressed
documentation in 2013 and $22,000,000,000 traded on
LSTA distressed documentation in 2012 with the respective
balances trading on LSTA par documentation. /d.

Such amounts are based upon Thomson Reuters LPC
Secondary Loan Trading Volume Survey published on the
LMA webpage. Based on such statistics, the total notional
amount of loans traded on LSTA documentation is much
greater than on LMA documentation (six times as great
during the full calendar year of 2012). The percentage
amount of distressed loans recently traded as compared to
par loans, however, is significantly higher on LMA
documents than on LSTA documents. This fact should not
come as a surprise to market participants based upon the
benign credit markets and low default rates for corporate
borrowers in the United States as compared to the recent
economic turmoil affecting corporate borrowers in Europe.
Out of the $67,000,000,000 notional amount traded on LMA
documentation for the first three calendar quarters of 2013,
$17,000,000,000 notional amount was distressed with
balance being par. Id. Note that the methodology for
determining whether the loans traded on LMA were
distressed or par was based upon whether the loans traded
were categorised as distressed or par (and does not mean
necessarily that LMA distressed or par documentation was
utilised in settling such trades).

See N.Y. Gen. Oblig. Law § 5-701(b) (McKinney 2014).

See LSTA Standard Terms and Conditions for Par/Near Par
Trade Confirmations (the “LSTA Standard Par Terms”), at
22, “Binding Effect”; and LSTA Standard Terms and
Conditions for Distressed Trade Confirmations (the “LSTA
Standard Distressed Terms™), at § 26, “Binding Effect”.

See Bear Stearns Bank Plc v. Forum Global Equity Ltd.,
[2007] EWHC (Comm) 1576 (holding that buyer and seller
had enforceable oral agreement where parties had agreed on,
among other things, a firm price for the underlying notes).

See LMA Standard Terms and Conditions for Par and
Distressed Trade Transactions (Bank Debt/Claims) (the
“LMA Standard Terms”), at 9 2(a), “Contract Point”.

Without “sufficient evidence”, an alleged oral agreement to a
trade may be left to the court in a cumbersome “he said, she
said” litigation process. See, e.g., Highland Capital Mgmt.,
L.P. v. Bank of Am., Nat’l Assoc., 2013 U.S. Dist. LEXIS
119935 (N.D. Tex. August 23, 2013) (analysing factual
circumstances surrounding parties purported contract based
upon electronic communication under New York law and
holding that no binding contract existed). Plaintiff Highland
Capital Management, L.P. has appealed the ruling of the
District Court.

This is particularly relevant when the trade relates to
purchase of a loan extended to a European borrower under a
credit agreement governed by a European jurisdiction. Often
perfection of security in European jurisdictions must be done
by each individual lender in a syndicate and costs to perfect
such interest in collateral may be expensive. Under LMA
standard documentation the costs to perfect an interest in
security related to a loan being transferred are borne entirely
by the buyer. See LMA Standard Terms, at § 18.2.

See LMA Confidentiality Undertaking, March 24, 2011;
LSTA Form of Master Confidentiality Agreement for
Secondary Sales & Trading, December, 2006.

Typically syndicated credit agreements will provide the
borrower with consent rights prior to allowing a prospective
assignee to become a lender in the syndicate. This consent
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right is understandably important to a borrower when the
facility relates to a revolving commitment whereby the
creditworthiness of a prospective lender will be important
due to future funding obligations.

See LSTA Standard Par Terms, at § 13, “Syndicate
Information”; LSTA Standard Distressed Terms, at § 20,
“Syndicate Information”; and LMA Standard Terms, at
26.1.

See LSTA Distressed Trade Confirmation (the “LSTA
Distressed Trade Confirm”), at 3.

See LMA Standard Terms, at 99 22.3 and 22.4.

Such determination of when a credit shifts from par to
distressed is pursuant to a shift date poll mechanism. See
LSTA Standard Distressed Terms, at 9§ 12, “Step-Up
Provisions” (defining “Shift Date” and setting forth seller’s
obligations with respect thereto).

See LSTA Standard Distressed Terms, at § 12, “Step-Up
Provisions.”

See LSTA Purchase and Sale Agreement for Distressed
Trades — LSTA Standard Terms and Conditions (the “LSTA
Standard Distressed Terms and Conditions”), at §4(h)(i):

“Seller has not engaged in any acts or conduct or made any
omissions (including by virtue of Seller’s holding any funds
or property of, or owing amounts or property to, Borrower or
any Obligor), that will result in Buyer’s receiving
proportionately less in payments or distributions under, or
less favorable treatment (including the timing of payments or
distributions) for, the Transferred Rights than is received by
other Lenders holding loans or commitments of the same
tranche, class or type as the Loans or Commitments (if any).”

LMA Standard Terms, at § 22.4(c):

“No bad acts: neither it nor any of its Predecessors-in-Title
has engaged in any acts or conduct, or made any omissions,
independently of the other Lenders (or, if this is a Claims
Trade, of other creditors of the Obligors holding claims of a
similar nature to the Traded Portion) that would result in the
Buyer receiving proportionately less payments or
distributions or less favourable treatment in respect of the
Purchased Assets or Purchased Obligations than any other
Lender holding advances or a participation (of a similar
nature to the Traded Portion) and similar claims under the
Credit Documentation (or, if this is a Claims Trade, than such
other creditors) or result in any Purchased Assets, or any part
thereof, being subject to a Claim Impairment and, in
particular, neither it nor any of its Predecessors-in-Title has
set off any amounts against the Purchased Assets.”

Compare LMA Standard terms, § 22, and LSTA Standard
Distressed Terms and Conditions, at §§ 4, 5 (whereas LMA
representations and warranties are made as of either the
“Trade Date”, “Settlement Date”, or “Seller Representation
Date”, LSTA representations are made as of the “Settlement
Date”, unless otherwise noted.

See, e.g., The Q4 2013 LSTA Secondary Trading &
Settlement Study, January 27, 2014, at 36, 41 (noting that for
LSTA par and distressed trades, the median number of
business days between trade and settlement date in Q4 2013
was 15 and 49 days, respectively). The reasons for these
delays include, among other things, agent delays, a credit
freeze, delays in obtaining borrower consent and an upstream
party not owing the loans being sold. The LMA does not
currently provide data with respect to settlement times.

See Debtor s Motion for an Order Pursuant to Section 365 of
the Bankruptcy Code Approving the Assumption or Rejection
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of Open Trade Confirmations, November 14, 2008, Case No.
08-13555, Docket No. 1541 (the “LCPI Assumption
Motion”), at q 8.

See LCPI Assumption Motion. An “executory contract” is
not defined under the US Bankruptcy Code, however, case
law indicates that an executory contract is a contract on
which performance is still required on both sides. See, e.g.,
In re Penn Traffic Co., 524 F. 3d 373, 379 (2d Cir. 2008).

See, e.g., Counterparties’ Objection to Debtors’ Motion for
an Order Pursuant to Section 365 of the Bankruptcy Code
Approving the Assumption or Rejection of Open Trade
Confirmations, November 26, 2008, Case No. 08-13555,
Docket No. 1841, at § 1 (arguing that LCPI Assumption
Motion amounted to impermissible effort to profit from
downturn in financial markets in 2008); and Limited
Objection of Tennenbaum Entities to Debtors’ Motion to
Approve Assumption of Trade Confirmations and Prohibit
Setoffs of Prepetition Claims, November 26, 2008, Case No.
08-13555, Docket No. 1848, at 9 8-9 (arguing that trade
confirmations at issue were not “executory” because only
remaining obligations were “ministerial and non-material”).

See Order Pursuant to Section 365 of the Bankruptcy Code
Approving the Assumption or Rejection of Open Trade
Confirmations, December 16, 2008, Case No. 08-13555,
Docket No. 2258.

There are certain exceptions to this rule which permit parties
to transactions involving a swap agreement, securities
contract, forward contract, commodity contract, repurchase
agreement, or master netting agreement the ability to
terminate its contract and establish damages owed upon the
filing of bankruptcy of a counterparty. See 11 U.S.C. § 562
(establishing method for determining damages arising from
termination of swap agreement, securities contract, forward
contract, commodity contract, repurchase agreement, or
master netting agreement). Such exceptions do not exist for
secondary loan trades.

Compare Perpetual Trustee Company Ltd. & Anor v. BNY
Corporate Trustee Services Ltd. & Ors, [2009] EWCA (Civ)
1160 (holding so-called “flip provision” enforceable under
English law), and Lehman Bros. Special Fin. Inc. v. BNY
Corporate Tr. Servs. (In re Lehman Bros. Holdings Inc.), 422
B.R. 407 (Bankr. S.D.N.Y. 2010) (holding same provision to
be unenforceable ipso facto clause).

The definition of “insolvency event” is substantially similar
to the definition of “bankruptcy” used in Section 5(a)(vii) of
the ISDA Master Agreement. Compare LMA Standard
Terms, at § 1.2 and 2002 ISDA Master Agreement, at §
5(a)(vii).

See LMA Funded Participation (Par/Distressed) (March
2014), at g 6.1(b) (stating that under an LMA participation
the relationship between the grantor and participant is that of
debtor and creditor with the right of the participant to receive
an equivalent amount of payments received by the grantor
with respect to the loan participated).

See 11 U.S.C. § 541(d) (stating that “[p]roperty in which the
debtor holds, as of the commencement of the case, only legal
title and not an equitable interest” only results in the debtor’s
estate having an interest in such property to the extent of its
bare title and not any equitable interest).

See Order Pursuant to Sections 105(a), 363(b), 363(c), and
541(d) of the Bankruptcy Code and Bankruptcy Rule 6004
Authorizing Debtor to (a) Continue to Utilize its Agency
Bank Account, (b) Terminate Agency Relationships, and (c)
Elevate Loan Participations, October 6, 2008, Case No. 08-
13900, Docket No. 11.

WWW.ICLG.CO.UK



Andrews Kurth LLP LSTA v. LMA: Comparing Loan Secondary Trading Documentation

Kenneth L. Rothenberg

Andrews Kurth LLP
450 Lexington Avenue
New York, NY 10017
USA

Tel: +1212 850 2828

Fax: +1212813 8144

Email:  kenrothenberg@andrewskurth.com
URL: www.andrewskurth.com

Ken advises investment banks, broker-dealers, hedge funds and
other financial institutions on legal issues related to the purchase
and sale of domestic and international par and distressed assets,
including primary and secondary loans, private debt securities,
equity interests and bankruptcy trade claims. Ken also advises
clients on bankruptcy and reorganisation and has experience in
special situation investments and loan restructuring. In addition,
Ken advises clients in corporate and securities matters. Ken’s
practice focuses on advising investors in private equity and debt
transactions, including secured and unsecured debt transactions.
Additionally, Ken represents clients in derivative transactions,
with an emphasis on negotiating and structuring master
agreements, credit support annexes and credit default protection.
Ken is also an active participant and speaker in the Loan
Syndications and Trading Association (LSTA) sitting on
numerous LSTA committees. He was recently engaged by the
LSTA to update the User's Guide for LSTA Distressed Trading
Documentation.

Angelina M. Yearick

Andrews Kurth LLP
450 Lexington Avenue
New York, NY 10017
USA

Tel: +1212 850 2813

Fax: +1212813 8104

Email: angelinayearick@andrewskurth.com
URL: www.andrewskurth.com

Angie’s bankruptcy practice involves advising investment banks
and hedge funds on legal issues related to the purchase and sale
of loans and equity and debt securities of distressed and bankrupt
companies primarily in the area of bank debt. She negotiates the
documentation of transactions involving the transfer of loans,
securities and trade claims in the U.S. and European markets.
Angie’s corporate practice includes general corporate and
securities work, related primarily to venture capital financings,
private placements of debt and equity securities, public and
private mergers and acquisitions and securities law compliance.

ANDREWS

KURTH

STRAIGHT TALK IS GOOD BUSINESS”

For more than a century, Andrews Kurth has built its practice on the belief that “straight talk is good business”. Real answers, clear
vision and mutual respect define the firm’s relationships with clients, colleagues, communities and employees. With more than
400 lawyers and offices in Austin, Beijing, Dallas, Dubai, Houston, London, New York, Research Triangle Park, The Woodlands
and Washington, DC, Andrews Kurth represents a wide array of clients in multiple industries including Banking/Financial Services,
Energy, Government, Health Care, Manufacturing and Sales, Real Estate, Technology Procurement, and Advising and Licensing.

Andrews Kurth serves an international community and handles vital interests of established companies and emerging businesses
around the globe. We manage complex legal matters by combining knowledge, experience and committed resources to form the
best team for each client. Our practices include Bankruptcy and Restructuring, Corporate, Energy, Environmental, Intellectual
Property, International, Labour and Employment, Litigation, Probate, Public Law, Real Estate, and Tax.

WWW.ICLG.CO.UK ICLG TO: LENDING & SECURED FINANCE 2014
© Published and reproduced with kind permission by Global Legal Group Ltd, London



Chapter 16

The Global Subscription
Credit Facility Market —
Key Trends and Emerging

Developments

Mayer Brown LLP

Introduction

Subscription credit facilities (each, a “Facility”), also known as
‘capital call’ or ‘capital commitment’ facilities, are credit facilities
extended to real estate, private equity, infrastructure, debt and
similarly focused closed-end funds (each, a “Fund”) that are
secured by the uncalled capital commitments (the “Uncalled
Commitments”) of the Fund’s limited partner investors
(“Investors™). Once a relatively obscure and niche component of
the finance market, Facilities continued their rapid expansion in
2013 and had an excellent year as an asset class. Consistent with
experience before, during and after the financial crisis, Investor
funding performance on calls (“Capital Calls”) on their Unfunded
Commitments was near perfect in 2013. Correspondingly, Facility
credit performance was excellent, and we are not aware of any
Facility payment events of default last year. In addition to the very
positive credit performance, the volume of consummated Facilities
has continued to expand year-over-year as well, despite significant
and increasing challenges and uncertainties for lenders (“Lenders”)
in the market. This chapter explores the state of the Facility market
and the key trends and emerging developments likely to be relevant
in the immediate future.

Facility Growth and Prospects

The Facility market enjoyed substantial tailwinds in 2013 from both
the material uptick in Fund formation and the increased penetration
into Fund families that have historically not utilized Facilities. In
2013 worldwide, 873 private equity Funds of all asset classes
reached a final close and raised an aggregate of $454 billion in
Capital Commitments. This represents the most successful
fundraising seen in the market since 2008 and is a 19% increase on
2012.1 But while this clear increase certainly provided additional
collateral enabling more and larger Facilities, it was only part of the
growth story. Facilities continue to gain traction beyond their real
estate Fund roots and into buyout and infrastructure and other Fund
asset classes that are relatively new to Facilities, as these Funds
become increasingly familiar with the benefits and utility of having
a Facility. Further, as a result of the excellent credit performance of
Facilities over time (especially during the financial crisis), Lenders
have become increasingly comfortable with certain Facility
structures and Investors that historically would not have met credit
underwriting standards. This expansion of underwriting has also
enabled Facility growth.

While there is not presently an industry recognized data resource
surveying and tracking Facilities, based on anecdotal data the
market is covertly large. On the “Subscription Credit Facilities and
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Fund Finance Strategies” panel at the ABS Vegas conference
sponsored by the Structured Finance Industry Group in January
2014, several panelists estimated that the current Facility market
may well be $75-$100 billion in terms of global Lender
commitments to Funds. Looking forward for 2014, we forecast
continued incremental growth for the volume of Facilities
consummated and the size of the market. As of January 2014, there
were 2,081 Funds on the road fundraising (up from 1,940 in 2013
and 1,814 in 2012), and the vast majority of market sentiment
predicts an increase in aggregate Capital Commitments to be raised
in 2014.2 This forecasted increase will certainly continue to seed
Facility growth. There is also still a large universe of Funds and
entire Fund families not utilizing Facilities, at least in the buyout
and venture capital asset classes, which presents additional
opportunity. Finally, Funds are now using Facilities much more
frequently during their entire tenor (i.e., from their initial Investor
closing through their liquidation of final assets), and this continuity
of use of Facilities throughout a Fund’s life cycle is keeping
Facilities on the books for many years beyond their original tenor.

De-Commoditizing and the Increase in Bespoke
Structures

Facilities are sometimes seen as a commodity product in the real
estate Fund space, as some real estate Funds have been using the
product for years in a largely consistent structure. However, a
confluence of factors is driving significant change in Fund and
Facility structures, and the product is in many respects de-
commoditizing.

Fund Structural Evolution and a Changing Investor
Universe

While Investor fundraising did show significant overall
improvement in 2013, securing Capital Commitments from
Investors is requiring more time and more structural
accommodations than in the past. Funds continue to form more
separate accounts (often called ‘managed accounts’), parallel funds-
of-one, blocker corporations to negate tax concerns and alternative
investment vehicles, in each case to more precisely optimize the
Fund for the specific preferences of particular Investors. These
structural changes to Funds are increasing the complexity of
Facilities, as additional Fund entities need to be incorporated into
the Facility collateral package to ensure ultimate security in the
Unfunded Commitments. Further, a number of Investor issues are
challenging historical Lender underwriting guidelines. The single
Investor exposure in separate accounts conflicts with the Lender
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preference for a granular pool of Investors offering diversification
and overcollateralization. Investor side letters from time-to-time
include provisions that challenge or create ambiguity as to a
Lender’s unimpaired enforcement rights. Sovereign wealth funds
and fund of fund Investors (which entities are typically unrated and
without publically available financial statements) are increasingly
significant and even flagship Investors in Funds. High net worth
individual Investors, including those investing through a managed
platform sponsored by an investment bank or advisor, are
increasingly providing Funds material Capital Commitments.
These trends can be challenging for those Lenders used to relying
on credit ratings for Investor underwriting, but excluding them from
Facility borrowing bases (“Borrowing Bases”) may fatally impair
the utility of a prospective Facility.

Overcall Limitations

Overcall limitations (“Overcall Limitations™) are provisions in a
Fund’s partnership agreement that limit an Investor’s obligation to
fund a supplementary Capital Call made for the purpose of funding
any shortfall created by another Investor’s default or exercise of an
excuse right. While a rarity prior to the financial crisis, Overcall
Limitations seem to be permeating the market and increasing in
both prevalence and grip, especially outside of real estate Funds.
The initial 150% threshold is now sometimes as low as 120% and
Overcall Limitations linked to a Fund’s investment concentration
limits sometimes provide no overcollateralization buffer at all for
maximum size investments. This trend is of course problematic for
Lenders and threatens the traditional underwriting criteria for
Facilities. Overcall Limitations both undermine the general
premise that one Investor’s Uncalled Commitment over-
collateralizes that of a defaulting Investor and broadens the
Lender’s credit exposure to Investors that were excluded from the
Borrowing Base in the first instance. For a Fund with Overcall
Limitations, the Fund’s particular Investor constituency needs to be
carefully analyzed as a whole and applied to the particular form of
Overcall Limitation, and there are certain Facilities that are simply
not viable because the particular Overcall Limitation does not
afford sufficient overcollateralization for the Lender.

Facility Analysis

As each of these variables can combine in an infinite number of
forms in any particular Facility, each Facility must be evaluated in
the context of its whole and gone are the days of simply checking
for a few sizeable rated Investors. In many cases, Lenders are now
actively considering and implementing asset-level mitigants to
attempt to offset any perceived shortcomings in the Fund structure,
the Investor pool or the Fund’s partnership agreement, including in
certain circumstances minimum net asset value covenants and
requirements to make periodic Capital Calls. The Facility market is
simply not a commodity market at present.

Lender Border Crossings and Regional Lender
Expansions

Facility structures are also evolving as new Lenders enter new sub-
markets. While new entrants have for years endeavored to enter the
Facility market, certain movements accelerated in 2013 that have
the potential for better traction. Multiple European Lenders are
making real investments to build their capabilities in the United
States. Unlike some of their new entrant predecessors, these
Lenders have real, demonstrable execution capabilities, if primarily
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in a different sub-market. Similarly and in reverse, many of the
dominant US Lenders are increasingly attentive to Europe and Asia.
Several US-based Lenders had real successes in 2013 and early
2014, at least in Europe. As Lenders emigrate, they bring their
historical Facility structures and underwriting guidelines to the new
sub-market. As a result, Funds are increasingly finding themselves
with Facility proposals with significant structural variation (a
traditional Borrowing Base versus a coverage ratio, as a simple
example). Along a parallel path, multiple regional Lenders are
expanding beyond their historical footprints, often in efforts to keep
up with the growth of their Fund clients. Many regional Lenders
have increased their Facility maximum hold positions significantly
and several regional Lenders made impressive progress increasing
their brand awareness and relevance in the market last year. As
their Facility structures and underwriting parameters often differ
from a traditional Facility, they are also altering the competitive
landscape.

There are several areas where these developments are likely to have
a meaningful impact in the near term. First, structural variations in
Facilities have an immediate impact on syndication strategy, as
certain Lenders have structural guidelines that may or may not
permit deviation as wide as what is now being seen in the market.
Thus, Funds need to determine Facility structures in hand with
syndication preferences and needs. Additionally, the growing
competitive challenges are stressing those Lenders that have
historically only participated in, and not led, Facilities. Because
Funds in the new environment are more likely to have multiple
suitors, they are more frequently dictating their own syndicate
members, making it far more challenging for Lenders that are used
to seeing opportunities presented by a lead arranger. However, the
Facility market has shown multiple times in recent years that if you
add an experienced origination banker you can become relevant
relatively quickly, it is likely that 2014 includes some lateral banker
movement as Lenders seek to increase their direct visibility with
Funds.

While these competitive changes are real and increasingly evident
every day, we expect that the actual impact to the competitive
landscape for incumbent Lenders to be largely contained to the
margins. If 2014 Facility growth is just 5-10% of 2013 (which a
number of reasonable factors seem to support), for a market as large
as the Facility market, growth will simply consume a major portion
of any new lending capacity entering each sub-market. But further,
there are several factors that suggest changes will be incremental,
not immediate. First, a number of the large incumbent Lenders in
both the US and Europe have done an excellent job the last three
years pivoting with the market and building out great portfolios.
Because the switching costs in this product are real, not just when a
Facility comes up for renewal (in which case they are very real) but
also with successor Funds in the same Fund family, wholesale
turnover in Lender groups across the market is highly unlikely.
Further, if you look behind the aggregate fundraising numbers into
which Funds are actually raising the capital, concentration and the
continuing ‘flight to quality’ is evident. Investors are making larger
Capital Commitments to fewer Fund sponsors (“Sponsors”) and
this is resulting in larger Funds run primarily by top tier Sponsors.
Preqin reports that only 7% of 2014 capital raised was by first-time
Sponsors. These established Funds are often deeply aligned with
incumbent Lenders, further making a significant shift in the market
unlikely. When you couple virtually any growth in the overall size
of the Facility market with the incumbent Lenders’ large existing
portfolios, expansive origination reach and typically greater
entanglements with top tier Sponsors in terms of financing the
assets, a material 2014 volume downturn for them seems unlikely,
despite the increased competition.
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Credit Continuum

Supported by the excellent credit performance of Facilities
throughout the financial crisis (and probably in part due to the
increasingly competitive landscape), Lenders are now more willing
to underwrite Facilities further down the risk continuum than they
have in the past. For example, we are increasingly seeing Facilities
consummated for Funds with partnership agreements with more
general and less precisely tailored Facility authorization language.
Lenders’ tolerance for certain levels of Overcall Limitations has
increased, at least for certain experienced Sponsors and Funds with
strong and diverse Investor pools. Additionally, in many contexts,
Investors are being included in Borrowing Bases that were
historically excluded, including unrated Investors, Investors with
sovereign immunity or side letter issues and high net worth
Investors in managed platforms.

Based on the vast majority of Facilities we have seen to date, we
think this downward trending has been largely rational and
supportable based on the greater availability of extremely positive
Investor funding and Facility performance data. Facilities are an
asset class where the historical funding delinquency percentages of
the excluded Investors — those where the Lenders provide a zero
advance rate — is significantly lower than the delinquency
percentage of the included assets in virtually any other ABL or
securitization asset class. When you combine (i) that level of
favorable Investor funding performance, (ii) a robust secondary
market in Investor partnership interests eager to take out any
financially stressed Investors, and (iii) Facilities being structured as
full recourse loans likely to have some asset value sufficient to
contribute to repayment if ever needed, some structural evolution
designed to accommodate Funds seems supportable.

Additional Market Trends and Developments

There are a host of secondary developments in the Facility market
worthy of note, including the following:

] The Regulatory Environment. Similar to virtually every
lending market, Lenders are facing an uncertain and
challenging regulatory environment. = Many of the
regulations emanating from the credit crisis are now moving
to the finalization and implementation stages, and Lenders
are having to adapt. Moreover, additional regulations
continue to be proposed. Lenders may evolve Facility
structures, including potentially greater emphasis on
uncommitted tranches, to adapt.
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] Municipal Pensions. Municipal pension funds in the United
States, often flagship Investors, are under ever-increasing
pressures. Despite the relatively robust performance of the
equity markets and the significant rebound in many real
estate markets in 2013, the outlook for many of these
Investors is declining. As a result, the credit profile of many
municipal pensions will continue to trend negatively going
forward, stressing the underwriting for including them in
Borrowing Bases.

] Cayman Limited Partnership Act Updates. As many
offshore Funds are organized in the Cayman Islands to
achieve tax efficiencies, market participants should be aware
of pending legislation that would overhaul their existing
partnership law. The proposed changes, announced in
February 2014, aim to, among other things, (1) synchronize
the drafting of Cayman Islands partnership agreements, (2)
declare that default penalties will not be unenforceable solely
because they are punitive in nature, (3) confirm that the right
to clawback distributions will only be required if the Fund is
insolvent at the time of the original distribution, and (4)
streamline the procedure to admit new Investors and
effectuate transfers of partnership interests. Additionally, the
Contracts (Rights of Third Parties) Law, also pending, is
designed to confer third party beneficiary rights via an opt-in
requirement. Any changes in the partnership law of this key
jurisdiction need to be monitored closely.

Conclusion

Facilities enjoyed a very positive 2013 from both a credit and
growth perspective, but not without real and increasing challenges.
With double digit performance returns for Funds in the majority of
asset classes last year, Investors now have extensive ‘skin in the
game’ and funding incentives across a wide swath of Funds
supporting Facilities. Such increases in Fund net asset value
certainly project well for 2014 Facility performance. But while the
data suggests the positive trends for Facilities will continue,
competitive, underwriting and regulatory developments are all
likely to increasingly challenge Lenders, at least at the fringes,
throughout the upcoming year.

Endnotes

1 See, Presentation Materials of Ignatius Fogarty, Head of
Private Equity Products, Preqin, from the 4th Annual
Subscription Credit Facility and Fund Finance Symposium,
held January 16, 2014 in New York, NY.

2 See, 2014 Pregin Global Private Equity Report; and Global
Private Equity Report 2014, by Bain & Company.
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Chapter 17

Majority Rules:

Credit Bidding Under
a Syndicated Facility

Kramer Levin Naftalis & Frankel LLP

A. Introduction

Credit bidding for a debtor’s assets in a bankruptcy case is a
valuable technique that enables secured creditors to preserve their
rights and recover the value of their collateral. For secured lenders
in a syndicated credit facility, however, credit bidding can also be a
powerful tool by which majority lenders — with the ability to
exercise control over the agent — may credit bid the entire
syndicate’s claim for their benefit. This can have devastating
effects on minority lenders, who may be forced to watch helplessly
as their collateral is liquidated — over their objection — for the
benefit of the majority. This article discusses recent holdings in
bankruptcy cases that have interpreted standard language contained
in most credit agreements that allows an agent, often at the direction
of the majority lenders, to credit bid for assets over the objection of
the minority, and, in at least one case, limit the minority lenders’
ability to benefit from certain collateral as a result of a hybrid bid
proposal that combines a cash bid with a credit bid.

By way of background, section 363(k) of the Bankruptcy Code
authorises a holder of an allowed secured claim to use up to the face
amount of its claim as currency in connection with any sale of its
collateral.! This entitlement applies “unless the court for cause
orders otherwise”.2 The term “cause” is not defined in the
Bankruptcy Code, and courts have taken a case-by-case approach to
determining whether it exists. “Cause” has been found, for
example, where a secured creditor’s liens are subject to dispute.3 In
addition, certain courts, including the Third Circuit Court of
Appeals in Philadelphia Newspapers, seem to be expanding the
scope of what is generally viewed to be “cause” under section
363(k) to include the impact of the credit bid on the bidding and
auction process.# Generally, however, where a secured lender has a
valid secured claim, a bankruptcy court will allow the secured
lender to credit bid the face amount of its debt, regardless of the
asserted value of the collateral.>

B. Risks to Minority Lenders

(i)  Minority Lenders in a Syndicated Facility: Chrysler,
GWLS and Progeny

Although the right to credit bid is commonly viewed as an
advantage to the secured creditor, it may be largely illusory and
carries significant risks for minority lenders in a syndicated facility.
While almost every credit agreement contains a list of certain key
provisions that may not be amended absent the consent of each
lender — a structure intended to protect minority lenders — courts
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have found these amendment provisions are not implicated in the
credit bidding context.6

This is due to the language in a credit agreement that provides for
the appointment of an administrative agent and collateral agent, and
authorises the agents to take certain actions on behalf of the
lenders.” Although not a credit bidding situation, in Chrysler, the
Second Circuit clarified that a debtor’s assets that are encumbered
by a lien of a secured credit facility may be sold free and clear under
section 363(b) of the Bankruptcy Code over the objection of a
minority lender where the agent has consented to the sale, as such a
sale is not an amendment to the credit agreement.8

While credit agreements generally do not refer specifically to the
right to credit bid under section 363(k), courts have interpreted
standard language in a credit agreement that authorizes an agent to
“exercise . . . all rights and remedies of a secured party under the
UCC or any other applicable law” to permit an agent to credit bid.?
Like the Second Circuit in Chrysler, these courts have found the
right to credit bid is not an amendment to the credit agreement, and
thus does not require the consent of each lender.10

In GWLS, for example, the Delaware Bankruptcy Court approved a
credit bid sale over the objection of a minority lender in a credit
facility. The minority lender had argued that the agent could not
credit bid without unanimous lender approval because the bid
constituted an amendment to the credit agreement that would
release the lenders’ collateral, and any such amendment required
unanimous consent.!! The Court rejected this argument, noting that
(i) the credit agreement empowered the agent with “all rights and
remedies of a secured creditor” under applicable law, and (ii) the
collateral agreement, executed contemporaneously with the credit
agreement, permitted the agent to “dispose of or deliver the
Collateral or any part thereof”. It was therefore “abundantly clear”
that the operative documents permitted the agent to credit bid on the
lenders’ collective behalf, and such an action did not amount to an
amendment releasing collateral.12

In Metaldyne, the S.D.N.Y. Bankruptcy Court made a similar ruling
when presented with a minority lender’s argument that the
governing security agreement gave each lender exclusive authority
to direct the disposition of its claim.!3 The minority lender also
argued that a credit bid would amount to an unauthorised
amendment to the credit agreement releasing that lender’s liens.!4
The Court rejected these arguments, noting that the Second Circuit
in Chrysler had analysed similar language prohibiting amendments
that would release collateral and found that it “did not give a
dissenting lender rights to prohibit the collateral agent from acting
on its behalf” in submitting a credit bid.!> The fact that the agent
enjoyed “all rights and remedies of a secured party under New York
UCC or any applicable law” made clear that lenders did not control
their individual claims.16
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As aresult of this widely accepted interpretation of what is standard
language in most credit agreements, minority lenders should be
aware that they can be dragged along in a credit bid; transforming
them from minority secured /lenders, with at least the partial
protections provided under the credit and security agreements, to
minority equity holders, with almost no protection.

(i) Minority Lenders vs. Equity Sponsor, As Lender:
PTC Alliance

Minority lenders in a credit facility should also be wary of rights
exercisable by an equity sponsor, who, in addition to its equity
interests, is a lender and may control the agent to the same effect as
in the cases discussed above. In PTC Alliance, for example, entities
affiliated with the equity sponsor owned a majority of the secured
debt (though, notably, not a requisite majority required to direct the
agent) and served as the agent of the debtors’ ABL credit facility.!”
Under the relevant credit documents, the agent was empowered to
take remedial action at its own discretion upon default — without the
direction of a requisite majority and not subject to lenders’ veto
power. The Bankruptcy Court found that the credit documents
clearly authorised the agent to credit bid the entire facility over the
objections of individual minority lenders, and noted that any claims
relating to the propriety of the agent’s actions vis-a-vis the other
lenders was “not my problem . . . not the debtor’s problem”, but
rather an intercreditor issue to be adjudicated in another forum.!8
Thus, the equity sponsor was authorised to use the credit bid to
maintain majority control of the insolvent debtor over the minority
lenders’ objection.

C. Hybrid Cash and Credit Bids: The Lesson
of GSC

When combined with a cash bid, a credit bid can be even more
hazardous to minority lenders, as majority lenders may cause the
agent to limit the credit bid to certain portions of the collateral,
thereby causing the minority lenders’ recovery to be limited to their
pro rata share of assets allocated to the credit bid. The GSC cases
provide a sobering example of what can happen to minority lenders
when the agent combines a cash and credit bid.!%

In GSC, the debtors had entered into a prepetition credit facility
with approximately $200 million in term loans and $40 million of
revolver access secured by substantially all the debtors’ assets (the
“GSC Facility”).20 A single investor (the “Majority GSC Lender”)
had acquired a 51.1% stake in the GSC Facility, entitling it to
appoint the collateral agent and direct the agent in the exercise of
remedies under the security agreement governing the GSC
Facility.2! The GSC debtors (and, ultimately, a chapter 11 trustee
appointed at the minority lenders’ request) had two principal types
of assets that they sought to sell in bankruptcy, referred to as the
“Management Contract Assets” and the “Credit Bid Assets” — both
of which were subject to the GSC Facility’s liens.

In seeking to purchase the assets, the Majority GSC Lender
structured a hybrid cash and credit bid whereby it would: (i) credit
bid $224 million for the Credit Bid Assets in its capacity as agent
(such assets were valued by the debtors’ financial advisor as being
worth approximately $5.1 million); and (ii) pay $11 million in cash
on its own account for the Management Contract Assets (valued by
the debtors’ financial advisor to be worth in excess of $126
million).22 The Credit Bid Assets would then be shared, pro rata,
among the syndicated lenders, including the minority lenders, while
the more valuable Management Contract Assets, purchased with the
Majority GSC Lender’s cash bid, would be distributed solely to the
Majority GSC Lender. Because the Majority GSC Lender had the
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exclusive right to pair its cash bid with the credit bid as a result of
its majority holdings, it was determined to have submitted the
highest and best bid for the debtors’ assets.?3

At a hearing at which the minority lenders sought to reopen the
auction of the debtors’ assets, their counsel highlighted what
appeared to be transparent self-dealing by the Majority GSC
Lender:

It’s as if, Your Honor, it would be appropriate for this court
to sanction a bid where [the Majority GSC Lender] bid 220
million dollars for a paperclip pursuant to a credit bid, and
then tried to take the remainder of the assets for one dollar.24

Ultimately, the Court was unmoved by the minority’s protestations,
ruling in its sale opinion that:

When the Non—Controlling Lenders entered into the
Prepetition Credit Agreement and Security Agreement, they
agreed that the Agent had the sole ability to take action on the
Collateral and realize upon the security. . . . The Sale does
not dictate how proceeds from or equity in the purchased
assets will be shared between bidders; issues concerning the
distribution of the assets or value between the bidders was
not properly before the Court.25

The Bankruptcy Court preserved the minority’s rights to seek
remedies against the Majority GSC Lender on account of the
allegedly improper allocation, but determined that the enforcement
of any such remedies was not within its purview and should proceed
in another forum.26 Even as it did this, however, the Court found
the Majority GSC Lender to be a “good faith purchaser” for
purposes of section 363(m) of the Bankruptcy Code; and, contrary
to the minority lenders’ assertions, the Majority GSC Lender had
not engaged in improper conduct in connection with the purchase of
the debtors’ assets, because the “relevant inquiry [is] whether that
conduct was intended to control the sale price or take unfair
advantage of prospective bidders”.27

D. Conclusion: Protecting the Minority in a
Syndicated Facility

Minority lenders should be aware that they can quickly find
themselves holding minority equity interests where they once had the
benefit of security interests — and these equity interests may attach to
much less valuable assets than originally contemplated. To members
of a syndicated credit facility seeking to protect themselves from this
outcome, an understanding of the operative credit documents is
crucial. Lenders should consider both the requisite majority’s ability
to appoint an agent and the powers that such an agent may hold,
including the right to credit bid. Even where a credit document does
not provide expressly that an agent has the right to credit bid the
syndicate’s claim, such authority may be found in more general
provisions authorising actions available “under applicable law”.
Therefore, lenders seeking to prevent credit bidding by an agent over
a minority’s objection may be well served by a provision in the credit
agreement specifying in detail that such a bid is prohibited or
conditioned on minority lender consent.
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Endnotes

11 U.S.C. § 363(k). The general requirement that a secured
lender be permitted to credit bid also applies by
incorporation into 11 U.S.C. § 1129(b)(2)(A)(ii) in the
context of a chapter 11 plan sale. See RadLAX Gateway
Hotel, LLC v. Amalgamated Bank, 132 S. Ct. 2065 (2012).

1d.

See, e.g., Morgan Stanley Dean Witter Mortg. Capital, Inc. v.
Alon USA LP (In re Akard St. Fuels, L.P.), No. 01-1927, 2001
U.S. Dist. LEXIS 21644 (N.D. Tex. Dec. 4, 2001) (affirming
bankruptcy court’s denial of right to credit bid where a bona
fide dispute existed as to lender’s liens).

See In re Phila. Newspapers, LLC, 599 F.3d 298, 316 n.14
(3d Cir. 2010) (A court may deny a lender the right to credit
bid in the interest of any policy advanced by the Code”,
including the policy favouring a robust bidding process.); see
also In re Fisker Auto. Holdings, Inc., No. 13-13087, 2014
Bankr. LEXIS 230 at *13 (Bankr. D. Del. Jan. 17, 2014)
(Gross, J.) (limiting right to credit bid to amount creditor
paid for secured debt where the evidence was “express and
unrebutted that there will be no bidding — not just the chilling
of bidding — if the Court does not limit the credit bid”). The
question of what constitutes cause, and the unique facts and
circumstances that led to the decisions in both Philadelphia
Newspapers and Fisker, are beyond the scope of this article.

In re Submicron Sys. Corp., 432 F.3d 448, 459-60 (3d Cir.
2006).

A typical credit agreement may prohibit amendments to,
among other things, maturity date, interest rate, the waiver of
any payment defaults and, most relevant for present
purposes, the release of collateral. For example, the credit
agreement at issue in GWLS, discussed infra, provided that
absent the consent of each lender, “no . . . amendment,
supplement or modification shall (i) release all or
substantially all of the Collateral or alter the relative
priorities of the secured obligations entitled to the Liens of
the Security Documents, in each case without the written
consent of all Lenders . . . .” In re GWLS Holdings, Inc.,
2009 Bankr. LEXIS 378 at *4-6 (Bankr. D. Del. Feb. 23,
2009); see also In re Metaldyne Corp., 409 B.R. 671, 675
(Bankr. S.D.N.Y. 2009) (credit agreement may not be
“waived, amended or modified” absent consent of certain
specified parties, and any such amendment shall not “release
all or substantially all of the Collateral from the Liens of the
Security Documents, without the written consent of each
Lender”™).

For example, the credit agreement in GWLS provided:

Each of the Lenders and the Issuing Lenders hereby
irrevocably appoints USB [sic] AG, Stamford Branch, to act
on its behalf as . . . the Collateral Agent hereunder and under
the other Credit Documents and authorizes such Agents to
take such actions on its behalf and to exercise such powers as
are delegated to such Agents by the terms hereof or thereof,
together with such actions and powers as are reasonably
incidental thereto.

The collateral agreement, executed contemporaneously with
the credit agreement, further provided:

If an Event of Default shall occur and be continuing, the
Collateral Agent, on behalf of the other Secured Parties, may
exercise . . . all rights and remedies of a secured party under
the New York UCC or any other applicable law. Without
limiting the generality of the foregoing, the Collateral Agent
... may sell, lease, license, sublicense, assign, give option or
options to purchase, or otherwise dispose of and deliver the
Collateral or any part thereof . . . .

GWLS, 2009 Bankr. LEXIS 378 at *6-7; see also Metaldyne,
409 B.R. at 678 (reciting substantially identical provisions).
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The Second Circuit held:

[T]he § 363(b) Sale did not entail amendment of any loan
document. To the contrary, the § 363(b) sale was effected by
implementing the clear terms of the loan agreements —
specifically, the terms by which (1) the lenders assigned an
agent to act on their behalf, (2) the agent was empowered,
upon request from the majority lenders, to direct the trustee
to act, and (3) the trustee was empowered, at the direction of
the agent, to sell the collateral in the event of a bankruptcy.
Because the Sale required no amendment to the loan
documents, Chrysler was not required to seek, let alone
receive, the [objectors’] written consent.

Ind. State Police Pension Trust v. Chrysler LLC (In re
Chrysler LLC), 576 F.3d 108, 120 (2d Cir. 2009).

GWLS, 2009 Bankr. LEXIS 378 at *7. See also GSC, 453
B.R. at 141 n.8; Metaldyne, 409 B.R. at 678-79.

See, e.g., In re GSC Group, Inc., 453 B.R. 132, 172 n.59
(Bankr. S.D.N.Y. 2011); Metaldyne, 409 B.R. at 673.

GWLS, 2009 Bankr. LEXIS 378 at *4-6.
Id. at *11-15.

See Metaldyne, 409 B.R. at 675. The minority lender pointed
to a provision of the security agreement providing that:

At any public . . . sale made pursuant to this Section, any
Secured Party may bid for . . . the Collateral or any part
thereof offered for sale and may make payment on account
thereof by using any claim then due and payable to such
Secured Party . . . .

Id. (emphasis added).
Id.

Id. at 677.

Id. at 678-79.

In re PTC Alliance Corp., No. 09-13395 (Bankr. D. Del.)
(Sontchi, J.).

See Transcript of Hearing dated April 14, 2010, at 49 [Dkt.
No. 613].

In re GSC Group, Inc., No. 10-14653 (Bankr. S.D.N.Y.)
(Gonzalez, J.). These cases are commonly referred to as the
“Greenwich Street Capital” cases.

GSC, 453 B.R. at 140-42.

The Majority GSC Lender used these powers, first, to
appoint one of its affiliates as collateral agent. /d. at 142.

Id. at 144 n.11 (“After the Auction, [the financial advisor]
acknowledged that, in his view, the assets of the Debtors to
be acquired by [the Majority GSC Lender] on account of its
$11 million bid were worth in excess of $126 million and that
the assets of the Debtors to be acquired by [the Majority GSC
Lender agent] on behalf of the Prepetition Lenders with the
$224 million credit bid were only worth $5.1 million.”).

While there were other cash bids for the Management
Contract Assets that exceeded the Majority GSC Lender’s
cash bid of $11 million, because these other cash bids were
not paired with the $224 million credit bid, they were
determined to be less than the Majority GSC Lender’s hybrid
bid.

See Transcript of Hearing dated November 1, 2010, at 26
[Dkt. No. 186]. The Court responded at the time:

Well, it depends. If it was a collective bid, and any other
collective bid didn’t amount to that much, I’m not so sure
why it would be so offensive. I mean, at the end of the day
the estate is interested in the highest bid . . . . If, ultimately,
that was produced regardless of the allocation, what
difference does it make?

See id. at 26-27.

1d. at 163-64.

WWW.ICLG.CO.UK



Kramer Levin Naftalis & Frankel LLP

26  Id. at 172-73. See also Amended Complaint dated
September 28, 2011, Credit Agricole Corp. and Inv. Bank
N.Y. Branch v. BDC Fin., L.L.C., No. 651989/2010 (N.Y.
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27

Id. at 181; see also id. at 154 (“An agreement between two
bidders resulting in a single bid in exchange for
consideration does not, without more, constitute collusion.”)

Sup. Ct. N.Y. C’ty) [Dkt. No. 83].
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Chapter 18

Albania

KALO & ASSOCIATES

1 Overview

1.1 What are the main trends/significant developments in the
lending markets in Albania?

The lending market in Albania is one of the most important
additional means of supporting and developing private sector
entrepreneurship. Besides the demand and supply interplay, the
performance of lending was heavily affected by cleansing of banks’
balance sheets. There have been positive developments in lending
to households in recent years, especially for short-term loans on
households (consumer credit based on income), which are in line
with banks’ positive reports on the performance of household credit
supply and demand.

However, banks report a tightening of credit standards applied to
loans granted for working capital and investments financing.
Developments in lending reflected mainly the poor performance of
lending to the private sector of the economy, particularly to private
businesses. Credit standards have been tightened especially on
loans to small, medium-sized and even large enterprises. This
restricted lending to the economy has been reflected in a lower level
of economic growth.

The performance of lending to businesses has deteriorated in recent
years, especially in 2013. Even though banks insist that there is a low
credit demand by businesses, particularly for investment loans, tight
credit supply and lending standards on investment loans by banks to
businesses has been emphasised by several business associations in
the country and also noted/admitted by the Bank of Albania
throughout last year. Statistics on lending to businesses by sector of
the economy indicate a poor performance in almost all areas. The
continued decrease in lending can be also attributed to a deterioration
of asset quality. NPL percentage over the total number of loans has
risen sharply over the last three years and is currently in the mid-20s.
The main reasons behind that increase have been: the economic
slowdown/cycle; the unpaid dues by the government on bills and
VAT refunds to companies that make up for large part of the NPLs of
banks; and the inefficient procedures for the execution of collateral,
through lengthy legal and judicial procedures, which hinders
recovery of collateral properties. Nevertheless, banks have created
sound provisions to cover for loans losses.

1.2 What are some significant lending transactions that have
taken place in Albania in recent years?

In Albania, lending activity (especially foreign crediting) has seen
continuous developments in terms of the amount invested and the
variety of sectors covered in the financing process. Key sectors

ICLG TO: LENDING & SECURED FINANCE 2014

Nives Shtylla

with significant lending transactions are:
financial institutions;
transport;

natural resources;

[
[

[

[ power and energy;
] commercial construction;

] government institution projects; and
] infrastructure.

Some of the significant lending transactions in recent years by the
ERBD (European Bank for Reconstruction and Development) to
the public and private sector are:

Financial institutions and leasing finance:

u a €10 million loan to Credins Bank;
] €1 million to Landeslease in support of leasing in Albania;

] a €5.0 million small and medium-sized enterprises credit line
to Veneto Banca;

[ ] a €1.3 million credit line to NOA;
[ ] a €1.1 million credit line to Fondi Besa; and

] €1.5 million to Albania’s Credins Leasing s.a for small
businesses to boost leasing finance to SMEs for vehicles and
equipment.

Power and energy:
] a €12.7 million investment for the safety upgrade of the
Komani hydropower plant dam;

] a €5.2 million loan to Hydro Power Plant of Korca for two
units generating 23 GWh per year;

] €6 million to finance the construction of the Ternove
hydropower plant in north-east Albania;

] a €3 million loan to Energy Partners (local privately owned
developer) to finance construction of two small hydropower
utilities; and

] a €50 million loan to CEZ Distribution to improve energy
efficiency.

Transport:
] €7.5 million for the completion of the new road between the
cities of Levan and Vlore in south-western Albania; and

] a €53 million loan for the construction of the Fier and Vlore
bypasses.

Natural resources:

] €19.2 million to Bankers Petroleum to support the
remediation and redevelopment of the Patos-Marina oilfield.

Construction:

] €4.4 million additional equity support for the Antea Cement
Factory.
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2 Guarantees

2.1 Can a company guarantee borrowings of one or more
other members of its corporate group (see below for
questions relating to fraudulent transfer/financial
assistance)?

The Albanian legal provisions do not contain any specific limitation
applicable to the granting of intra-group guarantees, provided that
such creation of guarantees receives adequate corporate approval
based on the corporate acts of the company, and no court practice
has developed in this respect. To mitigate risk of transactions
becoming void, however, it is recommended that intra-group
guarantees are created to the benefit of the guaranteeing company.

2.2 Are there enforceability or other concerns (such as
director liability) if only a disproportionately small (or no)
benefit to the guaranteeing/securing company can be
shown?

It is arguable whether there may be enforceability concerns in this
case as the company law does not strictly prohibit the extension of
intra-group guarantees or provide any clear guidance in this respect.
Third parties are therefore advised to request and review adequate
corporate approvals (e.g. from the shareholders’ meeting) in respect
of the guarantee, such approval to recognise direct or indirect
benefits to the company for the granting of a guarantee and also
compliance with the company’s corporate purpose. Directors on
the other hand face personal liability for acting in breach of their
fiduciary duties and duties of care and skill, therefore any
assessment of directors’ liability should be made by paying specific
consideration to these duties and in general whether directors were
acting in excess of their powers granted by the company’s
constitutional documents when granting the guarantee. The most
likely legal consequence of a guarantee granted with no benefit to
the company is personal liability of shareholders and also directors
on the grounds of abuse of the company’s assets; this in turn
requires some element of fraud at the expense of creditors.

2.3 Is lack of corporate power an issue?

This is not expressly regulated in the company law therefore it is
recommended that if the granting of a guarantee is not expressly or
otherwise permitted by the corporate power (i.e. scope of activity of
the company), it is at least approved by the highest company’s
decision making organ i.e. the shareholders’ meeting.

2.4 Are any governmental or other consents or filings, or
other formalities (such as shareholder approval),
required?

Shareholder approval is normally needed, unless directors or boards
of directors are expressly authorised to issue intra-group guarantees
pursuant to the company’s bylaws and statute. Government
consents may be required for specific sectors (such as energy
regulatory authority for securities with assets of a company) or for
companies enjoying rights over assets based on a concession
agreement with the Albanian state.

2.5 Are net worth, solvency or similar limitations imposed on
the amount of a guarantee?

The guarantor is responsible only up to the amount of the principal

debt, including the payment of interest, compensation for damage
caused by delay in execution and other expenses incurred by the
contractor in obtaining his loan, unless upon agreement it is
accepted that the guarantee shall be granted also for a part of the
obligation, or under easier conditions or for an amount lower than
the principal debt.

The guarantee which transfers the obligation or is given subject to
more severe conditions than the principal debt is valid only up to
the limits of the latter.

2.6 Are there any exchange control or similar obstacles to
enforcement of a guarantee?

Please be advised that according to the Regulation of the Bank of
Albania “On Foreign Exchange Activities” the incoming capital
transfers to the territory of the Republic of Albania may be carried
out without any restrictions by residents or non-residents.

The capital transfer from the territory of the Republic of Albania
abroad for the account of the entities themselves licensed by the
Bank of Albania can be made with the decision taken by their
respective bodies. The licensed entities can carry out the capital
transfer from the territory of the Republic of Albania to the account
of their customers after the completion of the documentation
defined in the Regulation, as well as additional documentation that
is deemed reasonable by such entities.

3 Collateral Security

3.1  What types of collateral are available to secure lending
obligations?

Collateral in Albana is regulated by several laws: the Law On
Securing Charge; the Albanian Civil Code; and the Law On
Payment System. The range of collaterals provided by the
abovementioned laws includes pledges, mortgages, securing
charges and financial collateral.

3.2 Isit possible to give asset security by means of a general
security agreement or is an agreement required in
relation to each type of asset? Briefly, what is the
procedure?

In Albania, securing charges over movable property is regulated by
the Law On Securing Charges. An itemised description of the asset
in the respective security agreement is not necessary. However, in
order to avoid disputes in case of enforcement, it should contain an
adequate description of it.

According to the Civil Code provisions the securities granted over
immovable property, which are subject to a mortgage agreement,
must be described, even in case of taking/granting mortgages over
future assets.

3.3 Can collateral security be taken over real property (land),
plant, machinery and equipment? Briefly, what is the
procedure?

According to Albanian legislation, security can be taken either over
real (immovable) property (land) or over movable property (i.e.
machinery and equipment).

The mortgage (security taken over immovable assets, usufruct or
emphyteusis rights) can be taken/given not only over present or
future immovable assets, as well as present and/or future fixtures
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related thereto, but also easement rights over immovable property.
It is created upon an agreement made in writing before the Notary
Public, which in turn is perfected by registering it with the
immovable properties registry kept by the local Real Estate
Registration Office.

The Law on Securing Charges provides as an instrument of security
a non-possessory pledge which is an alternative to the possessory
pledge provided by the Albanian Civil Code. Therefore, a non-
possessory security securing charge is given/taken only over
present or future movable, tangible assets (i.e. machineries and
equipment), for securing either a present or a future debt. In order
to create a securing charge, a written agreement is needed. The
securing charge is then perfected through registration with the
securing charges registry.

3.4 Can collateral security be taken over receivables?
Briefly, what is the procedure? Are debtors required to be
notified of the security?

Albanian legislation allows security over receivables, whereas the
chargor can hold the security and make use of it in order to exercise
its activity by continuing to collect the receivables, until the chargor
is in default. The chargee notifies the debtor in relation thereto.

3.5 Can collateral security be taken over cash deposited in
bank accounts? Briefly, what is the procedure?

Bank accounts can be taken as security and will be subject to a
securing charge agreement and perfected upon registration with the
securing charges registry.

3.6 Can collateral security be taken over shares in companies
incorporated in Albania? Are the shares in certificated
form? Can such security validly be granted under a New
York or English law governed document? Briefly, what is
the procedure?

According to recent changes in the relevant Albanian legislation
shares may no longer be subject to securing charges. Regarding
shares of an LLC (in Alb. “kuota”) the relevant Albanian legislation
provides for an instrument of security through a pledge, subject to
an agreement and to registration in the share ledger and with the
National Registration Centre.

Regarding shares of a JSC (in Alb. “aksione”) the relevant Albanian
legislation provides for an instrument of security through financial
collateral, subject to an agreement and to registration in the share
ledger and with the National Registration Centre.

The company can issue a certificate where it has confirmed the
shareholding, as long as it is not a saleable instrument.

It is the prudent view to use an Albanian law governed document
and to comply in particular with Albanian formality requirements
(e.g. notarisation).

3.7 Can security be taken over inventory? Briefly, what is the
procedure?

Yes. Inventory means goods which are held by a person to be sold
or leased to, or which are leased by that person as a lessor. This
definition includes supplied goods or goods to be supplied under
different contracts for the rendering of services.

When a registration or a registration change is made to a collateral
as a good that is not provided with a serial number, or to goods with

a serial numbered as inventory, the collateral can be described,
depending on the case, as “inventories”, “account”, “instruments”,
or “cash”. In the case of other goods, there has to be a general or

specific description.

The description of goods as “inventories” is not valid when the
goods are not classed as inventory.

ania

3.8 Can a company grant a security interest in order to
secure its obligations (i) as a borrower under a credit
facility, and (ii) as a guarantor of the obligations of other
borrowers and/or guarantors of obligations under a credit
facility (see below for questions relating to the giving of
guarantees and financial assistance)?

Alb

Yes, a company can grant a security interest in such cases, subject
to fulfilling the conditions as provided in the relevant corporate
legislation.

3.9 What are the notarisation, registration, stamp duty and
other fees (whether related to property value or
otherwise) in relation to security over different types of
assets?

According to Albanian law, it is not mandatory that the securing
charge agreement be made in writing in the form of a notary deed,
however in practice the document is drawn up by the Notary Public
and the notarisation fee for it may vary from ALL 1,500 (approx.
EUR 11) to ALL 4,000 (approx. EUR 29), depending on the
guaranteed amount to be repaid by means of the securing charge
agreement. For mortgage agreement it may vary from ALL 2,000
(approx. EUR 14) to ALL 15,000 (approx. EUR 107).

The registration fee with the securing charges registry is ALL 1,400
(approx. EUR 10). Additional fees will be charged depending on
the pages of the extract and how many additional collaterals,
chargees/chargors, etc. shall be registered under the same
registration number.

The fees applicable for registration with the Real Estate
Registration Office of mortgage agreements depend on the amount
of the loan.

3.10 Do the filing, notification or registration requirements in
relation to security over different types of assets involve a
significant amount of time or expense?

The relevant Albanian legislation does not provide for any term for
the completion of the registration by the securing charge registry.

The registration with the Real Estate Registration Office takes 30
(thirty) days (it may vary in practice).

3.11 Are any regulatory or similar consents required with
respect to the creation of security?

There are no regulatory consents required for the creation of securities,
except in cases of the implementation of concession agreements. In
such cases, to create security over the assets of the project company,
the approval of the Contracting Authority is necessary.

3.12 If the borrowings to be secured are under a revolving
credit facility, are there any special priority or other

concerns?

Please note that Albanian legislation does not provide for special
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security and in this case the ranking priority as specified in the
Albanian Civil Code will apply.

3.13 Are there particular documentary or execution
requirements (notarisation, execution under power of
attorney, counterparts, deeds)?

Most of the security agreements do not need to be signed before a
Notary Public, except for the Mortgage Agreement. The pledge
agreement shall be made in a written form or before a Notary
Public.

4 Financial Assistance

4.1  Are there prohibitions or restrictions on the ability of a
company to guarantee and/or give security to support
borrowings incurred to finance or refinance the direct or
indirect acquisition of: (a) shares of the company; (b)
shares of any company which directly or indirectly owns
shares in the company; or (c) shares in a sister
subsidiary?

(a)  Shares of the company

Rules on financial assistance are absent in Albanian company law,
therefore general principles noted above should apply. However, a
joint stock company is prohibited from subscribing for its own
shares, unless specifically provided under the law.

(b)  Shares of any company which directly or indirectly owns

shares in the company

It is prohibited for a joint stock company to purchase shares of its
parent company.

(c)  Shares in a sister subsidiary

There is no regulation of this scenario in company law.

5 Syndicated Lending/Agency/Trustee/Transfers

5.1 Will Albania recognise the role of an agent or trustee and
allow the agent or trustee (rather than each lender acting
separately) to enforce the loan documentation and
collateral security and to apply the proceeds from the
collateral to the claims of all the lenders?

Under the Albanian legislation the bailiff’s office performs the
enforcement of security interests. If, by law, the security agreement
constitutes an executive title, the enforcement procedure can be
initiated by obtaining an enforcement order from the court. This
can then be forwarded to the Bailiff’s Office to make the execution
and consign the collateral to the chargee or to the person who is
authorised by the chargee.

5.2 If an agent or trustee is not recognised in Albania, is an
alternative mechanism available to achieve the effect
referred to above which would allow one party to enforce
claims on behalf of all the lenders so that individual
lenders do not need to enforce their security separately?

Please refer to the answer to question 5.1 above.
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5.3 Assume a loan is made to a company organised under
the laws of Albania and guaranteed by a guarantor
organised under the laws of Albania. If such loan is
transferred by Lender A to Lender B, are there any
special requirements necessary to make the loan and
guarantee enforceable by Lender B?

According to the Albanian Civil Code, the lender may transfer the
loan to another lender even without the prior debtor’s consent,
except for the cases provided by the Albanian Civil Code.

6 Withholding, Stamp and other Taxes; Notarial
and other Costs

6.1 Are there any requirements to deduct or withhold tax from
(a) interest payable on loans made to domestic or foreign
lenders, or (b) the proceeds of a claim under a guarantee
or the proceeds of enforcing security?

Yes, according to the Albanian tax legislation the interest payable
on loans is subject to withholding tax of 10%. However, in cases of
a Double Taxation Treaty between the Republic of Albania and the
foreign country, the provisions of the treaty are given priority.

Albanian tax legislation does not expressly provide for the
withholding tax from the proceeds of a claim under a guarantee or
the proceeds of enforcing security.

6.2 What tax incentives or other incentives are provided
preferentially to foreign lenders? What taxes apply to
foreign lenders with respect to their loans, mortgages or
other security documents, either for the purposes of
effectiveness or registration?

Albanian legislation does not provide for any tax or other incentives
preferentially to foreign lenders.

6.3  Will any income of a foreign lender become taxable in
Albania solely because of a loan to or guarantee and/or
grant of security from a company in Albania?

According to Albanian tax legislation only incomes which have
their source in Albania can be taxable in Albania.

6.4  Will there be any other significant costs which would be
incurred by foreign lenders in the grant of such
loan/guarantee/security, such as notarial fees, etc.?

Other costs such as notarial fees, legalisation/Apostil seal and
translation costs, etc., may be incurred by foreign lenders and will
be determined on a case-by-case basis.

6.5 Are there any adverse consequences to a company that
is a borrower (such as under thin capitalisation principles)
if some or all of the lenders are organised under the laws
of a jurisdiction other than your own? Please disregard
withholding tax concerns for purposes of this question.

Albanian legislation does not provide for different rules in cases

where some or all of the lenders are organised under the laws of a
jurisdiction other than the Albanian jurisdiction.
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7 Judicial Enforcement

7.1 Will the courts in Albania recognise a governing law in a
contract that is the law of another jurisdiction (a “foreign
governing law”)? Will courts in Albania enforce a contract
that has a foreign governing law?

Yes, the Law “On International Private Law” explicitly provides for
cases when Albanian or foreign material law is applicable.
However, the judgments of court cases with foreign elements before
Albanian courts are carried out under Albanian procedural law.
Therefore even contracts that have a foreign governing law can be
enforced by the courts in Albania.

7.2 Will the courts in Albania recognise and enforce a
judgment given against a company in New York courts or
English courts (a “foreign judgment”) without re-
examination of the merits of the case?

Foreign court decisions can be recognised and enforced by the
Albanian courts if they are final and binding. The decision of a court
of a foreign state shall not be entered into force in Albania when:

a) under the provisions in force in the Republic of Albania, the
dispute does not fall under the jurisdiction of the state court
where the decision was made;

b) the claim and invitation to trial have not been announced to
the absent defendant duly and in time in order to give him the
opportunity to defend him/herself;

9) there has been another decision between the same parties for
the same cause by a court outside of Albania;

d) a lawsuit which was filed before the decision of the foreign
court became final and binding is being reviewed by an
Albanian court;

e) a decision has become final and binding contrary to the
applicable legislation; or

f) the decision goes against the basic principles of Albanian
legislation.

In cases of recognition and enforcement of foreign courts the Court
of Appeal does not judge on the merits of the case. It only examines
whether or not the court decision contains provisions that are in
contrary to the aforementioned.

7.3  Assuming a company is in payment default under a loan
agreement or a guarantee agreement and has no legal
defence to payment, approximately how long would it
take for a foreign lender to (a) assuming the answer to
question 7.1 is yes, file a suit against the company in a
court in Albania, obtain a judgment, and enforce the
judgment against the assets of the company, and (b)
assuming the answer to question 7.2 is yes, enforce a
foreign judgment in a court in Albania against the assets
of the company?

The duration depends on whether the lenders are licensed by the
Bank of Albania or not. If so, according to the Albanian Civil Code
these Banking Credit Contracts are defined as proven and
enforceable titles. The enforcement procedure is very formal and it
can be initiated by obtaining immediately an enforcement order by
the court. This can then be forwarded to the Bailiff’s Office to
make the execution.

In cases of non-proven and enforceable titles the lender must file a
suit against the company in a court in Albania, obtain a final and
binding judgment, and enforce the judgment against the assets of
the company. This procedure may last approximately 2 years.

Enforcing the foreign judgment in a court against the assets of the
company may take approximately 2-3 months.

7.4 With respect to enforcing collateral security, are there any
significant restrictions which may impact the timing and
value of enforcement, such as (a) a requirement for a
public auction or (b) regulatory consents?

The enforcement procedure is initiated by obtaining an enforcement
order from the Court and forwarding it to the Bailiff’s Office to
make the execution.

The Bailift’s Office will appoint an accountant to calculate the
monetary obligations at the date of execution — such fees shall also
be paid by the creditor. However, any expenses accrued by the
creditor will be added to the obligation being enforced so the
creditor shall ultimately be able to recover them. Thereafter, the
Bailiff’s Office will proceed with the sale of collateral and give to
the creditor the proceeds owed to him by the debtor along with any
expenses referred to above. Before the enforcement is initiated,
however, the Bailiff Officer shall invite the debtor to settle the
obligations to the creditor within (10) ten days.

On expiry of the above-mentioned term the bailiff initiates the
enforcement procedures by seizing the collateral, as the first step.
The property is appraised by the bailiff according to that value
specified in the Real Estate Registry, and if not registered, the
property is then appraised by an appraiser.

During this process the collateral is generally kept in custody by the
debtor, and if it is found that the debtor is not taking care of its
condition (thus affecting its value) then the bailiff appoints a third
party to keep it until the auction takes place.

Following the 10 (ten) day grace period which the debtor is given
to repay any outstanding amount to the creditor, the property is put
forward for sale by auction. The auction procedure is described
below:

Finalisation of sale in the first auction:

The announcement for the sale of collateral by auction is posted at
the Bailiff’s Office and at the location of the collateral. The sale
cannot be performed within 15 days of the date of the
announcement of the auction. The auction is performed at the
Bailiff’s Office.

Sale by second auction, failing successful sale at first auction:

In the case that there are no bidders in the first auction or if the
proposed prices have not exceeded the minimum price set out in the
first auction, a second auction will be held in conformity with the
rules of the first one. This second auction can only be held after 3
months of the termination of the first one.

7.5 Do restrictions apply to foreign lenders in the event of (a)
filing suit against a company in Albania or (b) foreclosure
on collateral security?

No, the relevant Albanian legislation does not provide for specific
restrictions applicable to foreign investors.

7.6 Do the bankruptcy, reorganisation or similar laws in
Albania provide for any kind of moratorium on
enforcement of lender claims? If so, does the moratorium
apply to the enforcement of collateral security?

Once the court insolvency proceedings have been opened,
unsecured creditors cannot enforce their rights. All claims against
the debtor are suspended and writs of execution cannot be enforced.
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All pending and new claims should be submitted to the Bankruptcy
Administrator.

According to the Bankruptcy Law, secured creditors are considered
as insolvency creditors and are entitled to preferential satisfaction
compared to unsecured ones. However, the secured creditors
cannot enforce their security immediately.

Please note that the Bankruptcy Law does provide for the right of the
creditors to enforce their claims in accordance with the applicable
provisions outside the bankruptcy proceedings in the case that the
value of the security is lower or equal to the sum of the value of the
claimed credit and to the enforcement expenses. However, please
note that the implementation of such provisions remains untested in
the Albanian courts and there is no related doctrine.

7.7 Wil the courts in Albania recognise and enforce an
arbitral award given against the company without re-
examination of the merits?

Albania is party to, and has ratified, the New York Convention on
the Recognition and Enforcement of Arbitral Awards (by Law no.
8688, dated 9.11.2000). A final arbitral award against an Albanian
commercial company (i.e. the borrower) rendered in any foreign
tribunal arising out of any proceeding would be enforceable against
the borrower or any of its properties located in the Republic of
Albania. Albania is not party to any international convention that
pertains to the procedure of recognition and enforcement of foreign
court judgments. There are specific procedures to be followed
under the Albanian Civil Procedural Code for the recognition (by
the Court of Appeal), which does not enter into the merits of the
claim, and procedures for subsequent enforcement.

8 Bankruptcy Proceedings

8.1 How does a bankruptcy proceeding in respect of a
company affect the ability of a lender to enforce its rights
as a secured party over the collateral security?

In accordance with the relevant Albanian legislation, secured
lenders are entitled to enforce their rights out of insolvency
proceedings, even though chargees or lessors may not raise claims
related to rent or financial lease payments to a period of 12 months
prior to the opening of the bankruptcy proceedings, or any other
claims on damages relief, as a consequence of the termination of the
lease.

8.2  Are there any preference periods, clawback rights or
other preferential creditors’ rights (e.g., tax debts,
employees’ claims) with respect to the security?

Pursuant to Article 100 of the Bankruptcy Law, the Bankruptcy
Administrator may challenge all transactions which are carried out
prior to the opening of the court bankruptcy proceedings and which
damage the bankruptcy creditors. Such transactions may be
challenged (i) if they are carried out 3 (three) months before the
submission of the petition for the opening of the bankruptcy
proceedings upon condition that the debtor was insolvent, and/or
(i1) if the transactions are carried out after the date of submission of
the petition for the opening of the bankruptcy court procedure upon
condition that the other party was aware about the insolvency of the
debtor or about the petition for the opening of the court bankruptcy
proceedings.

In addition, note that pursuant to Article 104 of the Bankruptcy
Law, any transaction of the debtor executed in the 10 (ten) years
before the filing of the petition for the initiation of the bankruptcy
proceedings or after such petition is filed, which had the intention
of damaging the creditors, may be challenged if the other party was
aware of the debtor’s intention on the date of such transaction.
Such awareness is presumed if the other party was aware of the
debtor’s imminent insolvency and that the transaction was to the
disadvantage of the other creditors.

The Albanian Civil Code provides for the following preference
order:

(a)  credits which derive from secured financial transactions by
securing charges for the purchase price of a particular asset;

(b)  credits which derive from salaries related to labour or service
relationships and nurture obligations, but not for more than
12 months;

(¢)  credits of social insurance which derive from the non-payment
of contributions, together with penalties in case of delay, as
well as credits of employees for damages caused as a result of
non-payment by employers of the above contributions;

(d)  credits deriving from funeral and medical expenses;

(e)  credits of authors and their heirs for compensation which
derive from the total or partial transfer of their rights in
intellectual property, due for the past two years;

(f)  credits of the State which derive from obligations toward the
budget and credits of the Social Insurance Institute for
compulsory insurance established by law;

(g) credits which from financial transactions, secured by a
securing charge according to criteria provided by law;

(h)  credits which derive from salaries related to labour or service
relationships and nurture obligations, over the limit set out in
(b) above;

(i) the intermediation’s commission deriving from the contract
of the agency, due in the last year of the service;

(j)  credits which are secured with a pledge or mortgage that do
not create securing charges, according to law, equal to the
value of things given in the pledge or mortgage;

(k)  claims for expenses which are related to judicial proceedings
incurred to secure the property and expenses for executions,
in the common interest of creditors, from the sale’s value of
the things;

(I)  claims which derive from bank loans (which are not included
in (g) above) and claims arising from voluntary insurance;
and

(m) claims for supplies of seeds, fertilizers, pesticides, irrigation
waters and waters for the operations of cultivation and of
gathering of the agricultural products, over the agricultural
production (fruits) harvest of the year, for which the claims
are used.

However, there are some exemptions thereof, including cases
otherwise provided for by the Albanian Civil Code and specific laws.

8.3 Are there any entities that are excluded from bankruptcy
proceedings and, if so, what is the applicable legislation?

Yes, according to the Bankruptcy Law, the following entities are
excluded from bankruptcy proceedings:

a) property of the State and its bodies;

b) the strategic sectors; and

c) local government and its bodies.

The bankruptcy proceedings applicable to banks and other

financing institutions are not governed by the Bankruptcy Law but
by specific laws.
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8.4 Are there any processes other than court proceedings
that are available to a creditor to seize the assets of a
company in an enforcement?

According to Albanian legislation, there are no processes other than
out-of-court proceedings available for the creditor to seize the asset
subject to enforcement.

9 Jurisdiction and Waiver of Immunity

9.1 Is a party’s submission to a foreign jurisdiction legally
binding and enforceable under the laws of Albania?

Yes, according to the Albanian legislation it is possible that the
parties submit disputes for resolution before a court of foreign
jurisdiction, provided that at least one of the parties is not Albanian.

9.2 Is a party’s waiver of sovereign immunity legally binding
and enforceable under the laws of Albania?

Waiver of immunity in this regard is not provided by Albanian
legislation.

10  Other Matters

10.1 Avre there any eligibility requirements in Albania for
lenders to a company, e.g. that the lender must be a
bank, or for the agent or security agent? Do lenders to a
company in Albania need to be licensed or authorised in
Albania or in their jurisdiction of incorporation?

Please be advised that there is no restriction for a foreign bank to
lend money to a person resident in the Republic of Albania.
However, we assume that this is going to be a single transaction. If
the Bank (and after a decision of the Supreme Court also other

Albania

institutions which grant loans and are licensed by the Bank of
Albania, such as non-bank financial institutions, etc.) is going to
lend in Albania on regular basis (i.e. different times, in continuity,
not only in cases of a single transaction), according to the banking
law this will be qualified as a financial activity and will meet the
requirements for being licensed by the Albanian banking authority.

10.2 Are there any other material considerations which should
be taken into account by lenders when participating in
financings in Albania?

Even though Albanian legislation is still in the process of
harmonising to the acquis communautaire, a great deal has been
done so far. Please note that the major challenges faced presently
are the changes in Albanian legislation on securities, which need
further consolidating in practice.

Nives Shtylla
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expertise in related issues including, but not limited to, securing
charge, preparing due diligences, memos and legal opinions with
regard to banking regulations, as well as legal opinions regarding
the status of properties, movable or immovable properties provided
by the bank’s clients as a guaranty for the loans provided by the
banks.

KAI _,-O KA SSO CIATES
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jurisdiction of Kosovo since 2008. It provides a full range of legal services in all core aspects of commercial and corporate law for
foreign, multinational and domestic companies and agencies across all sectors and industries. The firm acts as counsel for a
number of Fortune 500 and Fortune 100 companies, as well as IFls.

The firm’s strongest practice areas are: Banking and Finance, Corporate and Competition, Entertainment Law, Infrastructure and
Property, Intellectual Property, Litigation and Arbitration, Natural Resources, Tax and Customs, and Telecoms and Media.
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combined legal knowledge.
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Europe, IFLR1000, Legal 500, etc., and is quoted as being “well respected and deeply entrenched on Albania’s legal landscape”,
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SRS Advogados in cooperation with Adjuris

Carla Vieira Mesquita

Gustavo Ordonhas Oliveira

1 Overview

2 Guarantees

1.1 What are the main trends/significant developments in the
lending markets in Angola?

Angola’s financial market is restricted to the banking system. In the
last ten years, a huge development has taken place with more than
fifteen new banks operating in Angola. The market is characterised
by a very strong concentration of the banking system. The lion’s
share of lending volume has been taken by large corporates of
Angola, mostly those operating in the oil and real estate sectors.

One of the main developments in the financial markets during the
last year was the introduction of the new foreign exchange law for
the oil sector. The existing dual (U.S. dollar/kwanza) monetary
system is likely to last until the non-oil sector becomes significant.
Currently, the majority of the revenue of the State budget is derived
from oil and is U.S. dollar denominated, whereas expenditure is
kwanza denominated.

The kwanza exchange rate has been largely stable but remains at the
core of the macroeconomic policy concerns.

Given the swift expansion of the banking sector, the recent
proliferation of financial companies and the increase in lending, the
main goals of the Angolan authorities are the following: (i) to
increase transparency and ensure accountability of bank
management (by the end of 2014, banks operating in Angola must
comply with strict rules in relation to financial reporting standards
and disclosure of shareholder structure); and (ii) to regulate risk
management through the adoption of certain measures in relation to
auditing, compliance and stress tests.

These reforms are encouraging evidence of the strong commitment
of the Government in the supervision of the financial system,
which, until now has presented several weaknesses.

1.2  What are some significant lending transactions that have
taken place in Angola in recent years?

The most significant financing transactions carried out in Angola
involved the oil sector and were mainly made through bank
syndicates. The construction sector has resorted to bank financing,
which is syndicated in large transactions and those involving a
higher level of risk. Financing to the private sector represents 95 per
cent of total volume.

2.1 Can a company guarantee borrowings of one or more
other members of its corporate group (see below for
questions relating to fraudulent transfer/financial
assistance)?

As a general rule, the corporate powers of a company are restricted
to those rights and obligations which are necessary or convenient
for accomplishing the purpose of the company (which, generally, is
to make a profit).

In accordance with Article 6(3) of the Angola Company Law (the
“ACL”), there is a legal presumption that the granting of guarantees
in respect of obligations of other entities is contrary to the purpose
of companies, unless there is a justifiable own interest of the
company in providing the guarantee or the company in question is
in a group or has a dominion relationship with such entity.

According to the ACL, only the estate of the company (either a
private limited liability company or a public limited liability
company — the two types of companies under the ACL) is
responsible for the debts of the company which have been validly
constituted, as set out in Articles 217 and 301 of the ACL.

As an exception to such rule, Article 218 of the ACL provides that
shareholders in a private limited liability company may stipulate in
the articles of association that one or more shareholders, besides
being liable towards the company for a maximum amount equal to
the nominal amount of the shares held by such shareholder, may
also be liable up to a certain amount, and such liability may be joint
and several with the liability of the company or a subsidiary thereof
and will become effective upon the winding up of the company.

In accordance with Article 425(2)(f) of the ACL, public limited
liability companies may secure debts of subsidiaries.

In the case of companies in a dominion relationship (as defined
under the ACL), the dominant company (being the company which
holds the majority of share capital, the voting rights or the right to
appoint the majority of the management and audit board members)
is liable for the obligations of the dominated company which have
arisen prior to or after the creation of the dominion relationship and
for so long as such relationship exists.

In the case of companies in a subordination relationship (as defined
under the ACL) the directing company assumes the liabilities of the
subordinated which have arisen prior to or after the creation of the
subordination relationship and for so long as such relationship
exists.
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2.2  Are there enforceability or other concerns (such as
director liability) if only a disproportionately small (or no)
benefit to the guaranteeing/securing company can be
shown?

In such situations, it is likely that there is no justifiable own interest
to the company in providing the guarantee and unless the company
is in a group or dominion relationship with the entity whose
obligations it guarantees, the provision of the guarantee may be
considered to be null and void.

2.3 Is lack of corporate power an issue?

Yes. Please see question 2.1 above.

2.4 Are any governmental or other consents or filings, or
other formalities (such as shareholder approval),
required?

In respect of private limited liability companies, and in the event
that the articles of association of the company do not grant powers
to the management to approve the execution of a loan with a credit
institution (or the granting of a guarantee or security), the approval
of the transaction pursuant to a shareholder resolution is required.

The powers of the management of a public limited liability
company are, in general, broader than those of a private limited
liability company. Article 272(2)(f) of the ACL allows the
management to enter into any loans without a shareholders’
resolution being required.

In addition, so far as state-owned companies and other public sector
companies are concerned, unless there is a restriction contained in
the articles of association of the company, in principle, no
governmental approvals, consents, filings or other formalities are
required by law, for a guarantee to be an Angolan company.

2.5 Are net worth, solvency or similar limitations imposed on
the amount of a guarantee?

No such limitations are imposed, but a credit analysis is
recommended.

(v)  financial pledge — a pledge of cash or securities in favour of
a credit institution; and

(vi) escrow of income deriving from real estate, aircrafts, vessels
or cars.

3.2 Isit possible to give asset security by means of a general
security agreement or is an agreement required in
relation to each type of asset? Briefly, what is the
procedure?

In accordance with Angolan law, the provision of generic security
(i.e. over the assets of a given entity generically) is considered null
and void because of a lack of determination of the specific assets
that become subject to the security.

It is therefore necessary that a security agreement identifies, to the
greatest extent possible, the assets which are subject to the security
created by such agreement. At least, the security agreement must
contain certain criteria which would allow the identification of the
secured assets at a given time.

3.3 Can collateral security be taken over real property (land),
plant, machinery and equipment? Briefly, what is the
procedure?

Yes, collateral security may be taken over such assets by means of
a deed of mortgage or by its inclusion in a financing agreement in
the case that a lender is a credit institution (in this case notarial
attestation is sufficient for registration of the mortgage).

A mortgage over a plant will include the real estate property and all
the machinery and equipment thereof which is identified in a
schedule to the deed.

3.4 Can collateral security be taken over receivables?
Briefly, what is the procedure? Are debtors required to be
notified of the security?

Yes, collateral security by means of a pledge over receivables may
be taken. An agreement (with signatures certified by a notary) is
required, as well as notification of the creation of the pledge to the
debtors, so that the pledge may be enforced against such persons.

2.6  Are there any exchange control or similar obstacles to
enforcement of a guarantee?

3.5 Can collateral security be taken over cash deposited in
bank accounts? Briefly, what is the procedure?

No, there are not.

3 Collateral Security

3.1 What types of collateral are available to secure lending
obligations?

There are various types of collateral available to secure lending

obligations, such as:

(i)  mortgage over real estate property, aircrafts, vessels, cars and
industrial units (e.g. factories);

(ii)  pledge over movable assets not referred to in (i) above;

(i)  pledge over a business (including inventory) — only possible
if the pledgee is a credit institution;

(iv) pledge of rights (only permitted when the rights relate to
movable assets and are capable of being transferred,
including credits and receivables);

Yes, a pledge over cash deposited in a bank account is possible.
Formalities include the execution of an agreement and notice to the
bank where the cash is deposited (of the custody bank is not the
pledgee). The acknowledgment of the pledge by the bank is not
required, but is useful so as to ensure swift enforcement.

3.6 Can collateral security be taken over shares in companies
incorporated in Angola? Are the shares in certificated
form? Can such security validly be granted under a New
York or English law governed document? Briefly, what is
the procedure?

Yes, collateral security may be taken over shares in companies
incorporated in Angola as a pledge of shares.

Shares may be either in certificated form or in book-entry form.

Yes, provided that any formalities required under Angolan law for
the validity and effectiveness of the pledge are complied with.

The procedure will depend on the type of company in question.
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If the company is a private limited liability company (sociedade por
quotas), registration of the pledge over the shares at the
Commercial Registry is required.

If the company is a public limited liability company (sociedade
anonima) the necessary formalities will depend on whether the
shares are in certificated form of book-entry form. A pledge of
shares in certificate form requires the delivery of the shares to the
pledgee, in the case of bearer shares, or annotation of the creation
of the pledge on the share certificate and registration of the pledge
in the books of the issuer, in the case of registered shares.

The creation of the pledge over book-entry shares is made by
annotation of the creation of the pledge in the securities account in
which the shares are deposited.

3.7 Can security be taken over inventory? Briefly, what is the
procedure?

Security over inventory is possible if such security is granted in
favour of a credit institution. The procedure includes the execution
of a written agreement (with signatures certified by a notary). Upon
default or the occurrence of other circumstances as set out in the
pledge agreement, it is customary for the pledgee or security agent
to give an enforcement notice to the pledgor.

3.8 Can a company grant a security interest in order to
secure its obligations (i) as a borrower under a credit
facility, and (ii) as a guarantor of the obligations of other
borrowers and/or guarantors of obligations under a credit
facility (see below for questions relating to the giving of

guarantees and financial assistance)?

Yes, but please see the restrictions on the provision of guarantees in
question 2.1 above, which are also applicable in relation to the
provision of security interest by companies.

3.9 What are the notarisation, registration, stamp duty and
other fees (whether related to property value or
otherwise) in relation to security over different types of

assets?

The costs for the provision of personal guarantees and security are
calculated in Fiscal Correction Units (“FCU” having a current value
of 1 FCU = 88 Angola Kwanza (“AKZ”) or 0.90 USD):

(i)  notarial fees:

] the cost of notarial certification — 102 FCU (8,976 AKZ /
91.96 USD);

] for each deed comprising one transaction — 80 FCU (7,040
AKZ / 72.12 USD), accrued of 10 FCU (880 AKZ / 9.02
USD) per leaf of the deed;

] in the event that the deed relates to a transaction on an asset
with a certain value, the following additional fees will apply
(calculated by reference to the value of the asset):

a) up to 60 FCU — 6 FCU (528 AKZ / 5.41 USD);

b) more than 60 FCU and up to 400 FCU — 9 FCU (792
AKZ /8.11 USD);

c) more than 400 FCU and up to 4000 FCU — 10 FCU
(880 AKZ /9.02 USD); and

d) more than 4000 FCU — 0.5 FCU (44 AKZ / 0.45
USD);

(i)  registration fees:
] per registration — 4 FCU (352 AKZ / 3.61 USD);

] in the event that the registration relates to an asset with a
certain value:

a)  upto 60 FCU — 12 FCU (1,056 AKZ / 10.82 USD);

b) more than 60 FCU and up to 400 FCU — 102 FCU
(8,976 AKZ / 91.96 USD);

c) more than 400 FCU and up to 4000 FCU — 1200 FCU
(105,600 AKZ / 1,081.94 USD); and

d) more than 4000 FCU — 1800 FCU (158,400 AKZ /
1,622.91 USD); and

stamp duty — please refer to the answer to question 6.1.

(iii)

3.10 Do the filing, notification or registration requirements in
relation to security over different types of assets involve a

significant amount of time or expense?

Assuming that the asset is duly legalised and documented, the
deadline for registration is 20 days.

The expenses are those as set out in question 3.9 above.

3.11 Are any regulatory or similar consents required with
respect to the creation of security?

No consents are required.

3.12 If the borrowings to be secured are under a revolving
credit facility, are there any special priority or other

concerns?

No, there are not.

3.13 Are there particular documentary or execution
requirements (notarisation, execution under power of
attorney, counterparts, deeds)?

Yes, the creation of security over real estate requires the execution
of a deed, usually made before a notary or if the lender is a credit
institution and the transaction involves a secured loan agreement,
then only notarial authentication of such loan is required.

In the event that a power of attorney is used, such power of attorney
must be granted before a notary. If executed outside of Angola, the
power of attorney must be translated into Portuguese and such
translation must be certified and stamped at the Ministry of Foreign
Affairs of the country of origin of the document and subsequently
stamped at the respective Angolan Consulate.

4 Financial Assistance

4.1  Are there prohibitions or restrictions on the ability of a
company to guarantee and/or give security to support
borrowings incurred to finance or refinance the direct or
indirect acquisition of: (a) shares of the company; (b)
shares of any company which directly or indirectly owns
shares in the company; or (c) shares in a sister
subsidiary?

(a)  Shares of the company

Yes, this is expressly forbidden in accordance with Article 344 of

the ACL. Few exceptions are available.

(b) Shares of any company which directly or indirectly owns
shares in the company

No express prohibition exists, but please note that the corporate

powers of the company may be restricted in respect of the granting

of guarantees or security — please see question 2.1 above.
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(¢) Shares in a sister subsidiary

No express prohibition exists, but please note that the corporate
powers of the company may be restricted in respect of the granting
of guarantees or security — please see question 2.1 above.

5 Syndicated Lending/Agency/Trustee/Transfers

5.1  Will Angola recognise the role of an agent or trustee and
allow the agent or trustee (rather than each lender acting
separately) to enforce the loan documentation and
collateral security and to apply the proceeds from the
collateral to the claims of all the lenders?

Yes, it will.

5.2 If an agent or trustee is not recognised in Angola, is an
alternative mechanism available to achieve the effect
referred to above which would allow one party to enforce
claims on behalf of all the lenders so that individual
lenders do not need to enforce their security separately?

This is not applicable. Please see the answer to question 5.1 above.

5.3 Assume a loan is made to a company organised under
the laws of Angola and guaranteed by a guarantor
organised under the laws of Angola. If such loan is
transferred by Lender A to Lender B, are there any
special requirements necessary to make the loan and
guarantee enforceable by Lender B?

Provided that the borrower has provided its consent to the assignment
of the contractual position (which can be provided ex ante in the loan
agreement), there is no restriction to such assignment.

However, please note that there might be situations in which the
guarantee may not be assigned. For example, if the parties have
restricted the ability of the guarantor to assign, or if the guarantee
has been provided intuitu personae (i.e. the nature of the guarantee
is not separable from the person of the borrower).

6 Withholding, Stamp and other Taxes; Notarial
and other Costs

6.1 Are there any requirements to deduct or withhold tax from
(a) interest payable on loans made to domestic or foreign
lenders, or (b) the proceeds of a claim under a guarantee
or the proceeds of enforcing security?

Angola has not entered into any treaty for the avoidance of double
taxation.

Any security or guarantee, of whatever nature, will be subject to

stamp duty at the following rates over the secured/guaranteed

amount, except if it is ancillary to an agreement (such as a loan

agreement) which is already subject to stamp duty:

(a) 0.3 per cent over the secured amount, in the case of security
granted for a period of less than one year;

(b) 0.2 per cent over the secured amount for security granted for
a period of one year or more and less than five years; and

(c) 0.1 per cent over the secured amount for security granted for
a period of five years or more.

It should be noted that, for the purposes of application of Stamp
Duty, the prorogation of the initial term of a guarantee is considered
to be a new transaction.
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The proceeds from any claim under, or the enforcement of, security
are not subject to withholding for the account of tax.

6.2 What tax incentives or other incentives are provided
preferentially to foreign lenders? What taxes apply to
foreign lenders with respect to their loans, mortgages or
other security documents, either for the purposes of
effectiveness or registration?

In Angola, in the context of the current tax law reforms, there are no
tax or other incentives available for foreign lenders in the context of
bank lending transactions.

Any loan to an Angolan entity or any security provided to an
Angolan entity is subject to stamp duty at the current tax rates.
However, it should be noted that non-payment of the stamp duty
will not have an impact on the validity and effectiveness of the loan,
the security or the valid registration of the security.

Any acts, contracts, documents, certificates, books, papers,
transactions and other facts described in the Stamp Duty Tax Code
Table are subject to stamp duty, namely:

(i)  share capital increases or initial share capital — 0.05 per cent
of the amount of the increase of capital or initial capital;

(ii) guarantees and security for transactions — variable rate
between 0.1 and 0.3 per cent of the guaranteed/secured
amount, depending on the term of the transaction;

(iii)  finance transactions — variable rate between 0.001 and 1 per

cent, depending on the period of time, of the amount of the

transaction; and

(iv)  acquisition of property in real estate assets — rate of 0.003 per
cent of the value of the asset.

6.3  Will any income of a foreign lender become taxable in
Angola solely because of a loan to or guarantee and/or
grant of security from a company in Angola?

Non-resident companies or individuals are subject to tax on income
generated in  Angola. Therefore, branches, permanent
establishments or other forms of representatives of companies
which are not resident in Angola are subject to taxation in Angola
for the income generated in, or attributable to, Angola.

Therefore, the income of a foreign lender deriving from payments
of interest will be subject to tax in Angola.

The concept of income in the Angolan tax system is broad. Capital
gains, income derived from economic activities (whether main or
ancillary activities), rents (excluding property rents), income from a
foreign source, dividends, interest and royalties are all considered
“income”.

6.4  Will there be any other significant costs which would be
incurred by foreign lenders in the grant of such
loan/guarantee/security, such as notarial fees, etc.?

There are other costs, such as notarial fees and land registry fees,
for the registration of a mortgage over real estate.

6.5 Are there any adverse consequences to a company that
is a borrower (such as under thin capitalisation principles)
if some or all of the lenders are organised under the laws
of a jurisdiction other than your own? Please disregard
withholding tax concerns for purposes of this question.

No, there are not.
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7 Judicial Enforcement

7.1 Will the courts in Angola recognise a governing law in a
contract that is the law of another jurisdiction (a “foreign
governing law”)? WIill courts in Angola enforce a contract
that has a foreign governing law?

In accordance with the general principle set out in the Angolan Civil
Code, the parties to an agreement may elect the law governing the
agreement, provided that such election corresponds to a serious
interest of the parties or is the law of a jurisdiction which has a
connection with the agreement and is legitimate in the context of
the principles of private international law.

7.2 Will the courts in Angola recognise and enforce a
judgment given against a company in New York courts or
English courts (a “foreign judgment”) without re-
examination of the merits of the case?

In the absence of any treaty or convention, foreign law judgments
(issued by a court or arbitration tribunal) are not recognised in
Angola, whatever the nationality of the parties, without re-
examination and confirmation by Angolan courts. Such re-
examination will not involve the merits of the case, provided that:

(a)  there are no doubts about the authenticity of the document in
which the judgment is given and the intelligibility of the
decision;

(b) it was adjudged res judicata by the courts of the country
issuing the decision;

(c) it has been issued by a competent court in accordance with
the rules on conflict of jurisdiction set out in Angolan law;

(d) it would not be considered as being currently decided by
another court or adjudged res judicata on the grounds that it
affects the jurisdiction of Angola courts, except in the case
where the foreign court prevented the jurisdiction of Angolan
courts;

(e)  the defendant was duly served for the action, except if it
relates to an action in respect of which Angolan law waives
the requirement for initial service or, in the event that the
defendant was condemned by lack of opposition, that
serviced was made to himself;

(f) it does not contravene the principles of Angolan public order;
and

(g) ifadecision was taken against an Angolan citizen, it does not
contravene the provisions of Angolan private law, whenever
the case should have been decided in accordance with
Angolan law.

7.3  Assuming a company is in payment default under a loan
agreement or a guarantee agreement and has no legal
defence to payment, approximately how long would it
take for a foreign lender to (a) assuming the answer to
question 7.1 is yes, file a suit against the company in a
court in Angola, obtain a judgment, and enforce the
judgment against the assets of the company, and (b)
assuming the answer to question 7.2 is yes, enforce a
foreign judgment in a court in Angola against the assets
of the company?

7.4 With respect to enforcing collateral security, are there any
significant restrictions which may impact the timing and
value of enforcement, such as (a) a requirement for a
public auction or (b) regulatory consents?

Yes, timing of the enforcement may be affected in the event that
there is a public auction of the assets or in the event that such
auctions are not successful, if, for instance, no offers higher than the
reserve amount are received.

Regulatory consents do not apply to the enforcement of collateral
security.

7.5 Do restrictions apply to foreign lenders in the event of (a)
filing suit against a company in Angola or (b) foreclosure
on collateral security?

There are no restrictions.

7.6 Do the bankruptcy, reorganisation or similar laws in
Angola provide for any kind of moratorium on
enforcement of lender claims? If so, does the moratorium
apply to the enforcement of collateral security?

Yes, in accordance with Angolan law, the commencement of an
insolvency or similar proceeding will imply a moratorium on the
enforcement of collateral security against the debtor.

7.7 Wil the courts in Angola recognise and enforce an arbitral
award given against the company without re-examination
of the merits?

In accordance with Law no. 16/03 of 25 July:

(i)  the parties shall abide by the decision of the arbitral tribunal
in the precise terms as decided by the tribunal; and

(ii)  upon expiry of the deadline given by the arbitral tribunal for
the voluntary compliance with the decision or, in the event
that no deadline is given, 30 days after the parties have been
notified of the decision by the arbitral tribunal, the affected
party may request the enforcement of the decision on the
competent Provincial Court, in accordance with the terms of
the Civil Procedure Rules.

Please also refer to the answer to question 7.2 above, which is also
applicable to foreign arbitral awards.

The Republic of Angola has not yet ratified the New York
Convention on arbitration, despite the fact that in 2012 the Ministry
of Justice admitted its ratification.

The enforcement of an arbitral decision in Angola is subject to the
recognition of such decision by the Supreme Court, irrespective of
the nationality of the parties.

8 Bankruptcy Proceedings

8.1 How does a bankruptcy proceeding in respect of a
company affect the ability of a lender to enforce its rights
as a secured party over the collateral security?

In general, filing a suit in Angola, obtaining a judgment and
enforcing it could take between 36 and 60 months. Enforcing a
foreign judgment in Angola against the assets of the company could
take between 24 and 48 months. In both (a) and (b) scenarios, the
timeframe for enforcement of the court decision will depend on
how long it takes to identify the assets to be seized.

Upon declaration of insolvency by the competent court, all
enforcement proceedings against the insolvent company will be
suspended, with the exception of those which relate to the claims of
preferred creditors which are admitted in the context of an
insolvency proceeding.

The credit held by the lender shall be claimed in the context of the
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insolvency proceeding and prior to the general meeting of creditors
being held.

8.2  Are there any preference periods, clawback rights or
other preferential creditors’ rights (e.g., tax debts,
employees’ claims) with respect to the security?

Under the Angolan Civil Code there is the concept of impugnagdo
pauliana pursuant to which an action could be brought by a creditor
to set aside a transaction which results in the decrease of the
bankrupt companies’ assets and in circumstances in which there
was no consideration given certain requirements are met.

Preferential creditors’ rights exist in Angolan law, such as court
fees, tax debts and employees’ claims.

8.3  Are there any entities that are excluded from bankruptcy
proceedings and, if so, what is the applicable legislation?

Yes, the Republic of Angola and certain public sector entities are
excluded from Angolan insolvency laws and there is no applicable
legislation governing the insolvency of such entities.

8.4 Are there any processes other than court proceedings
that are available to a creditor to seize the assets of a
company in an enforcement?

In accordance with (i) the Angolan Civil Code, (ii) the regime of the
financial pledge, or (iii) the regime of the banking pledge, it is
possible that the enforcement of a pledge is conducted in an out-of-
court proceeding, if the parties have so agreed.

Please note, however, that in this situation, the pledged assets will,
in principle, be in the possession of the pledgee or a custodian
appointed by the parties.

The parties may also agree for enforcement by means of an arbitral
tribunal.

9 Jurisdiction and Waiver of Immunity

9.1 Is a party’s submission to a foreign jurisdiction legally
binding and enforceable under the laws of Angola?

Provided that the choice of law is valid (please see question 7.1
above) such choice is legally binding and enforceable under the
laws of Angola.

9.2 Is a party’s waiver of sovereign immunity legally binding
and enforceable under the laws of Angola?

In the event that an entity waives the benefit of sovereign immunity,
such waiver is valid if it relates to disposable rights of monetary
value.

10  Other Matters

10.1 Are there any eligibility requirements in Angola for lenders
to a company, e.g. that the lender must be a bank, or for
the agent or security agent? Do lenders to a company in
Angola need to be licensed or authorised in Angola or in
their jurisdiction of incorporation?

In the event that the lender exercises the lending activity in Angola,
it is necessary that the lender is licensed or authorised in Angola and
subject to the supervision of the National Bank of Angola.

Only financial banking institutions may carry out the activity of
receiving deposits or other redeemable funds for their own account
use and perform the role of intermediary in the settlement of
payment transactions.

10.2 Are there any other material considerations which should
be taken into account by lenders when participating in
financings in Angola?

No, there are not.
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Argentina

Marval, O’Farrell & Mairal

1 Overview

1.1 What are the main trends/significant developments in the
lending markets in the Republic of Argentina?

The main issues at hand are those triggered by three current forces
that have proved to be disruptive in the local financial market: (i)
inflation; (ii) foreign exchange restrictions limiting the ability of
local residents and non-Argentine residents to acquire foreign
currency; and (iii) lack of long-term financing. In a nutshell,
current interest rates in connection with secured financing in pesos
(but also in dollars) are priced at a rate that, at some points, is even
lower than inflation. In other words, inflation has trumped interest
rates in terms of percentage and, therefore, interest rates have
sometimes even proven to be negative.

In light of this issue, the most significant trends have been those aimed
at structuring transactions that could mitigate the adverse effects of
these situations. As an example of these features, we can mention:

(1)  dollar-linked transactions, i.e. financings which are
denominated in foreign currency but for which
disbursements and repayments are made in local currency.
This feature has been included in most recently issued
securities (by private entities but also by public owned
companies) and in some syndicate and bilateral loans. In
addition, there are specific regulations issued by the Central
Bank of the Republic of Argentina (the “Central Bank™) that
could be construed as supporting this mechanism;

(i)  transactions on which the conversion of local currency into
foreign currency and vice versa is made at a rate which does
not reflect the official foreign exchange rate but an implicit
rate arising from the quotation of dual currency securities
trading in local currency and foreign currency; and

(ii1) transactions including terms which allow the lender to

request payment of principal and interest in a foreign

currency, local currency at a specific exchange rate, or
payment in kind.

Finally, since the re-enactment of foreign exchange restrictions in
2001, most of the financings received by local companies are trade-
related financings, the proceeds of which are used by local
companies to either finance production of commodities or other
exportable goods or finance the acquisition of equipment or other
goods. This type of transaction is afforded preferential treatment
from a foreign exchange perspective.

1.2  What are some significant lending transactions that have
taken place in the Republic of Argentina in recent years?

] In 2014, Latin American development bank Corporacion
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Andina de Fomento granted Argentine oil and gas producer
Pan American Energy a US$ 238 million loan.

During 2013 and 2014, the Provinces of Neuquén, Chubut,
Mendoza, Buenos Aires, and Entre Rios issued notes for US$
330 million, US$ 264 million, US$ 219.9 million, US$ 200
million, and US$ 63.7 million, respectively. The City of
Buenos Aires also issued notes for US$ 216 million.

[ ] In 2013, Argentine downstream oil company, Axion Energy,
secured two loans worth 800 million Argentine pesos (US$
150 million) in total.

u In 2013, Argentina’s local wheat and oilseed milling company,
Molino Cafiuelas SA, obtained a 200 million Argentine pesos
(USS 38 million) loan from a syndicate of banks.

] In 2012, Exal Argentina S.A. and Exal Packaging S.A.,
together with other members of the Exal Group as borrowers,
executed a secured loan agreement with Fifth Third Bank as
lender and agent, and Equity Trust Company Argentina as
Argentine collateral agent, for the amount of US$ 250 million.

] In 2012, Synthon Argentina (and other subsidiaries) secured
a US$ 123 million revolving loan facility granted by ABN
AMRO Bank, Rabobank, Deutsche Bank Nederland and
ING Bank to Synthon International Holding.

] In 2011, Energia Argentina S.A. issued securities through
two financial trusts, for the amounts of US$ 690 million and
US$ 350 million.

[ ] In 2011, NASA Trust launched the second bond offering,
raising US$ 407 million for financing the Atucha II nuclear
power plant.

2 Guarantees

2.1 Can a company guarantee borrowings of one or more
other members of its corporate group (see below for
questions relating to fraudulent transfer/financial
assistance)?

Yes, it is possible to secure the borrowings of other members of the
corporate group. The company acting as a guarantor should receive
proper benefits or consideration in return. Otherwise, it may be
considered that the granting of the guarantee derives no benefit for
the securing company and, hence, other creditors could challenge
such transaction.

Besides, the by-laws of the securing company should include the

prerogative to grant borrowings to third parties or, alternatively, the
main activity of the company should be financing.

These requirements should be strictly defined when the guarantee is
up-stream (a controlled entity acting as guarantor of an obligation
of its direct or indirect parent company or an affiliate).
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2.2  Are there enforceability or other concerns (such as
director liability) if only a disproportionately small (or no)
benefit to the guaranteeing/securing company can be
shown?

In case the securing company does not have any financial corporate
purpose, nor receives a consideration or benefit, the guarantee may
be deemed out of the scope of the securing company’s corporate
purpose (ultra vires) and, consequently, may be declared void.

Besides, pursuant to Argentine law, directors must act loyally
towards the company and its shareholders, loyalty which includes
the director’s responsibility to perform its duties with the diligence
of a “good businessman” and in the interest of the company. Any
failure to comply with these standards results in directors’ unlimited
liability for the damages arising therefrom.

To be released from any such liability, the director must timely file
written objections to the company’s resolution that caused the
damages, and, if applicable, give notice thereof to the company’s
statutory auditors or file proceedings for challenging the decision.

Therefore, although it is not specifically provided, if a guarantee is
deemed out of the scope of the securing company’s purpose, it might
be understood as a breach of the director’s duties and, consequently,
the director would be deemed responsible for negligence.

2.3 Is lack of corporate power an issue?

Yes. Corporate power is required to grant guarantees.

international transaction (i.e. a payment from an Argentine resident
to a non-Argentine resident), it will be subject to foreign exchange
regulations.

Foreign exchange rules allow access to the Argentine Foreign

Exchange Market (the “FX Market”) to purchase foreign currency
to make payments abroad under the items “Commercial guarantees

for export of goods and services” and “Financial guarantees”,

subject to compliance with applicable requirements in each case.
Argentine foreign exchange rules do not affect a foreign lender’s
ability to exercise its rights against a foreign guarantor.

If the guarantee is established over a local asset and its enforcement
implies the collection of Argentine pesos, the foreign lender is able
to purchase foreign currency for repatriation purposes, subject to
compliance with certain specific requirements.

Also, proceeds obtained from a bankruptcy proceeding can be
transferred abroad through the FX Market, provided that the
creditor accessing the FX Market is the same creditor that filed for
recognition of the credit in the insolvency proceeding.

Besides, although not expressly regulated, the Central Bank has
been imposing certain de facto restrictions that may delay or, in
certain cases, prevent access to the FX Market for means of
purchasing foreign currency.

3 Collateral Security

3.1 What types of collateral are available to secure lending
obligations?

2.4 Are any governmental or other consents or filings, or other
formalities (such as shareholder approval), required?

No governmental authorisation, consent or approval is required to
grant a guarantee. However, it is advisable that the Board of
Directors or the shareholders’ meeting previously approves the
transaction, particularly if the guarantee is for a significant amount
considering the net-worth of the guarantor and there is no specific
provision in the by-laws of the guarantor. A unanimous approval of
the shareholders’ meeting is also advisable.

Also, if the security consists of a mortgage over real property
located in a security zone (close to borders and other strategic
zones), upon execution, transfer of land will require prior approval
from the Security Zone Commission, unless the transferee is an
Argentine individual.

Besides, third parties’ consents may be required for the assignment
of agreements to a trust. As a general rule, since contracts involve
both rights and obligations, the transfer of the obligations is not
allowed unless an express consent of the counterparty is obtained
(see questions 3.1 and 3.4).

2.5 Are net worth, solvency or similar limitations imposed on
the amount of a guarantee?

As long as the company operates within its corporate purpose, as
explained in question 2.1, Argentine law does not provide
limitations on the amount of a guarantee; however, deduction of
interest may be limited under certain thin capitalisation rules.
Please refer to question 6.5.

2.6  Are there any exchange control or similar obstacles to
enforcement of a guarantee?

Assuming that the enforcement of a guarantee implies an

In general terms, Argentine law recognises two kinds of guarantees:
the “personal” guarantees; and the “asset-backed guarantees”.

“Personal” guarantees are granted by a person or a legal entity
committing its property to assure the performance of one or more
obligations of the debtor. Upon the debtor’s default, the creditor
may eventually take legal action over the debtor’s property and the
guarantor’s property. This guarantee, unlike asset-backed
guarantees, does not create a lien or a privilege in favour of the
creditor.

“Asset-backed” guarantees are granted over a specific property
owned by the guarantor. In this kind of guarantee, either the debtor
or a third party may be the guarantor. Unlike personal guarantees,
asset-backed guarantees grant the creditor (i) the rights of
“persecution” and “preference” over the asset in question, which
means that the creditor has the right to pursue the guarantor’s
property, even if the guarantor sells or transfers his/her property,
and (ii) the right to execute the guarantee and receive the
corresponding payment with preference over other creditors, even
in the event of insolvency or bankruptcy of the debtor or the
guarantor.

The most common guarantees are:

a) Mortgage: The mortgage is the most frequently used security
over immovable property. Also for certain movable property
which has significant value the law specifically demands the
constitution of a mortgage instead of a pledge (i.e. airplanes).
For further details, please refer to question 3.3.

b) Pledge: A pledge may be constituted over movable property,
including but not limited to, machinery, vehicles, patents and
trademarks. For further details, please refer to question 3.3.

c) Trust in Guarantee: A trust may secure both movable and
immovable property. Goods held in trust form an estate
separate from that of the trustee and the trustor. If the
property given in trust is registered in a public registry, the
relevant registry will record the property in the trustee’s
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name. Therefore, they should not be affected by any
individual or joint actions brought by the trustee’s or trustor’s
creditors, except in the case of fraud. The beneficiary’s
creditors may exercise their rights over the proceeds of the
goods held in trust and be subrogated to the beneficiary’s
rights.

Any individual or legal entity may be appointed as a trustee
of an ordinary trust. Although there is no ruling on the issue,
it is advisable that the trustee be a different person from the
secured creditor (although there is no obstacle if the trustee
is a controlled or controlling entity of the secured party).

d) Security Assignments: Assets may also be assigned as
security. One of the differences with a trust is that, in the
case of security assignments, assigned assets are typically
limited to rights or credits including, without limitation,
receivables.

The creditor may demand payment of the credit to either the
assignor or the debtor of the assigned credit. If the assignor
pays the amounts owed, then the assigned credit should be
assigned back to the assignor.

3.2 Isit possible to give asset security by means of a general
security agreement or is an agreement required in
relation to each type of asset? Briefly, what is the
procedure?

Although it is not possible to execute a general security agreement,
including different types of collateral securities, it is possible to
execute a general agreement including more than one asset of the
same type, for example, a pledge may include machinery and
vehicles.

In relation to the procedure, a security is executed by means of an
agreement between parties.

Besides, Argentine law allows the pledge over an inventory of
goods (“floating pledge”). Please refer to question 3.3.

3.3 Can collateral security be taken over real property (land),
plant, machinery and equipment? Briefly, what is the
procedure?

Collateral security can be taken over real property (mortgage) or
over machinery and equipment (pledge).

a) Mortgage: A mortgage generally secures the principal amount,
accrued interest, and other related expenses owed by the
debtor. To be valid, the following conditions should be met:

(i)  The mortgagor must own the property to be
mortgaged.

(ii)  The mortgagor must have the capacity to transfer its
assets.

(iii) In certain cases, prior consent of the spouse is
required.

(iv)  The mortgage must be granted over a specific property
and the amount and the obligation secured must be
certain and determined. Conditional, future or
undetermined obligations are permitted to be secured,
provided that an estimated value of the obligation is
determined upon creation of the mortgage.
Additionally, the mortgage over real property extends
to: (i) all its accessories as long as they are attached to
the principal property; and (ii) the supervening
improvements made to the property.

Mortgages must be executed in writing by means of a public

deed, which must be registered with the Land Registry of the

jurisdiction where the property is located to be valid vis-a-vis
third parties.

A mortgage remains in full force and effect until all amounts
secured have been paid or the mortgage is otherwise
cancelled. The registration of a mortgage will automatically
expire 20 years after the date upon which it was registered,
unless renewed.

b) Pledges: The debts secured by a pledge can be conditional,
future or indeterminate, or otherwise uncertain in amount.

(i)  “Civil pledge”: The pledged assets are delivered to the
creditor or placed in the custody of a third party. Upon
default, the creditor must sell the pledged asset
through a court auction and, in principle, may not
obtain ownership of the asset.

(ii)) “Commercial pledge”: The pledged assets are
delivered to the creditor or placed in the custody of a
third party and consist of chattels to be used as
collateral for commercial obligations (for example,
pledge granted over shares). The main difference with
the civil pledge is that in a commercial pledge some
creditors are entitled to a private sale (i.e., an out-of-
court foreclosure). Unless the debtor and creditor
agree upon a special sale proceeding, the pledged
asset must be sold through a public auction.

(i)  “Registered pledge”: There are two types of registered
pledges: the “fixed pledge”, used for specified assets;
and the “floating pledge”, used for a certain inventory
of goods, with no precise identification of the goods.
A floating pledge allows for the replacement of the
goods of the pledged inventory.

The registration of a fixed pledge involves the filing of the
petition to the Pledge Registry of the jurisdiction in which
the personal property is located.

The pledge agreement is legally binding between the parties
from the date of execution. Upon registration, the agreement
is opposable vis-a-vis third parties. It shall be opposable vis-
a-vis third parties from the execution date if the petition to
register the pledge is filed before the corresponding Registry
within 24 hours of its execution.

The registration of a pledge expires 5 years after the date on
which it was registered, unless renewed. Once perfected, a
pledge remains in full force and effect until all amounts
secured have been fully paid or the pledge is otherwise
cancelled.

The floating pledge may be created through a notarised
private document, using the form provided by the Registry of
Pledges for such purposes (a public deed is not required).

3.4 Can collateral security be taken over receivables?
Briefly, what is the procedure? Are debtors required to be
notified of the security?

Yes. Collateral security can be taken over receivables. In order to
have effect vis-a-vis third parties, a private assignment agreement
must be executed and the assigned debtor must be notified by a
notary public.

Alternatively, a trust structure may be used. Please refer to question
3.1

3.5 Can collateral security be taken over cash deposited in
bank accounts? Briefly, what is the procedure?

Argentine law recognises the validity of a pledge over cash. In this
case, the pledge shall have full effects upon delivery of the amounts
pledged to the pledgee. These guarantees are not usual, though.

As for the procedure, please refer to question 3.3.
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3.6 Can collateral security be taken over shares in companies
incorporated in The Republic of Argentina? Are the
shares in certificated form? Can such security validly be
granted under a New York or English law governed
document? Briefly, what is the procedure?

Yes. To be valid, the shareholder must inform the company about
the terms and conditions of the pledge and the Board of Directors
must record the existence of the pledge (i) in the Registry of Shares
Book, and (ii) with a notation at the back of the share certificate.

Pursuant to Argentine law, movable assets which are permanently
situated in a place and are not intended to be moved to a different
jurisdiction are governed by the rules of the place where they are
located. Thus, a guarantee agreement over the shares of a local
company shall be governed by the rules of Argentina.

Parties in a loan agreement may freely agree on the law applicable
to the contract (see question 7.1), but Argentine law must rule the
content, conditions and effects of a security over the shares of the
company.

3.7 Can security be taken over inventory? Briefly, what is the
procedure?

Yes, under a “floating pledge”.

Please refer to question 3.3.

3.8 Can a company grant a security interest in order to
secure its obligations (i) as a borrower under a credit
facility, and (i) as a guarantor of the obligations of other
borrowers and/or guarantors of obligations under a credit
facility (see below for questions relating to the giving of
guarantees and financial assistance)?

3.10 Do the filing, notification or registration requirements in
relation to security over different types of assets involve a
significant amount of time or expense?

Registration before the applicable registry may take approximately
1 to 6 months, depending on the type of assets involved.

As to expenses, please see the chart in question 3.9.

3.11 Are any regulatory or similar consents required with
respect to the creation of security?

There are no explicit statutory restrictions on the ability of
Argentine companies to create pledges on their assets to secure their
own obligations. However, certain limitations to, or special
requirements on, the ability of an Argentine company to create
pledges in its assets may be included in the by-laws of the company.

In addition, the by-laws may require express approval for the
creation of any pledge on the assets of a company by its Board of
Directors, in which case a resolution of the Board would be needed.
In the absence of such requirement, the pledge may be created by
any representative acting pursuant to an adequate power of attorney
or, in the case of a corporation, by the president of the company.

3.12 If the borrowings to be secured are under a revolving
credit facility, are there any special priority or other

concermns?

No special priorities are provided for revolving credit facilities. In
this kind of loan, careful drafting should be taken into account. The
guarantee granted at execution of the agreement may secure the
subsequent renewals of the loan.

(i)  Yes, debtors may guarantee their own obligations. Please
refer to questions 3.1 and 3.3 above.

(i)  Yes. It is a guarantee of a third party, different from the
debtor. Please refer to questions 3.1 and 3.3 above.

3.9 What are the notarisation, registration, stamp duty and other
fees (whether related to property value or otherwise) in
relation to security over different types of assets?

Notarisation, registration and other fees vary depending on the
jurisdiction in which the agreement is executed.

The following chart details the main costs applicable to different
securities:

Security Fees

Notary Fees: 1% of the principal
amount.

Stamp Tax: 1% of the economic value
of the agreement.

Registration Fees: 0.2% to 0.3% of
the guaranteed obligation.

Real Property (Mortgage)

Notary Fees: low, depending on the
characteristics of the pledge.
Registration Fees: 0.2% of the
guaranteed obligation.

Stamp Tax: 1% of the economic value
of the agreement.

Chattel/Personal Property (Pledge)

Notary Fees: low, depending on the
characteristics of the security.
Registration Fees: 0.2% of the
guaranteed obligation.

Stamp Tax: 1% of the economic value
of the agreement.

Accounts Receivable/Debt Securities

3.13 Are there particular documentary or execution
requirements (notarisation, execution under power of
attorney, counterparts, deeds)?

For documentary requirements, please refer to question 3.3.

When a public deed is required, signing in counterparts, although
not expressly prohibited, is not advisable since it could create
certain issues in terms of proof.

4 Financial Assistance

4.1  Are there prohibitions or restrictions on the ability of a
company to guarantee and/or give security to support
borrowings incurred to finance or refinance the direct or
indirect acquisition of: (a) shares of the company; (b)
shares of any company which directly or indirectly owns
shares in the company; (c) or shares in a sister
subsidiary?

The limitations referred to above with respect to guarantees also
apply here. In addition, there might be a tax impact related to a
leverage buy out operation.

It should be noted that Income Tax Law does not provide clear
parameters to distinguish between “debt” and “capital”. Guidelines
can be found in the Income Tax Law and its Regulating Decree,
when they require — for irrevocable contributions — that “in no case
shall there accrue interest or any accessories for the contributor”.

As explained in question 6.1, a borrower is able to deduct interest

(for income tax purposes) as long as the expenses were incurred to
generate taxable income.
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The Argentine Tax Authority has challenged the deduction of
interest in cases of a leverage buy out to acquire shares of local
companies. The National Tax Authority considered that such
expense is not necessary to obtain taxable income or to keep or
maintain its source. In certain cases, the resolution of the Tax
Authority was confirmed by the Tax Court.

5 Syndicated Lending/Agency/Trustee/Transfers

5.1 Will the Republic of Argentina recognise the role of an
agent or trustee and allow the agent or trustee (rather
than each lender acting separately) to enforce the loan
documentation and collateral security and to apply the
proceeds from the collateral to the claims of all the
lenders?

In Argentina, the role of the agent or trustee is governed by the rules
of contract. Therefore, the parties in a syndicated lending may
freely determine the functions and powers of the agent; such powers
might include calculating the due amount of principal and interest,
calculating financial ratios, informing the compliance or defaults of
the debtor’s obligations under the agreement, and keeping and
guarding the loan documentation.

The figure of the agent in a syndicated loan is different from the
figure of a collateral agent. Since in Argentina the guarantees must
be linked to the credits which are guaranteed, it is not possible to
split the holder of the credit from the holder of the guarantee. Thus,
if a collateral agent is appointed, it might act as representative of the
creditors but not as the holder of the rights arising from the
guarantee.

5.2 If an agent or trustee is not recognised in Republic of
Argentina, is an alternative mechanism available to
achieve the effect referred to above which would allow
one party to enforce claims on behalf of all the lenders so
that individual lenders do not need to enforce their

security separately?

] The credits and the guarantee might be transferred to a
trustee, who will be committed to enforcing the security if
the debtor fails to comply with the agreement and applying
the proceeds from the security among the grantors-
beneficiaries.

] A real property might be transferred to a trustee, who might
constitute a guarantee trust over such property in favour of
the creditors.

] The guarantee might be granted in favour of one creditor,

who commits to act as a collateral agent based on an
intercreditor agreement.

5.3 Assume a loan is made to a company organised under
the laws of the Republic of Argentina and guaranteed by
a guarantor organised under the laws of Republic of
Argentina. If such loan is transferred by Lender A to
Lender B, are there any special requirements necessary
to make the loan and guarantee enforceable by Lender
B?

The assignment of credits must be documented in an agreement. A
debtor’s intervention in the agreement is not required.

The enforceability of the credits by the new lender is subject to two
requirements: (i) the transfer of the credit; and (ii) the debt being
payable.

Debtors should be given notarised notice of the assignment to be
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effective vis-a-vis third parties and the debtor itself, in case of a
judicial claim.

Upon assignment of the credit, the local debtor must inform the
details of the new creditor to the Central Bank, pursuant to a certain
foreign debt information regime.

6 Withholding, Stamp and other Taxes; Notarial
and other Costs

6.1 Are there any requirements to deduct or withhold tax from
(a) interest payable on loans made to domestic or foreign
lenders, or (b) the proceeds of a claim under a guarantee
or the proceeds of enforcing security?

Deduction is allowed only for expenses incurred to generate taxable
income.

Interest is deductible for the borrower. Interest deduction is limited
by thin capitalisation rules (see question 6.5).

In addition, if the loan is made with a related party or with a party
located in a low tax jurisdiction (regardless if it is related or not),
interest is deductible only when paid and transfer-pricing rules
apply. If the loan is made with a non-related party which is not
located in a tax haven jurisdiction, interest is deductible on an
accrual basis and no transfer pricing rules apply.

6.2 What tax incentives or other incentives are provided
preferentially to foreign lenders? What taxes apply to
foreign lenders with respect to their loans, mortgages or
other security documents, either for the purposes of

effectiveness or registration?

There are no tax incentives to foreign lenders. Non-Argentine
residents without a permanent establishment in Argentina are only
subject to income tax on their Argentine-source income.

Foreign lenders will be taxed by income tax only on their profits from
Argentina. When the lender is a bank or financial institution
incorporated or located in a country not deemed to be a low tax
jurisdiction or in a jurisdiction that has entered into agreements of
exchange of information with Argentina and, also, is a jurisdiction
where the relevant governmental authority has adopted the
international standards approved by the Basel Committee on Banking
Regulations and Supervisory Practices, the presumed net income in
case of cross-border interest payments is 43% and, deriving from
that, a 15.05% eftective withholding rate. In all other cases of cross-
border interest payments, the presumed net income is 100% and,
therefore, the effective withholding rate is 35%. The Argentine
debtor is responsible for the withholding and payment of the tax.

Value Added Tax (“VAT”) applies to the sale of goods, the provision
of services and the importation of goods and services. Under
certain circumstances, services rendered outside Argentina, which
are effectively used or exploited in Argentina, are subject to VAT.

Interest arising from a loan granted by a foreign entity is subject to
VAT and the Argentine debtor is responsible for the payment of the
tax.

The tax is levied on the interests paid and the current general rate is
21%. However, interests arising from loans granted by foreign
banks are subject to a 10.5% rate when the central banks of their
countries of incorporation have adopted the regulations provided by
the Basel Committee.

Argentine Provinces and the City of Buenos Aires apply the
Turnover Tax (Tax on Gross Income), levied on gross income
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obtained from the exercise of onerous and habitual activity within
each relevant jurisdiction. The tax rate varies in each jurisdiction.

For tax purposes, the activity of lending money is presumed to be
carried out on a habitual basis, even if carried out once, and therefore
is subject to Turnover Tax. The amount of returned capital is excluded
from the taxable base. Thus, only the total amount of interest will be
subject to Turnover Tax. Notwithstanding, it is not clear if interest
collected by a foreign lender is subject to Turnover Tax.

Stamp tax is a local tax levied on public or private instruments
executed in Argentina, or documents executed abroad with effect in
one or more relevant jurisdictions within Argentina. In general, this
tax is calculated on the economic value of the agreement. Each
jurisdiction applies different tax rates to different types of
agreements, but the most common rate is 1%. Certain ways of
entering into contracts do not trigger this tax.

Finally, a tax imposed on credits and debits in bank accounts (the
“TDC”) must be paid in the case of credits and debits in Argentine
bank accounts at a rate of 0.6%. However, the credit of the
borrower in an Argentine bank account arising from the
disbursement of principal of the loan would not be subject to the
TDC since the disbursement of principal under a “banking loan” is
exempt from the TDC.

6.3  Will any income of a foreign lender become taxable in the
Republic of Argentina solely because of a loan to or
guarantee and/or grant of security from a company in the

Republic of Argentina?

Non-Argentine residents without a permanent establishment in
Argentina are only subject to Income Tax on their Argentine-source
income. Only incomes from Argentina will be taxed by Argentine
Income Tax.

6.4  Will there be any other significant costs which would be
incurred by foreign lenders in the grant of such
loan/guarantee/security, such as notarial fees, etc.?

For notarisation, registration and other fees, please refer to question
3.9.

Also, the loan and the guarantees will generally be taxed by Stamp
Tax. For the purposes of the Stamp Tax, the loan and the guarantees
could be considered independently even if they were agreed in the
same document. Then, the transaction might be doubly taxed in
certain jurisdictions.

6.5 Are there any adverse consequences to a company that
is a borrower (such as under thin capitalisation principles)
if some or all of the lenders are organised under the laws
of a jurisdiction other than your own? Please disregard

withholding tax concerns for purposes of this question.

When the loan is granted by a related party, interest payments are
subject to thin capitalisation rules. According to these rules, the
percentage of the interest payments equal to the percentage of the
debt exceeding two times the net worth will not be deductible for
the borrower, and will be treated as a dividend. This limitation will
not apply if the recipient of the interest payments is a non-related
party.

If the lender is located in a low tax jurisdiction (regardless whether
it is related or not) interest is deductible only at the moment it is
paid and transfer-pricing rules apply. If the loan is made with a

non-related party which is not located in a tax haven, interest is
deductible on an accrual basis and no transfer pricing rules apply.

7 Judicial Enforcement

7.1  Will the courts in the Republic of Argentina recognise a
governing law in a contract that is the law of another
jurisdiction (a “foreign governing law”)? Will courts in the
Republic of Argentina enforce a contract that has a
foreign governing law?

Yes. Parties are able to choose the laws that will govern the
agreement as long as some connection to the system of the chosen
law exists. Further, foreign law will only be valid to the extent that
it does not contravene Argentine international public policy (e.g.
criminal, tax, labour and bankruptcy laws). Also, rights associated
with real estate are governed exclusively by local laws.

7.2 Will the courts in the Republic of Argentina recognise and
enforce a judgment given against a company in New York
courts or English courts (a “foreign judgment”) without re-
examination of the merits of the case?

Yes. In principle, the courts of Argentina will recognise as valid

and will enforce judgments of foreign courts if they refer to
monetary transactions, subject to compliance with certain
procedural conditions.

7.3  Assuming a company is in payment default under a loan
agreement or a guarantee agreement and has no legal
defence to payment, approximately how long would it
take for a foreign lender to (a) assuming the answer to
question 7.1 is yes, file a suit against the company in a
court in the Republic of Argentina, obtain a judgment, and
enforce the judgment against the assets of the company,
and (b) assuming the answer to question 7.2 is yes,
enforce a foreign judgment in a court in the Republic of
Argentina against the assets of the company?

In Argentina, the length of litigation disputes depends on the
complexity of the case.

Assuming the lender’s creditor is unsecured, it might take between
3 and 6 years to obtain and enforce a final judgment. The rendering
of a final decision might be delayed if foreign legislation governs
the relationship between the parties.

Argentine procedural rules provide a fast-track proceeding called
“exequatur” for the recognition and enforcement of a foreign
judgment, which might last between 1 and 3 years. Exequatur
proceedings do not require the re-examination of the merits of the
case.

Despite the estimation above, freezing injunctions might be granted
by Argentine courts if procedural requirements are met.

7.4  With respect to enforcing collateral security, are there any
significant restrictions which may impact the timing and
value of enforcement, such as (a) a requirement for a

public auction or (b) regulatory consents?

In principle, there are no restrictions in order to enforce collateral
security. Nevertheless, if the guarantor does not comply with its
obligations, the creditor would have to file a suit in court.

Please refer to questions 2.6 and 7.3.
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7.5 Do restrictions apply to foreign lenders in the event of (a)
filing suit against a company in the Republic of Argentina
or (b) foreclosure on collateral security?

In order to file a suit against a company in Argentina, the foreign
lender must prove, if it is a company, that it is duly incorporated
under the legal rules of its country.

As foreign exchange restrictions may apply, please refer to question
2.6.

7.6 Do the bankruptcy, reorganisation or similar laws in the
Republic of Argentina provide for any kind of moratorium
on enforcement of lender claims? If so, does the
moratorium apply to the enforcement of collateral
security?

The Bankruptcy Law does not provide any kind of moratorium on
enforcement of lender claims.

Please refer to question 8.1.

7.7  Will the courts in the Republic of Argentina recognise and
enforce an arbitral award given against the company
without re-examination of the merits?

Yes. Arbitral tribunals are competent in monetary disputes. The
enforcement of the arbitral award will be as equal as the
enforcement of a judgment.

Arbitral tribunals may not solve cases in which Argentine tribunals
have exclusive jurisdiction, nor when there is an express prohibition
against arbitration (e.g. certain provincial matters).

8 Bankruptcy Proceedings

8.1 How does a bankruptcy proceeding in respect of a
company affect the ability of a lender to enforce its rights
as a secured party over the collateral security?

Although the creditor does not have to wait until the credit filing
procedure is finished before requesting the liquidation of the asset,
the court will perform a summary examination of the
documentation evidencing the creditor’s preference and request the
opinion of the trustee before carrying out the liquidation of the
asset.

A credit with a special preference has priority over credits with
general preferences and unsecured credits. However, the
recognition of these credits must be verified and accepted by the
court.

Credits with special preferences will have priority on a specific
asset, such as mortgages and pledges. This kind of preference can
be enforced exclusively on the relevant assets and up to the
proceeds of the liquidation of such asset.

Certain acts which occur during that preference period may be
ineffective, such as: acts for which no consideration is given; debts
paid prior to its maturity; and security interests obtained for a debt
which is un-matured and which was originally unsecured.

There are two types of preferences:

(1)  Special preferences, which are granted exclusively over
certain specific assets of the debtor. E.g.: securities over the
proceeds from the sale of the secured asset; expenses related
to the assets that continue to be in debtor’s possession;
salaries; etc.

(i)  General preferences, which are granted over all of the
debtor’s assets. E.g.: labour credits not subject to a special
preference; social security debts; certain personal expenses
(as funeral or medical costs); etc.

8.3 Are there any entities that are excluded from bankruptcy
proceedings and, if so, what is the applicable legislation?

Yes. Among others, insurance companies, cooperative associations
and public entities, such as the Nation, Provinces and
Municipalities, the Catholic Church and embassies.

Financial institutions are, with a few exceptions, subject to general
bankruptcy law. However, the Central Bank’s cancellation of their
banking licence is required and they may not voluntarily enter into
a reorganisation or bankruptcy proceeding.

8.4  Are there any processes other than court proceedings
that are available to a creditor to seize the assets of a
company in an enforcement?

Yes. The debtor may enter into out-of-court agreements with all or
part of the creditors. A certain majority of unsecured creditors is
required.

These agreements imply a debt restructure and are enforceable
against all the unsecured creditors who executed it, including those
that did not approve its content or voted against it.

To be enforceable against all unsecured creditors, the out-of-court
agreement must be endorsed or validated by a competent court.
Companies that are regulated by special insolvency rules (e.g.,
banks and insurance companies) cannot enter into this kind of
proceeding.

9 Jurisdiction and Waiver of Immunity

9.1 Is a party’s submission to a foreign jurisdiction legally
binding and enforceable under the laws of the Republic of
Argentina?

In principle, Argentine law allows parties of an international
contract to submit to a foreign jurisdiction in matters of an
economic content.

8.2  Are there any preference periods, clawback rights or
other preferential creditors’ rights (e.g., tax debts,
employees’ claims) with respect to the security?

9.2 Is a party’s waiver of sovereign immunity legally binding
and enforceable under the laws of the Republic of
Argentina?

The court may determine a preference period of up to 2 years prior
to the bankruptcy proceedings, depending on the date when
insolvency was first evidenced.

Yes. The waiver of sovereign immunity is valid under Argentine
law (it should be expressly provided in the underlying agreement).
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10 Other Matters

10.1 Are there any eligibility requirements in the Republic of
Argentina for lenders to a company, e.g. that the lender
must be a bank, or for the agent or security agent? Do
lenders to a company in the Republic of Argentina need
to be licensed or authorised in the Republic of Argentina
or in their jurisdiction of incorporation?

There are no eligibility requirements in Argentina for lenders,
agents or security agents. A loan may be granted by, and the agent
may be, an individual, a company, a bank, or any other entity.

In the case of loans granted by banks, the role of an agent is
generally performed by a financial entity.

In principle, lenders do not need to be licensed or authorised to
grant loans, provided that the financing activity is not performed on
a regular basis. Otherwise, certain corporate and regulatory issues
should be considered.

From a corporate standpoint, foreign companies are able to perform
isolated acts in Argentina but if they want to perform their activities
on a regular basis, a branch or a subsidiary must be established. For
such purpose, foreign companies must: (i) evidence before the
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Argentina and abroad and has published various articles on his
field of expertise.

Argentina

Registry of Commerce the existence of the company; (ii) establish
a domicile in Argentina; and (iii) justify the decision of establishing
such branch or subsidiary and appoint a legal representative.

From a regulatory perspective, if the activities performed by the
lender fall under “financial intermediation” (intermediation
between the supply and demand of financial resources on a regular
basis), prior authorisation of the Central Bank is required. An
activity shall be deemed financial intermediation if it combines both
raising local or foreign funds and granting financing to third parties
with such funds.

The activity in Argentina of the subsidiaries or representation
offices of foreign financial entities is subject to regulation by the
Central Bank, who will grant the required authorisation subject to
the analysis of the backgrounds and responsibility of the foreign
entity and its local office.

10.2 Are there any other material considerations which should
be taken into account by lenders when participating in
financings in the Republic of Argentina?

There are no other material considerations which should be taken
into account.

Diego A. Chighizola

Marval, O’Farrell & Mairal

Av. Leandro N. Alem 928, 7th floor
Buenos Aires

Argentina

Tel: +54 114310 0100
Fax:  +54 114310 0200
Email: dac@marval.com
URL: www.marval.com

Diego A. Chighizola specialises in banking and finance, real
estate development and financing, capital markets, and M&A. He
has drafted and negotiated domestic and cross-border
agreements for structured financings, syndicated loans,
derivatives, acquisitions and joint ventures. He joined Marval,
O’Farrell & Mairal in 2001 and became a partner in 2012. He
worked in New York as foreign associate at Cleary, Gottlieb,
Steen & Hamilton from 2004-2005. He graduated in 2001 as a
lawyer from the Catholic University of Argentina, and obtained a
Masters in Law from Columbia University School of Law, New
York, in 2004 and a Masters in Finance from University of CEMA
in 2007. He is admitted to the New York State Bar and is a
member of the City of Buenos Aires Bar. He currently teaches
Business Law at University of San Andrés and gives
presentations at University of CEMA and Austral University.

MARVAL
O'FARRELL
MAIRAL

Marval, O’Farrell & Mairal, founded in 1923, is the largest and one of the oldest law firms in Argentina. The firm has grown
considerably in recent years and currently has over 300 professionals. The firm’s law practice covers a wide range of legal
services to financial institutions, commerce and industry and to diverse sectors of government. Although the firm practises
Argentine law, its lawyers are well attuned to business issues and the complexities of multi-jurisdictional transactions. The firm is
in the general practice of law including: Banking and Finance; Capital Markets; Project Finance; Commercial and Competition Law;
Corporate Law; Foreign Investments; Mergers and Acquisitions; Real Estate and Construction Law; Administrative Law;
Entertainment and Media; Environmental Law; Insurance Law; Intellectual Property; Internet and Information Technology; Natural
Resources; Utilities and Energy Law; Tax and Customs Law; and Telecommunications and Broadcasting. The firm is ranked at
the top of major legal publications and has been regularly awarded with many of the most recognised international awards.
Chambers & Partners has recently recognised Marval, O’Farrell & Mairal as “Latin America Law Firm of the Year 2013".
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Chapter 21

Australia

Clayton Utz

David Fagan

1 Overview

1.1 What are the main trends/significant developments in the
lending markets in Australia?

In 2013 new mining and resources investment retreated from
previous peaks and Australia’s manufacturing industry continued to
contract. While concerns over the European debt crisis have
subsided somewhat, stimulus tapering by the US Federal Reserve,
the potential for a slowdown in Chinese growth and difficulties in
the manufacturing and retail sectors were key issues influencing the
Australian market in 2013 and early 2014. Despite these concerns,
the Australian economy grew throughout 2013 and consumer and
business confidence experienced a modest recovery in the wake of
federal elections in September 2013 (where the latest results for
Australian economic growth in Q4 of 2013 surpassed expectations)
and improved export conditions due to a fall in the AUD towards
the end of 2013. Australian companies have been strengthening
their balance sheets throughout 2013 as mergers and acquisitions
activity remained subdued.

For the Australian lending market, this translated into a significant
increase in loan volumes to facilitate refinancings, but only an
incremental increase in demand for new money. Lending volumes
were particularly strong in late 2013 as companies refinanced to
take advantage of strong bank liquidity and cheaper pricing.
Although still below their pre-GFC peak, loan volumes have been
reported as having grown by as much as 54% year-on-year in
Australia in 2013.

Australia’s big four domestic banks remain the main players in the
Australian lending market but 2013 saw overseas banks return to
the lending market. Overseas investment and pension funds
continue to show a keen interest in existing income generating
assets within the infrastructure space.

While loans remained the key source of debt funding in 2013,

Australian companies also pursued longer tenor and competitive

pricing by diversifying funding sources into hybrids, USPPs, AUD

medium Term Notes and AUD Bonds.

Significant legal/regulatory developments included:

(a)  the implementation by the Australian Prudential Regulatory
Authority (“APRA”) of the final version of the Basel III
capital reform package which could potentially push up
borrower costs in 2014; and

(b)  the expiry of the transition period for the registration of
security interests under the Personal Property Securities Act
2009 (Cth) (the “PPS Act”) on 31 January 2014.

The Australian Government will conduct its first scheduled review

of the PPS Act in 2014 which may lead to changes to the regime.
There has been ongoing criticism of the PPS Act that it has led to
more work for small business, and to fear and confusion. The
register created under the PPS Act is seen as inefficient, relies too
much on businesses and financiers updating it, is more costly to
search than previous state-based mechanisms and made it harder to
find title to assets due to the greater number of identification
numbers that can be used to identify an organisation.

1.2 What are some significant lending transactions that have
taken place in Australia in recent years?

Significant transactions in 2013 included the following:

(a) A US$20bn debt package as part of the US$34bn Ichthys
LNG project. The project involves the construction of
offshore facilities to extract hydrocarbons from the Ichthys
Field off the coast of Western Australia and onshore
processing facilities 885 km away at Blaydin Point in
Northern Australia. The debt package relied on more than 20
banks, with the support of 8 export credit agencies.

(b) A A$7.4bn syndicated loan facility to Origin Energy with a
term of 4 to 5 years. The facility is being provided by a
consortium of domestic and international lenders and was
used to refinance Origin’s previous loan facilities.

(¢) A AS$3.7bn refinancing by AquaSure of its senior and
mezzanine facilities used to fund the construction of a
desalination plant in Australia’s south east under a PPP
arrangement with the State of Victoria.

(d) A ASlbn three-year syndicated cash facility for Leighton
Holdings Ltd replacing an existing facility. Twenty-two
financiers  participated, including Australian and
international banks.

Clayton Utz had roles in some of the above transactions.

2 Guarantees

2.1 Can a company guarantee borrowings of one or more
other members of its corporate group (see below for
questions relating to fraudulent transfer/financial
assistance)?

Such guarantees are quite common. The general principle is that
directors of the subsidiary must exercise their powers for the benefit
of the company and for a proper purpose. Relevant factors to
consider in assessing corporate benefit include:

(a)  Does the entry into the guarantee benefit the guarantor in its
own right, not just the corporate group as a whole? Section
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187 of the Corporations Act 2001 (Cth) (the “Corporations
Act”) does provide that the wholly-owned subsidiary of a
company may include in its constitution provisions
permitting the subsidiary directors to act in the best interests
of the holding company, provided that:

i the directors act in good faith in the best interests of
the holding company; and

ii. the subsidiary is not insolvent at the relevant time and
does not become insolvent as a result of the directors’
act.

(b)  Is the guarantor a parent giving a guarantee for a subsidiary?

(¢)  Will the provision of funds to the borrower have a positive
impact on the guarantor?

(d)  Is the borrower solvent?
(e)  What is the likelihood of default by the borrower?

(f)  What is the extent of the guarantee? Is it “all-moneys”, or
limited to a fixed sum?

2.2 Are there enforceability or other concerns (such as
director liability) if only a disproportionately small (or no)
benefit to the guaranteeing/securing company can be
shown?

If it is found that the guarantor’s directors have breached the duty
to exercise their powers for the benefit of the company and for a
proper purpose, the guarantee may be challenged at the instance of
the guarantor.

Recent case law in Australia (in particular, Westpac Banking
Corporation v The Bell Group Limited (in liquidation)) has
indicated that the test to be applied is an objective one: whether any
reasonable and prudent director charged with this duty would have
appreciated that entry into the transactions in question was not in
the best interests of the company. The duties are fiduciary in nature.

In addition, a lender may be found to have either knowingly assisted
in, or knowingly received property as a result of, a breach of these
fiduciary duties, and will therefore be liable as a constructive
trustee, on the basis of their actual or constructive knowledge,
wilful blindness, wilful and reckless failure to inquire.

2.3 Is lack of corporate power an issue?

Typically, the authority of the company to provide a guarantee will
flow from the exercise by the directors of powers given to them
under section 198 of the Corporations Act (to “manage the
business” of the company), or by the company’s constitution.

Lenders’ counsel will typically seek to ascertain corporate power
through examining the guarantor’s constitution and various
corporate authorisations; for example, extracts of authorising
minutes. If the constitution contains provisions which may cause
problems for the particular transaction, the lender should require the
amendment of the constitution as a condition precedent to the
provision of finance.

To a certain extent, the need to examine the constitution and other
corporate authorisation materials has been reduced by the existence
of certain “statutory assumptions” in the Corporations Act on which
company “outsiders” (such as the beneficiaries of a guarantee) may
rely, unless the outsider knew or suspected that the assumption was
incorrect — for example, an outsider may assume that the company
had complied with its constitution in entering into the particular
transaction.

2.4 Are any governmental or other consents or filings, or
other formalities (such as shareholder approval),
required?

There are no specific formalities associated with the granting of a
corporate guarantee. The general law of contract applies to
contracts of guarantee. However, where a guarantee agreement
includes a secured right for the guarantor to recover from the
borrower’s assets any loss arising out of a call on the guarantee, it
is prudent to register that security interest on the national register
established under that PPS Act (the “PPS Register”) to improve the
guarantor’s prospects of recovery from an insolvent borrower.

2.5 Are net worth, solvency or similar limitations imposed on
the amount of a guarantee?

The parties to a corporate guarantee may agree to impose
limitations on the amount of a guarantee, for example a restriction
on the guarantor’s liability to a certain fixed amount. There are no
such statutory limitations.

2.6 Are there any exchange control or similar obstacles to
enforcement of a guarantee?

No, there are not.

3 Collateral Security

3.1  What types of collateral are available to secure lending
obligations?

Security can be taken over virtually all types of asset — land,
receivables, plant and equipment, rights, etc.

The registration of security interests over collateral is governed by
the PPS Act. It applies to security over “personal property”, which
for these purposes means any property, asset or right other than
land, structures on and fixtures to, land and certain statutory rights.

A broad range of interests constitute a “security interest” for the
purposes of the PPS Act, including transactions that may not
traditionally have been regarded as “security” — for example,
retention of title arrangements.

The PPS Act establishes the PPS Register for registration of such
security interests. A security interest is enforceable against a third
party if it “attaches” to the relevant collateral and is perfected.

Attachment arises if the grantor has rights in the secured property
and receives value for granting the security interest or performs an
act that gives rise to the security interest.

Perfection is generally achieved by registering a financing
statement in respect of the security interest on the PPS Register
(although under the PPS Act perfection can in some instances be
achieved by taking possession or control of the relevant collateral).

A financing statement sets out the secured party and the class of
collateral (a large number of collateral types are provided for, from
“all present and after-acquired property” to “watercraft”’). No
underlying finance or security document is required for registration.
The registered party will be issued with a unique token and
registration number. These will be required for any changes to or
discharge of a relevant security interest.

Each registration must only relate to a single collateral class.
Therefore if a security interest covers more than one collateral class
but is not an all-assets security, a separate registration will be
required for each class.
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The first scheduled review of the PPS Act since its commencement
will occur in 2014. Topical areas for consideration may include
asset finance, equipment leases and the administrative burden
associated with maintaining up to date registrations.

3.6 Can collateral security be taken over shares in companies
incorporated in Australia? Are the shares in certificated
form? Can such security validly be granted under a New
York or English law governed document? Briefly, what is
the procedure?

3.2 Isit possible to give asset security by means of a general
security agreement or is an agreement required in
relation to each type of asset? Briefly, what is the
procedure?

It is possible to give asset security by means of a general security
agreement. The security interest should then be registered on the
PPS Register via a financing statement.

3.3 Can collateral security be taken over real property (land),
plant, machinery and equipment? Briefly, what is the
procedure?

Yes, security can be taken over virtually all assets of a company.

Plant, machinery and equipment are considered to be “personal
property” and security interests thereof should be registered on the
PPS Register via a financing statement.

The PPS Act does not govern security interests in real property
(including buildings or fixtures to land) or where a statute declares
that security interests in particular assets are not covered by the PPS
Act (for example, petroleum exploration permits, leases, licences
and gas pipeline licences under the Offshore Resources Legislation
Amendment (Personal Property Securities) Act 2011). Real
property security is taken by way of a mortgage, which must follow
the statutory form prescribed in the State or Territory in which the
property in question is situated. The mortgage must be registered at
the Land Titles Office of that State or Territory. Priority is
substantially governed by the time of registration.

3.4 Can collateral security be taken over receivables?
Briefly, what is the procedure? Are debtors required to be
notified of the security?

Non-specific security may be taken over a generic category of
assets such as accounts receivable or inventory. Perfection of the
security interest should be obtained through registration with the
PPS Register via a financing statement. Such assets are known as
“circulating assets”.

It is not a requirement for the purposes of registration that the
debtors in question be notified of the security; however it is a
prudent measure to do so, and to bank all payments in a separate
bank account.

Yes.

Perfection of the security interest should be obtained through
registration with the PPS Register via a financing statement (see
question 3.1).

If the security in question is not an all-assets general security
agreement (see question 3.2), the relevant collateral class is most
likely to be “financial property” or “intermediated securities”.

“Intermediated securities” includes shares held on the Clearing
House Electronic Sub-register System (CHESS), as well as bonds
and other financial instruments and assets. Perfection takes place
through registration of a financing statement or through taking
control of the collateral.

Certificated shares will constitute “financial property”. Title to
shares is evidenced by share certificates and it is typical for secured
parties to take possession of share certificates of secured shares. In
addition to registration, this is a form of perfection through
possession and control.

It is possible to grant valid security under a foreign-law document,
and to effect the registration of such securities under the standard
PPS procedure.

3.7 Can security be taken over inventory? Briefly, what is the
procedure?

Non-specific security may be taken over a generic category of
assets such as accounts receivable or inventory. Perfection should
be obtained through registration with the PPS Register via a
financing statement. See question 3.4 above.

3.8 Can a company grant a security interest in order to
secure its obligations (i) as a borrower under a credit
facility, and (ii) as a guarantor of the obligations of other
borrowers and/or guarantors of obligations under a credit
facility (see below for questions relating to the giving of
guarantees and financial assistance)?

A company may grant a security interest in order to secure its
obligations as both borrower and/or guarantor under a credit
facility. The granting of such security will be subject to the
corporate benefit and financial assistance considerations covered in
sections 2 and 4.

3.5 Can collateral security be taken over cash deposited in
bank accounts? Briefly, what is the procedure?

Yes.

Perfection of the security interest should be obtained through
registration with the PPS Register via a financing statement.

The PPS Act gives priority to an account held by an authorised
deposit-taking institution if that institution controls the account.
Accounts of Australian borrowers held offshore would therefore
best be held by an Australian institution operating in that offshore
market.

3.9 What are the notarisation, registration, stamp duty and
other fees (whether related to property value or
otherwise) in relation to security over different types of
assets?

Notarisation is not a requirement for the taking of security in
Australia.

A small fee is payable to register a security interest over an asset
constituting “personal property” on the PPS Register. The fee
increases depending on the period during which the registration is
intended to remain valid.

A fee is payable for the registration with the relevant land titles
office of a security interest over real property. These fees may be
nominal or calculated according to property value depending on the
State or Territory in question.
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Mortgage duty has been abolished in all Australian jurisdictions
except in the state of New South Wales. Although previously slated
to be abolished firstly in 2012 and then again in 2013, the abolition
of mortgage duty in New South Wales has now been deferred
indefinitely. Mortgage duty in New South Wales is calculated
based on the value of any secured property situated wholly or partly
in New South Wales.

3.10 Do the filing, notification or registration requirements in
relation to security over different types of assets involve a
significant amount of time or expense?

Not typically, as long as the proper procedures (as described in
question 3.9) are followed and the correct documents lodged.

3.11 Are any regulatory or similar consents required with
respect to the creation of security?

In general, no.

However, in a project financing context, there may be
Commonwealth, State or Territory and local licences, consents and
permits required for the particular project (for example, projects
situated on publicly-owned land or dealings in government-issued
leases and licences, including security arrangements).

3.12 If the borrowings to be secured are under a revolving
credit facility, are there any special priority or other
concerns?

No, there are not.

3.13 Are there particular documentary or execution
requirements (notarisation, execution under power of
attorney, counterparts, deeds)?

There are no specific documentary or execution requirements for
the taking of security. The general law applies with respect to the
documentation and execution of contracts of security.

4 Financial Assistance

4.1  Are there prohibitions or restrictions on the ability of a
company to guarantee and/or give security to support
borrowings incurred to finance or refinance the direct or
indirect acquisition of: (a) shares of the company; (b) shares
of any company which directly or indirectly owns shares in
the company; or (c) shares in a sister subsidiary?

The shareholder approval limb under section 260B involves a
process known as a “whitewash”, with:
(a) either:
(i)  aspecial resolution passed at a general meeting of the
company, with no votes by the person acquiring the
shares of the company or associates of that person; or

(i)  a resolution agreed to, at a general meeting, by all
ordinary shareholders;

and

(b) if the company will be a subsidiary of a listed Australian
corporation immediately after the acquisition in question, the
approval of shareholders of the listed corporation; and

(c)  if immediately after the acquisition, the company will have
an ultimate Australian holding company, the approval of
shareholders of that ultimate Australian holding company.

Exemptions from the financial assistance regime under section

260C include financial assistance in the ordinary course of dealing

by a company whose ordinary business includes providing finance,

approved employee share schemes and other exceptions.

5 Syndicated Lending/Agency/Trustee/Transfers

5.1  Will Australia recognise the role of an agent or trustee
and allow the agent or trustee (rather than each lender
acting separately) to enforce the loan documentation and
collateral security and to apply the proceeds from the
collateral to the claims of all the lenders?

The use of “agents” and “trustees” is customary in syndicated
lending arrangements.

The agent may hold security on behalf of the syndicate (in a trust
capacity) or a separate “security trustee” may hold that security
(more typical).

The security holder’s powers are regulated under a trust deed.
Provided the action is authorised under the security documents, the
security holder will be able to enforce the loan documentation and
security and apply the proceeds from the collateral to the lenders’
claims.

5.2 If an agent or trustee is not recognised in Australia, is an
alternative mechanism available to achieve the effect
referred to above which would allow one party to enforce
claims on behalf of all the lenders so that individual
lenders do not need to enforce their security separately?

See the response to question 5.1.

Restrictions are contained in section 260A(1) of the Corporations
Act as follows:

“A company may financially assist a person to acquire
shares (or units of shares) in the company or a holding
company of the company only if:
(a) giving the assistance does not materially prejudice:
(i) the interests of the company or its shareholders; or
(ii) the company's ability to pay its creditors; or
(b) the assistance is approved by shareholders under section
260B (that section also requires advance notice to ASIC); or
(c) the assistance is exempted under section 260C.”
The “material prejudice” precondition has been held by the courts
to be a question of fact. As this is a difficult and uncertain
assessment, this limb is not often relied upon.

5.3 Assume a loan is made to a company organised under
the laws of Australia and guaranteed by a guarantor
organised under the laws of Australia. If such loan is
transferred by Lender A to Lender B, are there any
special requirements necessary to make the loan and
guarantee enforceable by Lender B?

Loan documents typically permit assignments or substitutions by a
lender; the requirements for a valid 