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High Yield Debt

©
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High Yield =
The issuer or instrument is rated
sub-investment grade

Loan or bond which pays a high interest coupon to reward increased risk

FINANCIALEDGE!

Not all high yield or sub
investment grade debt has a

public credit rating

[ Avoid the rating h
agency process

Investment grade

Sub-investment grade

High Yield =
The issuer or instrument is rated
sub-investment grade

cccC

Risk of default
escalates

cC
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C GILRYE LI 13 High Risk Debt

( === |CE BofA BB US High Yield Index Option-Adjusted Spread \

=== |CE BofA BBB US Corporate Index Option-Adjusted Spread
ICE BofA Single-A US Corporate Index Option-Adjusted

=== |CE BofA AA US Corporate Index Option-Adjusted Spread
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FINANCIALEDGE
What Makes a Company
Sub-Investment Grade?
FINANCIALEDGE!
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Size of the Issuer

YIELD & RISK

1 ® Highyield often means smaller companies, who

I o000

present a risk in their ability to handle adversity

Sometimes not risky, but just
too small to be considered

investment grade

E.g. Loss of a major
customer or an economic
or business-related shock

J

Y

To qualify for investment grade standing:

Sales > $7mm EBITDA > $2mm

FINANCIALEDGE!

1 YIELD & RISK
Existing Leverage or Debt

More lenders in the
capital structure =

Fixed charge of interest =
burdensome interest payments
could impede a company from

running efficiently

weaker guarantee of
getting paid back

High leverage implies high risk
Level of Debt in the Capital Structure

Leverage Relative to Earnings

\

>3.0x -{ Especially

for smaller

=» Warning Sign

companies

>3.5x - =p SubIGRating

J
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Fall from Investment Grade to Sub-Investment Grade
“Junk Bonds” or “Fallen Angels”

—a—
Poor Earnings e G Less Stability

Prevents companies from meeting: Due to:

A A
r S\ g \
Investment Expense Debt servicing Management Structural
needs needs needs problems problems
Regulatory History of
environment default

FINANCIALEDGE!

The Uses of High Yield Debt

FINANCIALEDGE!
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Many sub-investment grade company financing needs
are similar to investment grade companies

oa
oa

oloo
B

II

FINANCIALEDGE!

Uses of High Yield Debt Funding:

Acquisition Finance

Complete add-on

Purchase the stock or assets Sponsor driven acquisitions
of a target company by transaction such as to an ini.t:liol buyout with
a strategic buyer leveraged buyout (LBO) 4

subsequent acquisition

FINANCIALEDGE!
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Uses of High Yield Debt Funding:

Fund Internal Growth

Long-term operations Refinance the existing capital structure
such as buying assets (to lower borrowing rates and finance share
and infrastructure repurchases or dividends to equity investments)
FINANCIALEDGE"

Uses of High Yield Debt Funding:

Finance Day-to-day Operations

Short-term investments such as buying AKA “Working Capital”
inventory and paying suppliers needs

FINANCIALEDGE!
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Types of High Yield Instruments

FINANCIALEDGE!

o Lol 55

Rule of thumb: Match the financing need with the correct financing term

FINANCIALEDGE!
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Acquisition ,e"\ f Term Seller Bonds or
Finance ",, Loans Loans Notes
z g
_ ¢
Internal
Growth _._'_l *
(s):::tu.:gr:rs‘ @ ; Revolving Credit Facilities
FINANCIALEDGE!
A Look at a Leveraged
[ ]
Capital Structure
FINANCIALEDGE!
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Capital Structure

Short-term Senior Secured by assets “CAPITAL STACK”
(

~

RCF

(Revolving Credit Facility)

Net
Operating
Assets

Term Loans

Notes/Bonds

SENIORITY

or COLLATERAL

1g -

Enterprise
Value (EV)

Equity
. J
Long-term Junior Unsecured FUNDING SOURCES
FINANCIAL EDGE!
L]
Capital Structure
(" Least risky )
(Revolving Credit Facility)
Notes/Bonds
Equity
J
FINANCIAL EDGE!
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Revolvers and Leveraged Loans

FINANCIALEDGE!

Who provides debt products?

FINANCIALEDGE!
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P o

111

(old-fashioned bank loan)

Term Loan A

Considered Private Debt:
Can be arranged without a credit rating or filing with the SEC (Not a security)

=Low Interest Rates

Short-term (5-6 years)  Lowrisk Secured by assets Senior

-
-

[ ]
— — — —
LENGTH m COLLATERAL SENIORITY
— — — —

FINANCIALEDGE!

Term Loan A RCF (Revolving Credit Facility — “Revolver”)

(\ Covenants)

Borrower watched by creditors to make
sure they are meeting all obligations

(\2, Loan Amortization)

Banks demand the loans are repaid
a little each year

eEEEEEEEEEE®E BanGrouporSyndicqtion EEmEEEEEEEEE,

*>

“Pro Rata”

The bank group that takes
pieces of the term loan is
required to take a “pro
rata share” of the revolver

One bank will not
typically hold more
than 25-40%

E)
E)
E)

E)

4NN N NN E NN NSNS NS NN EEEEEEEEEEEEEEEEEERS
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Non-depository Institutions
...

Instituti IL
An“ nstitutional Loan Arm
. J

Y
EE e

Hedge Insurance Finance Pension
Funds Companies Companies Funds

Institutional Investors

Willing to accept a little more risk than banks

FINANCIALEDGE!

Institutional Loan @

) 4

Higher Interest

Provides borrowers
Only amortize 1% pa Lenders require few if any restrictions or covenants with more

independence

Senior Secured by assets Higherrisk  Longer-term (7 years)

I'IIIII->

]
[ ]
)
COLLATERAL m LENGTH
—

172
m
o
2 l
=
<
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*
*

*

Private Credit Funds

Similar to private equity funds but with a focus on lending.

Same kind of loan being made under a TLB (Term Loan B).

eUEEEEEEEEEEEEEEEEEEm,
®sussssssnnssneemnnnnn?®

*
*

. *
SysssEEEEEEEEEEEEEEEEEEEEEN EEEEEEEEEEEEEEEEEEEEEEEER®

FINANCIALEDGE!
Second Lien Loans
Investors are compensated for this risk
Secured by assets Higher Longest-term
Senior (But second claim) risk (7-8 years)
[ -
- ] -
-_— - -_—
A A A
D
— — —
FINANCIALEDGE!
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The Loan Process

FINANCIALEDGE!
Bank Leveraged Transaction
Request for Credit Indicative Pricing Credit Final
Proposal (RFP) Analysis | Term Sheet Memo Syndication Pricing
$= (=4 9
= 3% s,
7\ 7\ 7\ 7\ 7\ 7\
A4 A4 A4 A4 A4 A4
A\ J
Y
3-4 Weeks
FINANCIALEDGE!
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Credit Indicative Pricing Credit Final
Analysis | Term Sheet Memo Syndication Pricing

&

L )

Outlining the deal or transaction and the desired funding amount

FINANCIALEDGE!
Request for Indicative Pricing Credit Final
Proposal (RFP) | Term Sheet Memo Syndication Pricing

&

Credit Analysis

)

Determine the underlying risk of the company and the deal

The bankers then structure the deal in theory and send back an indicative term sheet to the sponsor

FINANCIALEDGE!
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Request for Credit Credit Final
Proposal (RFP) Analysis Memo Syndication Pricing

&

L )

Indicative Pricing / Term Sheet

Term sheet is accepted (the bank has won the mandate) and ean prepare the underwriting

FINANCIALEDGE!
Request for Credit Indicative Pricing Final
Proposal (RFP) Analysis | Term Sheet Syndication Pricing

@©® @ e

Credit Memo

Present the case for putting the banks balance sheet at risk to take on the loan

Whether a TL (term loan) A or B, the bank has to take the initial risk of
underwriting the loan before selling down the exposure

FINANCIALEDGE!
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Request for Credit Indicative Pricing Credit Final
Proposal (RFP) Analysis | Term Sheet Memo Pricing
@
Syndication

If the credit committee okays the loan, the bank shifts to syndication
(marketing the loan to the other banks or institutions)

FINANCIALEDGE!

Request for Credit Indicative Pricing Credit
Proposal (RFP) Analysis | Term Sheet Memo Syndication
) )

Final Pricing

»

—o—

Final pricing is set as the deal goes to market

Other banks take their pro rata allotments or institutions step up to invest

FINANCIALEDGE!
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TermLoanB -
Broadly Syndicated Loan

FINANCIALEDGE!

“Cov-lite” (Covenant Lite)

Financial institutions looking for yield

Senior  Secured e Amortization Covenants

AN J
Y

Flexibility to build cash reserves (or baskets)
to buy other companies or invest internally

FINANCIALEDGE!
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Actively trade the loans in the secondary market

BRE ERE BRE Bhp ERE BAD ERE

Co Arra nger Lead Co Arranger

Arranger
(MLA)

N

Banks underwrite the loans and then sell them down to institutional investors

Buyers are offered incentives: discounts or “OID” (Original Issue Discount )

Z Very little is held on the
| banks’ balance sheets

m Unlike traditional bank loans where banks are
—

expected to hold some of the loan on their books

FINANCIALEDGE!
Often publicly rated
* ok k¥
r Senior Secured Longer-term
[ | [ ] ]
[ | [ | ]
[ ] [ ] [ ]
L) ) e
L] L] ]
Securitized product:
CLO (Collateralized Loan Obligation)
CLO SPVs (Special purpose vehicles) make Drive liquidity in
up the largest buyers of term loan B's the market
FINANCIALEDGE!
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CLOs and the
Leveraged Loan Market

FINANCIALEDGE!

eSS TSRS EEaErasrasrisriasrasrasrisrissrssrsssassssssssessss .
el (o KoY (T[T ELNL LTI EL )M Structured Credit Market =
"' AN NN N NN NI NI NN NSNS NS EE NN NN NN NN NN EEEEEEEEEE l".
L]
LA AL

Corporate Loan Market ($1.2 Trillion)

of of of of on

% é‘ Kk ok Ty e &

i) A 1M ERE

Broadly Valued at Issued by

Underwritten Sold to other banks
syndicated >=$350mm publicly rated by alead or institutional
leverage loans companies bank investors
FINANCIALEDGE!
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Appealing yield on the debt A Riskier as a single credit

Sub-investment grade
A

Media/Enter .
Technology .

Healthcare

Metals/Mining

. Automotive

Transportation

Oil and Gas . Collateralized
Loan Market
Consumer product
Retail/Restaurants . ‘

Utility

FINANCIALEDGE!

wus
R

100-200 Loan SPV (Special Purpose Vehicle) 8

@ Diversify risk away from exposure
to one single credit

@ Benefit from the cash flows of the
broader pool

@ Diversity of industry and credit
quality (including loan size)

Collateralized
Loan Market

Seniorin Secured by a firstor
‘ payment terms second lien on the assets

$600mm

®eusssnsssssnsnnsnnnnunnnnnnns®

o

N umEEEsEEEE AR AR SRR AN EEEEEEEEEEEEEEEEEEEEEEEEEsEEEEEsEEsEsssssssnssnenns®

=
v

1. SENIORITY 2. SECURITY

I'IIIII->
I'IIIII->
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Cashflowgenerating Cash flows passed on B 'I
(pay interest and principal) to the security holders
A Payment waterfall
d 4

. n
Diverse Asset Pool AAA (Class A) -
Guaranteed :
payment -
first =
n
AA (Class B) .
n
A (Class C) q
.
BBB (Class D) .
n
n

BB (Class E) B __

Potential

losses

EqUity Residual ( ‘

claim (last) ‘ﬁr

Makes it possible to market the
securities to different investors
FINANCIALEDGE!

YY)
Important for banks in
AAA (Class A) Banks and B CETTTPreS the calculation of balance
money managers sheet risk metrics
J
R
AA (Class B) Insurance companies
j CLO asset managers
A (Class C) > I L someFlmes qlso
Money Managers, Banks, required to invest in the
BBB (Class D) and Hedge Funds equity tranche
7
N
BB (Class E) Private capital firms
(e.g. hedge funds),
public investment vehicles
(e.g. Business Development
Companies) and locked-up
risk retention funds
7
J

FINANCIALEDGE!
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Forcing the CLO
(Collateralized Loan
Obligation) asset managers
to own significant pieces of
these deals

EEEEEEEEEEEEEEEEEEEEEEE Locked-upriskretentionfunds TG

Required investment by fund sponsors to
maintain financial interest (5-10% of entire CLO)

Typically an LLC (Limited Liability @ Collateral
Company) or partnership n Manager

Vel CMV (Capitalized Management Vehicle) Tax Structure Emm N

Some investors (particularly in Europe) Typically have to raise money

require the locked-up risk retention (Asset ma nagers, not funded to make significant investments)

J

FINANCIALEDGE!

The Rise of Private Credit

FINANCIALEDGE!
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BSL (Broadly syndicated loan) Private Credit Funds
g \

AAA (Class A)

“Direct lending”
When dealing with smaller deals
and companies

A (Class C) ' : ( )
: BDCs (Business development companies)
: were historically direct lenders of growth

AA (Class B) Robustness

BBB (Class D) capital to the middle market
\ S
BB (Class E) : , ~
Issuer friendly Mezzanine debt is another form a
: private credit
Equity : \ J
FINANCIALEDGE!

Deals grew I&“
", /
(4
l ' Appetite for yield grew

CEEEE LT Competition for assets in PE (Private Equity) drove up multiples EEEELEEE

(Y B Challenging to earn
_— high returns
é - I& (the greater the initial

) investment, the more
EV (Enterprlse Value) Need for more sponsor challenging it is to make

multiples increase equity increases an acceptable return)

\ J

FINANCIALEDGE!
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Private Credit Funds

Non-regulated entities with
relationships with sponsors are
willing to push leverage further

Excellent and stable returns from
leveraged loans is appetizing

oo “Direct Lending”
‘ ]
Non-bank A /’/J' No syndication
arrangers m .'-‘_ toinvestors
]

Risk is still syndicated (funds contain the same high-net-worth individuals and
institutions as those that invest directly in the BSL market)

The GP (general partner) / LP (limited partner) structure is similar to an equity fund

FINANCIALEDGE!

Banks (Broadly syndicated loans) Private Credit Funds
B 28
m EAE

Marketed to anyone (brand recognition) Mostly pegged to sponsors

Cheaper pricing More costly
Regulated on max leverage Not regulated - Aggressive leverage on EBITDA

Can do large deals very easily Middle market & lower rated credits (Average B-)

Massive inflows into credit funds are challenging this Many deals have the support of financial sponsors & they often
facilitate the relationships (loans still go to the company)

Able to easily attach a revolver
Don’'thave the cash to handle revolvers

Trade in the secondary market (collateralized loan

obligation market = demand) Like Private Equity: Stuck with it until exit or refinance

More oversight (Stuck in the relationship)

FINANCIALEDGE!

Cov-lite (no financial covenants, only incurrence)
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High Yield Bonds

FINANCIALEDGE!
“High Yield Debt”
\
4 % A N\
High Yield Bonds High Yield Loans
(Public securities)
FINANCIALEDGE!
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High Yield Bonds

Appealing (= === Have longer maturities @ Raises credit risk & cost

Candidates need strong financial records
@ Onerous and costly
Public rating and SEC filing required to issue

Minimum $100mm issuance size

G ) -~
Issuers can put their +) Bulletinstruments
cash to good use
Depends on performance ( s Jix== Large & varied investor base (public security) @ Depends on performance

@ Limits on taking on debt
(without paying fees)

WAEREENTIFIELNECME R Most are senior & unsecured (in leverage buyout) @ When junior or unsecured

FINANCIALEDGE!

Minimal risk mitigation from covenants

The Bond Issuance Process

FINANCIALEDGE!
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[ 4 . . P
e Publlc-faclng> G’m‘a Regulated
Time ‘ Stage ‘ Parties Involved
Underwriter analysis performed, due diligence, internal
- N N " Bankers, Issuer
Pre-Launch commitments, term sheets, highly confident letter, ankers, lssue
Week1 Offering memo drafted, covenant package negotiated Counsel, Bankers, Issuer
Week 2 Description of Notes(DoN) drafted, data room prepared Counsel, Bankers, Issuer
Week 3 Prepare rating agency presentation, accountants certify Bankers, Issuer, Accountant
Week 4 Review draft of offering memorandum, DoN Counsel
Week 5 Draft road show presentation Bankers
Week 6 Present to ratings agencies Issuers
Week 7 Feedback from agencies, complete preliminary offering memo; ST, ]
finalize purchase agreement, comfort letter !
Launch road show (3-5 days), price deal, close (2-5 days), closing
Weeks 8-10 documents signed, funds wired Bankers, Counsel, Issuer
|\ J L J L J
Y Y Y
Lengthy Many steps Many parties
FINANCIALEDGE!
il ‘ Stage ‘ Parties Involved
_ Underwriter analysis performed, due diligence, internal o o e .
Pre-Launch commitments, term sheets, highly confident letter, Bankers, Issuer SImllur to IPO (|n|t|0| pUb“C
Week 1 Offering memo drafted, covenant package negotiated Counsel, Bankers, Issuer Offe”ng) or eql"tY issuance
Week 2 Description of Notes(DoN) drafted, data room prepared Counsel, Bankers, Issuer
Week 3 Prepare rating agency presentation, accountants certify Bankers, Issuer, Accountant
Week 4 Review draft of offering memorandum, DoN Counsel B
Week 5 Draft road show presentation Bankers ‘
Week 6 Present to ratings agencies Issuers
Feedback from agencies, complete preliminary offering memo;
Week7 finalize purchase agreement, comfort letter Bl Cauise
" Launch road show (3-5 days), price deal, close (2-5 days), closing
Weeks 8-10 documents signed, funds wired Bankers, Counsel, Issuer

7

.

Much shorter than the IPO process (particularly in pre-launch)

IPO prep:
>18 months

& . o

Bond arrangement:
several months

Follow-on offerings
(FPO) can be
particularly fast

FINANCIALEDGE!
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Loans vs. Bonds

FINANCIALEDGE!

Cov-lite Term Loan or

Bond (bullet instrument) Broadly Syndicated Loan (BSL)

Senior Unsecured 8-10 Years Senior Secured 5-7Years
] ] [ ] ] ]
] ] ] ]
[ ] | [} [ ] —
E—— — A E——
—_— —— —— L=
]
]
[ ]
[
Expensive Oversight and max Cheaper Less onerous
cash management

(In terms of issuance)

More refinancing and repricing before maturity,
and most sponsor exits are more aligned

FINANCIALEDGE!
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Mezzanine First Loss Debt

FINANCIALEDGE!
“CAPITAL STACK”
RCF
(Revolving credit facility)
Term Loans

[

[+1]

w

a

Notes/Bonds

FINANCIALEDGE!
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. @ Stretch
Mezzanine . .
Financing

Helping smaller companies patch their funding to bridge debt and equity

£ B
¢

Historically growth capital Can be bridge financing (more permanent and cheaper)

FINANCIALEDGE!

“First loss lending”
(Unprotected lenders lose capital first)

Equity warrant
A

Mezzanine

PIK (Pay-in-kind)

Junior Unsecured

0©
°al
1T

Allows lenders to

-_— -_—

— — The loan accrues value participate in the

—— —— instead of paying interest upside of the deal
FINANCIALEDGE!
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Debt Capacity Structuring the Deal

FINANCIALEDGE"
ﬁ Structuring a Buyout
,’"e or Levered Acquisition
%
Debt Capacity
A company’s ability to lever to a desirable level
AL
'd \

Maximizing an equity Maintaining a Leaving breathing room Credit market appetite

sponsor return certain credit rating after fixed charges for certain loan or credit
FINANCIALEDGE"
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A

Coverage Debt to EBITDA Ratio Leverage

Ratio (Eqrnings before interest, taxes, depreciation, and amortization) Ratio

Implies how quickly a
company can pay
back debt with a static
amount of EBITDA

Typically based on LTM
(last twelve months)
but adjusted to be
considered a pro forma

Runs from 4x - 7xin high yield

(Many sub-investment grade companies have lower leverage multiples)

FINANCIALEDGE!

Debt to EBITDA Ratio

(Eqrnings before interest, taxes, depreciation, and amortization)

W

Function of the company itself and its risk

Comparable leverage ratios

‘ hold more sway than what
happens in the market
I

Retailers have a lower multiple than stable industrial companies

FINANCIALEDGE!
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Leverage Multiples
LTM EBITDA $100 ‘ Amount ‘ Multiple [ EBITDA
Acquisition Price $1,000 10.0x
Term Loan B $350 3.6x
Senior Notes $150 1.5x
Mezzanine $100 1.0x
Equity Investment $400 4.0x

Senior Debt or Term Loan B Junior Debt Can be junior
bonds or
3x - bx 3x-4x Ix - 2x mezzanine
FINANCIALEDGE!
FINANCIALEDGE!
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High Yield Financing

Re\‘lolvm.g. Term Loan A Term LoanB Senior Notes Eubordinated Mezzanine
Credit Facility Notes
Interest Rate / Lowest Low Higher Higher Higher A
Highest
Coupon (175 to 325bps) (200 to 250) (200 to 500) (500 to 700) (600 to 900)
Floating [ Fixed Floating Fixed
Interest Type Cash Cash Cash Cash Cash Cash [ PIK
Tenor 3-5years 5years 7 years 8-10 years 5-10 years 3 -5years
Amortization None Straight Line Minimal Bullet Bullet Bullet
Prepayment Yes Yes Yes No No Depends
Seniority Senior Senior Senior Subordinated Subordinated
Security Secured Secured Secured / Unsecured Unsecured
Unsecured

Covenants Financial and Incurrence Incurrence Incurrence Incurrence Incurrence

FINANCIALEDGE!

FINANCIALEDGE!

www.FE.training

Please do not redistribute these materials without the
express permission of Financial Edge Training.

FINANCTACEDEE! |
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