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Competition in the large-cap and upper-middle markets,
dividend recaps, and a stabilizing economy are driving
private equity firms to get out and invest their capital.

What factors are contributing to the recent increase
in M&A lending, and what are you seeing as far as
the private equity deals that are being financed?

Kate Moseley: I think the increase in M&A lending is
more attributable to the general economic recovery in
the past year and a half to two years. Many banks
weren’t lending money in 2008 and 2009 because they
had a lot of sour real estate loans and failed syndications
of LBOs, so they just weren’t ready to get back into
the marketplace. There has been an uptick in lending
activity because the economy is recovering, banks have
cleaned up their balance sheets, and M&A activity has
picked up. I’ve seen M&A deals that have been done
with straight equity financing, and I think that’s
because the private equity firms want to get out there
and invest their capital. But certainly the general
economic recovery is what’s mostly driving this, as
well as the dividend recaps.

What I’ve found interesting in studying recently financed
private equity deals is that people haven’t learned
from history. There were a lot of issues with the deals
financed during the boom, such as “covenant-lite” deals
where there were really no maintenance covenants, or
very loose maintenance covenants, and where you might
also have had very loose debt incurrence covenants, and
it appears this trend is starting to come back. I have
also noticed that big equity sponsors are getting a lot
of the same terms in recent commitment papers that
they got during the boom, which I find interesting
because of all the problems that came about as a
consequence. Part of this is a result of more competition
in the large-cap and upper-middle markets.

Teri Lynn McMahon: Everyone seems to be surprised at
how fast banks are returning to competitive deal prices
like we saw in the high-water mark of 2006 and 2007.
You can’t lump all the lenders together, however. Some
are pulling back from their original loans and original
terms, but others are expressing an interest in sticking
with the borrowers that they have with a willingness
to increase their position and get back into the
covenant-lite situations that we had in 2006 and 2007.

Moseley: Something I’ve seen as different from the
boom in the context of commitment letters is that
during the boom, the banks really got a lot of
pushback from private equity sponsors
regarding closing conditions.
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Basically what the private equity firms wanted was for
the commitment letter conditions to be very similar to
those contained in the M&A agreements and to the
extent any of those conditions in the M&A agreement
were waived, the banks were expected to waive the
same conditions found in the commitment letter. Some
of the conditions are tighter today in the commitment
letters, but whereas in the boom time you saw these
busted deals where the banks couldn’t put together a
syndicate of lenders to do the deal and then you saw big
lawsuits ensuing, now you’re seeing commitment letters
where the banks that are underwriting them will have
what’s called pricing flex or market flex to give them
more ability to bring syndicate members into the deal.
It’s much broader than it was a couple of years ago. So
this is one situation where I think people did learn their
lesson and are trying to be a bit more flexible in their
commitments today so they can actually syndicate it
out and get down to their hold level.

James H. Sullivan Jr.: Also, part of what you’re seeing
is that during the 2008–2009 period when there was
very little financing available for private equity-backed
companies, private equity investors spent a lot of
time improving the balance sheets and making other
financial improvements with respect to their portfolio
companies. As those companies start to increase their
acquisition activity and banks relax on leverage, I think
you’re seeing stronger companies seeking financing
now than you did in 2008 and 2009.

Moseley: It’s interesting to note that during the boom,
the banks weren’t requiring the private equity firms to
put much equity into the deal, maybe something like
30%. In 2009 the equity requirement went up, and in
a couple of LBOs I worked on, the equity component
was about 50% of total capitalization. The equity
component is on the decrease again this year, so it’s a
good thing that companies are stronger because banks
are tolerating lower capital invested again, which I find
to be a little surprising based on recent history.

What is driving the reemergence of dividend recap
deals, and how are these recaps different from the
ones done before the recent economic downturn?

Sullivan: I think the reemergence of dividend recaps
is a byproduct of the improved lending environment.
During 2008 and 2009, a lot of private equity sponsors
ended up having to overequitize their transactions due
to the credit crisis. As the lending market started to
return, it presented an opportunity for a lot of those
sponsors to take dividends as a way to return some
of the equity that they put into those investments
when there was very little leverage. I think the other
thing driving the reemergence of the dividend recap
transactions are the looming tax issues with respect to
the potential dividend tax rates increasing at the end
of 2010. As a result, a lot of sponsors saw this as their
last window of opportunity to take some of that money
off the table in a tax-effective way.

With respect to the difference in these recent deals, as
compared to the deals that were done between 2005
and 2007 when these types of transactions were most
prevalent, in all but a few of the most recent transactions,
term loans were used to fund the dividends as opposed
to payment in-kind notes, thereby allowing a company
to pay interest over time when the interest rate improves
as opposed to be being paid on a current basis. Also,
most of the private equity sponsors that have recently
engaged in dividend recap transactions have targeted
the portfolio companies that they view as being their
best-performing assets since these companies need to
generate enough cash flow after paying the dividend to
service the debt incurred to finance that dividend.

Moseley:What I’ve seen recently, and I think this is a
difference between the dividend recaps of today versus
a couple of years ago, is that there are situations
where the equity sponsor wants to sell the company,
but it can’t find a buyer that offers a purchase price
that’s palatable to the sponsor or there are other factors
preventing the sponsor from completing the sale.
Whereas a couple of years ago that sponsor would
have just sold the company and gotten its return
through a sale, now it will do a dividend recap to
return some of the invested capital to its LPs.

McMahon: Because of some of the tax uncertainties,
people were trying to complete transactions this year,
and you can complete a dividend recap quicker than
you can actually go out and sell the company. You’re
seeing private equity funds that at least want to receive
some liquidity in the companies they have, so they’re
going the route of the dividend recap.

Sullivan: I agree. Many private equity funds raised
and invested from 2005–2007 have reached the end
of their investment periods, so I think this is a way

“What I’ve found interesting in
studying recently financed
private equity deals is that

people haven’t learned from history.”
– Kate Moseley, Alston & Bird LLP
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for some of their sponsors to provide much-needed
liquidity to their investors at a critical point in the
fund’s lifecycle. Dividend recaps are a way to achieve
that objective when deals and other exit opportunities
are scarce.

Could you each discuss transaction dynamics,
such as the trend in private equity involving the
interaction between financing contingencies and
reverse breakup fees?

McMahon: One trend we’re seeing is that in deals,
especially those involving public companies as sellers
either through going-private transactions or divesting
significant operations, where the winning bidder is a
private equity fund, the buyers are not getting
financing contingency outs in the purchase agreements
as much as they used to. This means the private equity
fund cannot refuse to close solely because it hasn’t been
able to get the funds needed from lenders to finance the
transaction. Reverse breakup fees are becoming the
sole economic remedy to the sellers for the failure of
a private equity-funded close, except for very limited
areas where specific performance is allowed. When
we were in times of easy credit, the removal of the
financing contingency was not as troublesome for the

deal parties because there was an expectation that if one
lender walked away, another lender or two could step in
to fill the breach. Furthermore, there was this idea that
private equity funds would not walk away from a deal
because that would cause them reputational problems.
But what happened is that in 2007 and 2008, when we
actually went into a serious credit crisis, a number of
private equity firms did attempt to terminate deals
when they could not obtain financing. Then the reverse
termination fees that had been put into the documents
became more of an issue, with some sellers concerned
that it created an option for the buyer to pay a fee of
around 3% of the deal price and simply walk away.
There’s been a lot of concern about whether this is fair.

What we’ve seen in 2010 is continued reluctance to
allow a private equity buyer to have a financing
contingency, but the breakup fee is becoming more

important and there have been these carve-outs of
certain areas where specific performance—in other
words the seller can force the buyer to go ahead and
get the deal done—has been heavily negotiated. The
three types that are the most used on the specific
performance side that we are seeing negotiated and
agreed upon are forcing the equity commitment,
causing debt-financing commitment letters to create
funding, and ensuring that third-party conditions,
such as antitrust filings, are completed.

Last, have there been any surprising or unexpected
trends in private equity M&A, in lending or elsewhere
this year, as compared to last year?

Moseley: As I mentioned, the reemergence of more
covenant-lite deals has been a little surprising, along
with the reduced amount of equity being required
by lenders, which, again, I think you can attribute to
the market recovery and the fact that there is more
competition for current deals, so the private equity
firms are getting much more favorable deal terms
than a year ago. In the boom-and-bust cycle of the
economy, anytime you have a bust, new issues surface,
and you see those new issues manifest themselves in
your credit documents.

For example, a couple of years ago, large, highly levered
syndicated deals were trading at a significant discount
to par, but companies had no ability to buy back that
debt or purchase it because of contractual restrictions
in their existing credit agreements. Now I see bank
syndicated deals where equity firms will specifically
negotiate for a buyback provision that allows them to
buy up that debt at a discount. Another example is the
looming maturities of existing deals. A year or a year
and a half ago, borrowers couldn’t get a refinancing of
existing debt, so they would do what’s called an amend
and extend. In that situation, the lenders that agreed to
the amend and extend would extend the maturity date
of their loan in exchange for better pricing. But in some
cases you had provisions in the credit agreements that
really didn’t permit you to do that because of pro-rata
sharing issues and the like. What you’re seeing now is
borrowers and their sponsors negotiating upfront to
allow for that in case it happens again.

Sullivan: I’m surprised at how quickly things came
back online. We saw a significant increase in activity
in late 2009 and the first half of 2010 when private
equity activity really soared. There has also been a
corresponding increase in EBITDA multiples and the
average lending multiples for leveraged deals. Couple
that with the return of dividend recaps and the uptick

“Many businesses with existing
managements have been through
a rough patch, but they also are

optimistic that things are turning around. ”
– Teri Lynn McMahon, Alston & Bird LLP
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in IPO filings— particularly in the latter half of
2010—and it seems the market has gone from a
screeching halt to being pretty active in a relatively
short period of time.

McMahon: I would mention two things that have been
surprising. The first is you can no longer lump the
behavior of all banks together. Banks are reviewing
their investment objectives and making different
choices, even in loans that they have traditionally been
in with other banks. What’s happening in the private
equity space, where the big difference between a
potential seller going with a strategic buyer versus a
financial private equity buyer, is that you always want
to be sure you’re going to be able to close and that
someone has the funds to actually get the deal done.
What I have seen is private equity funds having success
in going back to the current lending group of the
portfolio company or the seller and basically starting
a dialogue early with them and asking whether they
want to exit out completely or whether some of them
are still interested in staying in this investment, and
you’re seeing different banks make different decisions
depending on their own internal investment scenario.
Of course what that means is, if you can piece together
a group of banks that already have a position in a
particular borrower, the learning curve is less and
those that want to stay in are typically comfortable
with the business. So the private equity funds, in their
relationships with those banks, are able to get potential
deals closed faster, even when it otherwise seems the
credit market is making money tight. That surprised
me, and it has enhanced one of the important factors
that would lead someone into going to a private equity
fund, which is can they get the money, and can they
close? It’s a lot easier if you can say that a certain core
group of existing lenders wants to stay on. That’s very
comforting to a seller.

I’m also surprised at how many existing management
teams wish to stay invested in the business, which
shows they have confidence in their ability to turn the

business around and continue to grow profits. Private
equity funds are more willing and able to allow existing
management to maintain or provide an equity piece
in the business going forward, which creates incentives
for everyone to improve the business. This is another
positive soft factor that often gives the private equity
fund a point in its favor in a selling company’s auction
process. Many businesses with existing managements
have been through a rough patch, but they also are
optimistic that things are turning around.

Is there anything else you would like to add?

Moseley: A lot of the activity has been in the upper-
middle and large-cap markets, with the upper-middle
market being loans of $250 million to maybe $650
million, and large-cap being loans in excess of those
amounts. The activity hasn’t really trickled down to
the middle market yet, but I believe it will. I think
it’s a consequence of a couple of years ago when we
saw a lot of leverage credit funds and CLOs, which
are collateralized loan obligation funds, out making
loans in the middle market, but they are currently not
significant players in the middle market.

The middle market is just starting to pick up. It’s really
trailed behind the upper-middle and large-cap markets
by six to nine months. When the crisis hit, the middle
market remained busy for probably six to eight months
after the large-cap market crashed. I think the middle
market will come back in 2011, but it definitely hasn’t
come back the way the other markets have.
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regulatory capacity of its 250 corporate, regulatory and policy attorneys
bring critical value to client relationships. The BTI “Masters of the
Deal” list, a survey of law firms’ corporate relationships, ranked Alston
& Bird 5th among U.S. law firms. Alston & Bird has been ranked on
FORTUNE’s “100 Best Companies to Work For” list for eleven
consecutive years, including placement in the top 25 for seven consecutive
years. The recognition speaks to the culture of the firm and the environment
in which the firm practices law. www.alston.com

“I think the reemergence of
dividend recaps is a byproduct of
the improved lending environment.”

– James H. Sullivan Jr., Alston & Bird LLP
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