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I.
Introduction and Overview of Debt Agreements
Two types of corporate bonds:

Privately placed bonds – not registered with SEC or sold to the public.  Note Purchase Agreements (see Northwest)

Publicly issued bonds – anyone may purchase, although typically purchased by institutional investors (all others)

Different types of Indentures:

Senior Notes – Freeport

Convertible Senior Debentures – BMS

Convertible Subordinated Notes – Acclaim

Senior Subordinated Notes – MCMS

Senior Subordinated Notes – Kaiser

Senior Notes (Private Placement) – Northwest

Credit Sensitive Notes – Unisys

Liquid Yield Option Notes (LYONS) (OID Bond) - Brightpoint

Subordinated Extendible Reset Debentures – RJR 

Junior Subordinated Deferrable Interest Debentures – Hawaiian Electric

Debt Exchangeable for Common Stock (DECS) – Sprint 

II. 
The Monetary Terms

A.
Interest Rate and Maturity

UCC §8-202: When there is a conflict b/w the terms of the Indenture and those listed on the Security, the Security terms control.  
[Exam question is likely to be posed as a client asking for an opinion, you need to include how much certainty in your opinion. ]
[Knowing the right result is a good thing if you have to go to court – the court wants to decide the case in such a way as to get to the right result]

Terms such as the amount, interest rate, and maturity are found on the face of the Security, appended to the Indentures.

Interest is typically paid 2x/year on the Interest Payment Date (IPD) to the person who is the Holder of the Security on the Interest Record Date (IRD).
Issue #1: What if the IPD falls on a Sunday or other non-business day?
See Freeport and MCMS for examples of why these are potentially problems

See BMS and Acclaim for how to avoid the IPD falling on a Sunday problem (specifically address the potential for that situation)

Issue #1a: If the Interest is paid on a later date (for ex Feb 3 instead of Feb 1) how much interest is paid on the next IPD?

Principles of Problem Set #1 
1. the registered Holder on the IRD is entitled to receive the interest due

2. the interest payment = principal amount of securities ×interest rate ÷ # of payments per year
3. if the Co. defaults on payment of interest, look to the § on Defaulted Interest and also the definitions of Event of Default to determine if the Co. is restricted from curing the default in any way.  (see MCMS for an ex. of how the default could not be cured under the terms of §2.12 – in that situation, it is likely better to violate the terms of §2.12 rather than causing an Event of Default to occur (which would give Holders the right to accelerate).

4. for questions about limitations placed on Method of Payment see Method of Payment ¶ in Security & Payment of Interest provision w/n the Indenture.

II. 
The Monetary Terms cont.
B.
Special Payment Provisions

Special Payment Provisions were illustrated by the following indentures:

Hawaiian Electric Junior Indenture 
RJR Holdings Subordinated Extendible Reset Debentures

Unisys Prospectus

MCMS (Ex A-2, §1)

Sprint Supplemental Indenture
Hawaiian Electric Junior Indenture:

I. The Co. could shorten or extend the Maturity Date b/w 2009 and 2053.  Maturity Date was set at March 18, 2034.  The Maturity Date could be changed at the Co’s option provided:
· notice was given b/f the MD

· no Event of Default had occurred
· Trust Preferred Securities (not relevant to us)
· Debentures were not rated less than BBB- or Baa3.
Note that limitation on ratings was not so effective at protecting holders b/c Co will receive notice about a possible change in their ratings and therefore will just jump the gun and extend if the rating is about to go down.

II. Interest was due quarterly but payment of interest could be extended for up to 5 years (20 quarters).  Thus the Co could defer paying all interest for 5 years (although any deferred interest would be compounded).  

Contract Language: the phrase “any time and from time to time” means whenever you want, and more than once.  However, the absence of the phrase may or may not suggest that the activity can be done only once.  

General principle - If you don’t have specific text in the agreement that comports with your interpretation, use the presence of other words to support your position.  In the Hawaii Electric example, there would be no need to say “any” if you didn’t intend for there to be more than one event.  

A further principle – you want the K to be clear.  Do not leave room for ambiguity and differing interpretations when drafting the K.  Make it say what you want it to say.

Note: the dividing line b/w investment grade and junk is BBB/BB (S&P) or Baa/BB (Moody’s)
RJR Holdings Subordinated Extendible Reset Debentures
Resets give the Co the option to extend the Maturity Date of the bonds from 1991 to 2001.  The rate will be reset by I-bankers who are to figure out what the rate should be so your bonds are worth 1% more than the principal amount.  Note that the Co saying that the interest rate will not drop below the floor does not really protect you – if interest rates are such that the Co could get money for a lower interest rate than specified by this bond, they will cash out your bonds and get other bonds rather than extend.
If there is a 6% rate differential b/w the value of the bonds and 101% due to the interest rate set by the i-bank, as holder you may have a cause of action v. the i-bank.  See Coronet v. GAAC
Coronet Insurance v. GAAC
Company can’t contract away third party beneficiaries rights.  Holders had the right to bring suit v. i-bankers that set the rate that was too low and therefore not in compliance with the terms agreed b/w the Co. and holders. 

II. 
The Monetary Terms cont.
B.
Special Payment Provisions cont.

Unisys Prospectus

Credit sensitive notes – the interest rate is subject to adjustment based on certain changes in the credit ratings assigned by either Moody’s or S&P.  The lower of the two ratings controls.  
	Date
	Moody
	S&P
	Interest Rate

	7/1/91
	baa3
	BBB
	10.3%

	8/1/91
	ba1
	BBB
	12.50%

	9/1/91
	ba1
	BB+
	12.50% 

	12/20/91
	ba1
	BB
	13.00%** 

	2/1/92
	ba1
	BBB-
	12.50%

	3/1/92
	baa3
	
	10.30%


*if there is a difference in the ratings, you have to go with the interest rate associated with the lowest rating

**for Dec 20, the rate should be 12.50% because on the except clause at the bottom of p. S-4 thru S-5, rate change to 13% becomes effective on 1/1

MCMS – Floating Interest Rate Subordinated Term Securities (FIRSTs)

Interest rate = LIBOR + 45/8% where LIBOR is for the 6-month period as of a specific date.  Note the segment identifying how to calculate interest is more complicated than it needs to be – since the interest rate is the same throughout the period, you can simply take ½ the IR and multiply it by the PA.  However, the provision would make sense if the interest rate were variable throughout the period.  
Sprint DECS

Notes are exchangeable into shares of CS or cash at the option of the Co at the exchange rate described.

Holders may not get principal back – depends on the stock price of CS of SNET (Southern New England Telecommunications Corporation).  
Exchange Rate varies depending on the Maturity Price:

(a) if Maturity Price is ≥ $36.75/share, 0.86735 shares of SNET CS

(b) if Maturity Price is > $31.875/share but < the Threshold Appreciation price, a fractional share of SNET per DECS so that the value (determined at Maturity Price) is = to the Initial price (31.875)

(c) if Maturity price is ≤ Initial Price, 1 share of SNET per DECS

No fractional shares will be issued.  The Co. may issue cash = to the value of the shares of SNET Holder would have gotten otherwise.

Maturity Price = Average Closing Price per share of SNET on the 20 Trading Days immediately prior to the Maturity Date.  

Adjustments are made for rights or warrants issued at a price below CMP of SNET
Note: Be careful of the dates which are identified in a problem.  For example, if the IPD is the first after the execution of the Indenture, it might not be exactly the right period (see PS#3, ex#3, 1/20/06).  
II. 
The Monetary Terms cont.
C.
Optional Redemption

Optional redemption is the right of the company to repay the bonds prior to final maturity (like a “call” option).  Typically when a Co. exercises a “call” option it must pay a call premium. Call premiums call be structured in two ways as illustrated by Freeport and Northwest:
Freeport §§3.01-3.06 and #5 in the form of security 
· Call protection - restriction on when Securities may be called (not before 2007)*

· Call price is a fixed determinate premium of the par value after 2007**

· If Co calls before 2007, premium is structured more like a Make Whole Amount***
*Common feature of convertible bonds, can also present in non-convertible bonds

**This creates a valuable option for the Co.  If the market rate of interest has declined, for ex, it may be worth it for the Co. to call the bond and pay the premium amount so as to pay lower rates of interest.  

***Also known as Yield Maintenance, but basically prevents the Co. from having a valuable option b/c the premium they pay will reflect current market interest rates.

Northwest §§8.2, 8.3 
· no call protection

· principal is to be allocated pro rata

· Holders get “Make-Whole Amount” where the Discounted Value of the Remaining Scheduled Payments > Called Principal.  Instead of a chart as in Freeport providing for a fixed rate of interest to be applied to determine the redemption price, Northwest prescribes a formula for determining the premium to pay which is dependent upon current interest rates.  Because of this dependence, the Co does NOT have a valuable option to take advantage of if interest rates drop.

Van Gemert v. Boeing

Court held in favor of holders that had not converted ( Holders claimed they did not receive adequate notice although the Co provided notice exactly as specified in the Indenture.  The Court said that where the Security itself referred to notice but did not describe the procedures, the Co. had a duty to provide reasonable notice, even if the Indenture specifies something different.  


II. 
The Monetary Terms cont.
D.
Sinking Funds and Mandatory Redemption Provisions

Mandatory Redemption provisions require Co. to prepay some of the debt prior to final maturity.

Sinking funds are a subset of Mandatory Prepayment Provisions.  Where there is a sinking fund provision there is:
1) a requirement to prepay

2) option of repaying by via open market purchase OR redeeming securities at par
The option is valuable to the Co:

· if market price of the security < par, Co will buy securities on the market

· if market price of the security > par, Co will redeem outstanding securities

The economics of a sinking fund provision:
· option to repay by either open market purchase or redeeming securities at par is valueable to the Co and costly to the Holder

· duration is the weighted average of all payments you are going to get 
Therefore a sinking fund provision is good for the Co. ( although it is good for Holders for duration of bond to be reduced, the option for the Co. makes it more valuable to the Co.  
Model Simplified Indenture §§ 3.01-3.06, 2.08, 2.12 
Determining the pro-rata share of what you will get in a redemption:
(1) determine amount of securities outstanding ( look at definitions of what constitutes an outstanding security (have securities been repurchased, redeemed, cancelled?)

(2) divide total amount of securities to be redeemed by amount of securities outstanding

(3) multiply by the amount of securities you own

Northwest §§ 8.1, 8.3, 8.5

Required Prepayments – the Co. must make these payments and there is no option to purchase securities on the market.  This is beneficial to holders. 
In the problem, there is a conflict b/w §8.1 which calls for pro rata reduction as a result of the payment and §8.3 which states that each prepayment under 8.2 shall be applied to payments due and thereafter to prepayments in inverse order of maturity.


II. 
The Monetary Terms cont.
E.
Conversion

1. 
General 

Definitions & Important Principles
A convertible bond is equivalent to a straight bond with a warrant to purchase shares

A warrant is the right to buy newly issued shares 

An option is the right to buy already outstanding shares

“Option value” is what you gain by the fact that you have time to exercise your option.  

Anti-dilution provisions are designed to preserve the option value.  
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(1) When should you convert?

Convert at the last possible moment to get maximum value out of the option.  The share price may fluctuate.  If it goes below the EP, don’t convert.  If it is above the EP, convert.
Principal Amount/Conversion Price = # of shares issuable upon conversion


Conversion, Redemption and the Interest Record Date/Payment Date Window
Jaime Securities Co. v. The Limited
Limited called securities for redemption but allowed holders to convert within the window of time between the IRD and IPD.  Jamie converted within the window and then sued for interest due up to conversion date.  Plain language of the Indenture included a “wash” clause requiring that Securities surrendered for conversion b/w the record date and the payment date be accompanied by funds representing interest due on the payment date, except in the case of Securities called for redemption during that interval.  
Acclaim §§ 2.10, 3.01-3.03, 5.01-5.02, 6.01 & Exh. A, §§ 5, 8
	When redemption date is b/w IRD and IPD 
	
	Convert
	No Convert

	
	Call
	Get interest and keeps it
	Get interest up to Redemption Date

	
	No Call
	Gets interest & returns it 
	Get regular interest – no change


BMS §§2.10, 2.14, 11.01-11.03, Exh. A, §§ 7, 10
	When redemption date is b/w IRD and IPD 
	
	Convert
	No Convert

	
	Call
	Get interest and keeps it
	Get interest up to Redemption Date

	
	No Call
	Gets interest & returns it 
	Get regular interest – no change



II. 
The Monetary Terms cont.
E.
Conversion

2. 
Anti-Dilution Provisions 


Basic Formula:

New Conversion Price = Old Conversion Price × (# of old shares/total # of shares)

The Dividend Formula:

NCP = OCP x CMP – Dividend Paid


where CMP = old market price – dividend paid


CMP

The Warrant Formula:






W x EP
NCP
 = OCP x
CS
+
CMP 




CS
+ W (assuming each W is good for one share)

Acclaim §§ 5.04 
the Conversion Price will be adjusted:

(a) if the Co.

i. pays a dividend or makes a distribution on CS in CS

ii. subdivides o/s shares into greater # of shares

iii. combines o/s shares into less # of shares

iv. issues by reclassification of CS any shares of capital stock of the Co.

the simple conversion price adjustment formula applies: 

NCP = OCP × (# of old shares/total # of shares) 

(b) if the Co. issues rights, warrants, or options to holders of CS at a price less than the current market price per share, the warrant formula applies
(c) if the Co. distributes to holders of o/s CS evidences of indebtedness, cash or other assets (excluding items above and dividends paid exclusively in cash) apply the dividend formula 

(d) tender offers, apply the dividend formula 
(g) 
adjustment required only if such adjustment results in ↑ or ↓ of 1% of such price
BMS §§ 11.06, 11.07, 11.09 – uses Conversion Rate which is the inverse of CP so formulas are all inverted.
(a) if the Co. pays a dividend or makes a distribution on CS in CS, apply the following formula:

BCR = new BCR × (# of shares o/s + additional shares given out as dividend or distribution)







# of shares o/s

(b) if the Co. issues rights or warrants exercisable w/n 45 days, apply warrant formula; if >45 days, apply dividend formula
(c) if there is a stock split

(d) if the Co. pays a dividend in any class of CS ( new BCR = BCR × (CMP/(CMP-FMV))

(e) if the co pays a dividend in capital stock or similar equity interests
(f) the Co makes a distribution of cash (excluding regular dividend payments)

(g) if the Co. or a Sub makes a tender offer

(h) if someone other than Co or Sub makes a tender offer which would give offeror > 25% ownership

Broad v. Rockwell

Literal reading of Indenture applied to determine that Rockwell complied with the requirements in completing supplemental indenture – where term states that Debenture holders receive exactly what holders of CS get, and CS holders got cash, Debenture holders are only entitled to cash.

II. 
The Monetary Terms cont.
F.
Contractual Subordination and Guarantee

Two types of subordination:

· contractual – where there is a deal written into the indenture.  If Co. does not have enough money to pay senior claimants in full, the subordinated holders give any money they receive to seniors until seniors are paid in full.  Typically subordinated holders are compensated by receiving a higher interest rate
· structural – creditors that are closer to the assets are paid before creditors that are further away from the assets (given the Corp structure diagram).  For ex, the Holders of Public Co. are structurally subordinated to the creditors of Intermediate Holding Co and the creditors of OS#1.

Principles of subordination: if the Co plans to issue new debt…

If you are subordinated you want:

· fewer senior holders

· more subordinated holders
If you are senior you want:

· fewer senior holders

· more subordinated holders
However, the Co. wants to issue senior debt, b/c they can offer a lower rate of interest to senior debtholders.  

Procedure for allocating payment in liquidation:

(1) Calculate total assets of Co. (sometimes given)

(2) If there are other liabilities besides debt (i.e. accounts payable), they are paid their pro-rata share

(3) Subtract any pro rata payments from the total assets to get remaining assets

(4) Apply remaining assets to entire portion of highest ranked debt (senior debt)

(5) Apply remainder of that to second highest ranked debt (senior subordinated debt)

(6) Apply remainder of that to third highest ranked debt (junior subordinated debt)
See problem Set #8A, Q#1 for example (2/10/06)

Take note of the type of indenture provided during the exam - if we are dealing with subordinated notes, the cover of the Indenture will indicate the notes are subordinated and there will be a section on subordination.  The note will likely have provisions to keep the Co from issuing additional senior debt.  
Senior Debt and Indebtedness will be defined in the Indenture.
Principles:

· identify who Senior Debt and Indebtedness are defined w.r.t. (i.e. only the Company, any Person)
· is the type of liability described Indebtedness by its definition?
· If yes, is the type of liability described Senior Debt by its definition?
Typical Kinds of Indebtedness (from def in MCMS)
· obligations for borrowed money

· obligations evidenced by bonds, debentures, notes, etc.
· Capitalized Lease Obligations
· Deferred purchase price of property, etc. but excluding trade accounts payable and other liabilities accrued in the ordinary course of business.
· Obligations on letters of credit, etc.
· Guarantees and other contingent obligations of such Person
· Obligations of the above type secured by liens
· Obligations of currency swap agreements and interest swap agreements
· Disqualified Capital Stock + qualifications

II. 
The Monetary Terms cont.
F.
Contractual Subordination and Guarantees cont.

Kaiser Aluminum Indenture §§3.01, 3.02, 16.02, & 16.03

Problem

On Feb. 1,1993, the Indenture for 12¾% Sr. Subordinated Notes was signed.  

In 1994, Co. issued securities denominated as 9-7/8% Senior Notes due 2002.

The notes were designated as Senior Indebtedness in the notice to the Trustee.  

The issue is that the Notes were guaranteed by the same subsidiary guarantors as the 12¾% Senior Subordinated Notes to which the Indenture relates

Two questions:

(a) With respect to the Senior Subordinated Notes, do the Senior Notes constitute Senior Indebtedness of the Company?

(b) With respect to the Senior Subordinated Notes, do the Senior Notes constitute Senior Indebtedness of the Subsidiary Guarantors?
Answers:

(a) YES.  Under the def of Senior Indebtedness.

“The term “Senior Indebtedness” shall mean, with respect to any Person,…(ii) to the extent…(y) designated in writing by the Company as Senior Indebtedness in a notice to the Trustee pursuant to the terms of this Indenture” (pp. 27-28)

(b) Uncertain.  
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Arguments the Sr. Notes were NOT Sr. Indebtedness of Subsidiary Guarantor (i.e. args in favor of Sr. Sub. Notes)

· Under Def of Sr. Indebtedness, (ii)(A)(1) states that the principal of…on all indebtedness…(including such indebtedness evidenced by notes, debentures or other securities…), whether issued or assumed [not Guaranteed] by such Person

· §3.01 language – “to the extent hereinafter set forth” – nothing to explain follows
· Under Def of Sr. Indebtedness, (ii)(A)(5), “all guarantees by such Person of any indebtedness referred to in this clause (ii)(A) of any Subsidiary of such Person…” implies that Senior Debt only refers to Subsidiary debt guaranteed by the Co. 
Arguments the Sr. Notes were Sr. Indebtedness of Subsidiary Guarantors (i.e. args in favor of later issued Sr. Notes)

· Excise “to the extent hereinafter set forth” in 3.01 and the issue is resolved.

· 16.02 states that Guarantees by Sub Guarantors to Sr. Sub debt are expressly subordinated “to the extent and in the manner hereinafter set forth” in right of payment to….(i) Senior Indebtedness of all Senior Indebtedness of such Subsidiary Guarantor” ( this does not help determine whether the Sr. Notes are Sr. Indebtedness of the Subs however.  
· IPSO FACTO, when subs are liquidated or reorged, Srs. have priority


II. 
The Monetary Terms cont.
F.
Contractual Subordination and Guarantees cont.

The Stop Payment Clause
Rationale – there are three elements to effectiveness of priority payments
1) distribution priority – who gets paid first? covered by contractual subordination

2) time priority – when do holders get paid? if another is paid first, that decreases the amount the Co has available to pay to you.  For ex., if the Maturity Date on Sr. Debt is 2016 and the Maturity Date for Subordinated Debt is 2007, the subordinated debtholders will be paid first, thus gutting the advantage of being senior

3) covenant priority – what restrictions in the Indenture allow for holder to accelerate?  If you hold Sr. Debt you want to have stricter covenants b/c you don’t want a sub to be able to accelerate before you can demand acceleration. 

There are two different kinds of defaults the Stop Payment Clause addresses:
(1) Payment default (i.e. failure to pay interest on Senior Indebtedness) – no time limit.  No payments on sub notes until default is cured, waived or Sr. Debt is discharged.
(2) Nonpayment default (i.e. violation of a covenant that entitles Sr. debtholders to accelerate) – time limit.  No payments during PBP which expires at the latest 179 days after instituted.
Acclaim §§ 4.01 – 4.03, 4.08
Structure of the Stop Payment Clause (§4.03) in Acclaim:

(1) if there is a default in the payment of any obligation on or w.r.t. any Senior Indebtedness (a “Payment Default”) no payment may be made to subordinated holders unless and until Payment Default is cured or waived or shall have ceased to exist or Senior Indebtedness has been discharged in full.

(2) if there is (1) any default other than a Payment Default relating to Sr. Indebtedness which entitles the holders of Sr. Indebtedness to accelerate the maturity (a “Non-payment Default”) AND (2) receipt of written notice of such default, no payment may be made to the subordinated holders for a period (a “Payment Blockage Period”) commencing on date of receipt of notice by Trustee unless and until the earlier of the following:

(w) 179 days have elapsed since receipt of notice (as long as Sr. Debtholders did not accelerate)

(x) Non-payment default was cured or waived

(y) Sr. Indebtedness discharged or paid off

(z) PBP terminated by Holders  

Only 1 PBP may be commenced during any period of 365 consecutive days.  Successive PBPs based on successive Non-payment Defaults may be commenced; provided that no Non-payment Default which existed or was continuing on the date of the commencement of any PBP shall be or be made the basis for the commencement of any other PBP…unless such event of default shall have been cured or waived for a period of not less than 180 days.*  

Analyzing whether a stop payment clause prevents the Co from making a payment to subordinated holders:

( look at def of Indebtedness to see if the failure to make a payment constituted Indebtedness

( if NO, no further inquiry

( if YES, look at the def of Senior Indebtedness to see if the failure qualifies as such.

( if NO, interest payments on the subordinated notes would be permitted

( if YES, interest payments will NOT be permitted 

See also handwritten chart STOP PAYMENT CLAUSE ANALYSIS
III. 
Covenants

A. 
Introduction and Overview

Purpose of covenants – to protect bondholders, safeguard their economic rights.  Company promises not to take certain actions that might be good for the Co but might be bad for the Holders.
Two driving forces behind covenants 
· monitoring

· renegotiation
Note the different ways this impacts private debt v. public debt.  It is easier to both monitor private debt as Co usually agree to give holders more info than public debt Co would AND renegotiate in private debt b/c there are fewer, more concentrated holders.

Two types of covenants (see Transactions with Affiliates for more details)
· incurrence type - a condition imposed by the covenant that has to be complied with at specific points in time; typically present in public indentures

· maintenance type – the conditions of the covenant must be complied with always; typically present in private placements
B. 
Merger and Asset Sales
Basic Structure of M&AS covenants:
1) Covenants apply to mergers, consolidations and asset sales 

a. problems usually arise in the context of asset sales because they create a different end product than mergers and consolidations 

2) Most covenants require:

a. That the purchaser or surviving corp be a US corp

b. That purchaser/surviving corp assume the obligations under the Indenture

c. That no default exists

3) An officer’s certification and opinion of counsel affirming the above

Other terms that may be in the M&AS covenants:
· the Co or surviving Co must have new CNW ≥ old CNW immediately after the transaction
· subs may merge with co, co may merge with affiliates w/o triggering covenant

· restricted subs as well as the co may be prohibited from transferring all assets or merging, etc.

· successor corporation substituted, supplemental indenture to be executed 

· provisions for release

Analyzing whether a merger or asset sale covenant has been broken?

1) Who are the parties to the transaction?

a. The Company

b. Subsidiaries

c. Outside Person

2) Of these, who is restricted from transferring or receiving assets?

a. The Co.

b. Subs 

3) What is being transferred?

a. Assets of the Co.

b. Assets of Sub

4) What assets are restricted?

a. Assets of Co. 

b. Assets of Sub.


III. 
Covenants cont.

B. 
Merger and Asset Sales
Sharon Steel

Boilerplate provision in K are to be interpreted as a matter of law and boilerplate successor obligor clauses do not permit assignment of debt to another party and release of initial part.  

Alleco
Co not released from obligations under the indenture where the Indenture itself provided for release but the face of the security did not include the release. 
Analyzing whether the Co is released from its obligation under the Indentures by substitution?

1) Is release specifically called for in the face of the Security? Look at successor clause.
a. If yes, that controls even if Debenture language is not that specific. (see MCMS, Acclaim)

b. If no, unlikely that the Co will be released.

2) Is a release is included in the Debenture but absent from the Security?

a. If yes, the Security controls and the Co is unlikely to be released (see BMS)
3) Does the indenture specifically provide that the CO will not be released?

a. If yes, it’s unlikely the security will say something different (Freeport, Northwest)

Remember, always look to the face of the security FIRST.  
Sidenote on Leases
Co’s should typically make an exception for leases.  You want leases to be excepted from release.  BMS got this part right but Acclaim and MCMS did not include such an exception.


III. 
Covenants cont.

C. 
Restricted Payment Covenants
Purpose: keep money that’s in the Co from moving beyond the reach of its creditors.  In public debt, we are specifically worried about management’s conflicts of interest b/w its shs and creditors.
Organization: 3 parts

1) Defines what constitutes a RP

2) Puts conditions on RPs

Inflows > Outflows 

3) Special Rules 

Diagram:
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What constitutes an actual outflow of cash from the Co.?  (Problem Set #10)
i) actions by the Co. 
a) cash dividends paid -- YES
b) repurchase of Co stock – YES 
c) purchase of sub stock

i. if wholly owned stock – NO; this may trigger a structural subordination problem but that should be dealt with in a separate covenant.

ii. if partially owned – YES but Co gets something valuable in return (greater ownership share of sub); there may be a danger of overpayment if the sub stock is owned by Co. SHS

g)
pays a stock dividend - NO

ii) actions by Subs
d) cash dividend paid
i. if wholly owned – NO

ii. if partially owned – NO  

e) purchases Co. stock

i. if wholly owned – NO

ii. if partially owned – significant to the extent to which payments flow out (i.e. if 40% of the stock is not owned by Co., only 60% is under control of Co.)

f) purchases its own stock for cash – YES (same concern as (i)(b)

III. 
Covenants cont.

C. 
Restricted Payment Covenants cont.
Analyzing whether a payment constitutes a RP and if that characterization is appropriate 
1. Break down the transaction into its component parts

2. Characterize the component parts as either INFLOW type or OUTFLOW type

3. Ask yourself what the net economic effect of the transaction is

4. Refer to the Indenture to see how the component parts are characterized there

5. Ask yourself what the net legal effect is.  If net legal effect is different than net economic effect, there is a problem with the Indenture (it’s preventing the Co from doing something that the Co should not be prevented from doing.  

We did a lot of revising of the Indenture based on this analysis (3/1/06 p. 6 – 3/7/06).  

If asked to revise a section, use the following guidelines:

(1) figure out which characterization is incorrect under the legal terms of the indenture

- where does the wrong legal result come from?

- what date do you want to make a change?

(2) what do we want to happen to the pot on that date?

(3) should we revise the language of the provision itself OR create a special rule?

Quick Guide to Transactions & Their Component Parts
A. Co issues and repurchases stock under Freeport 
	Transaction 
	Net Economic Effect
	Net Legal Effect
	Indenture Section

	T1: Issuing stock
	INFLOW 
	INFLOW 
	§4.04(a)(3)(B)

	T2: Repurchasing stock
	OUTFLOW 
	OUTFLOW 
	§4.04 (a)(ii)


B. Co issues and repurchases stock from a subsidiary under MCMS

	Transaction 
	Net Economic Effect
	Net Legal Effect
	Indenture Section

	T1: Co issues stock
	INFLOW 
	0
	§4.10(x)

	T2: Sub buys stock
	OUTFLOW 
	OUTFLOW 
	§4.10(b)

	T3: sub sells stock
	INFLOW 
	0
	§4.10(x)

	T4: Co buys stock
	OUTFLOW 
	OUTFLOW
	§4.10(b)


Note that the reason neither inflows are considered as such under the terms of the Indentures is because cash proceeds rec’d from a subsidiary are excluded (T1) and only net cash proceeds rec’d by the Co will be included as inflows (T3).  §4.10(x): “100% of the Aggregate net cash proceeds received by the Company from any Person (other than a Subsidiary of the Company) from the issuance and sale…”
C. Co issues $50M of Preferred Stock (redeemable at the option of the holder at face value and convertible into CS).  On Jun 2, Co repurchases these shares for $50M

	Transaction 
	Net Economic Effect
	Net Legal Effect
	Indenture Section

	T1: Co sells PS 
	INFLOW
	0
	§4.10(x), §4.04(a)(3)(B)

	T2: Co repurchases
	OUTFLOW
	OUTFLOW
	§4.10(b), §4.04(ii)


Because the Preferred Stock is redeemable at the option of the holder, it falls under the def of Disqualified Capital Stock and therefore cannot be counted as an inflow. 

III. 
Covenants cont.

C. 
Restricted Payment Covenants cont.
D. Co issues $50M of Preferred Stock (redeemable at the option of the holder at face value and convertible into CS).  On Jun 2, Holders convert such stock into CS.  Conversion must be broken down into two transactions

	Transaction 
	Net Economic Effect
	Net Legal Effect
	Indenture Section

	T1: Co sells PS 
	INFLOW
	0
	§4.10(x), §4.04(a)(3)(B)

	T2a: Co buys PS
	OUTFLOW
	0
	§4.10¶2(2)(i), §4.04(b)(i)

	T2b: Co sells CS
	INFLOW
	0
	§4.10¶2(2)(i), §4.04(a)(3)(C)


E. Co makes an equity contribution to an Unrestricted Sub, US makes a loan to a third party, the US becomes a RS and the third party repays the loan under MCMS
	Transaction 
	Net Economic Effect
	Net Legal Effect
	Indenture Section

	T1: Co makes equity contribution to unr. sub
	OUTFLOW ( US is outside the umbrella 
	OUTFLOW
	§4.10(d) & def of Permitted Investments 

	T2: US makes a loan
	0
	US not covered by limitations on RPs
	

	T3: US becomes RS
	
	
	

	T4: loan is repaid
	
	
	


MCMS is a big mess – the RP covenants were intended to deal with flows to SHS.  Then people decided they wanted to restrict companies from investing in certain ways (for ex, making equity contributions to Unrestricted Subs).  So money going into a US is considered an OUTFLOW.  What is complicated is the way MCMS tried to account for the money coming back to the Sub (that is $100M + interest).  
F. Co sells $50M of CS.  Co uses the proceeds to repurchase $50M junior subordinate debentures subordinate to the Notes.
	Transaction 
	Net Economic Effect
	Net Legal Effect
	Indenture Section

	T1: co sells CS
	INFLOW
	INFLOW
	§4.10(x)

	T2: co repurchases junior indebtedness
	OUTFLOW
	OUTFLOW
	§4.10(c)


G. Co distributes warrant to purchase CS to SHS.  Co repurchases warrants for $20M

	Transaction 
	Net Economic Effect
	Net Legal Effect
	Indenture Section

	T1: Co distributes warrants
	OUTFLOW
	0 effect in Freep.

Outflow in MCMS
	§4.04(a)(i)

§4.10(a)

	T2: Co repurchases for $20M
	OUTFLOW
	OUTFLOW 
	§4.04(a)(ii)

§4.10(b)


Distribution of warrants is treated as a dividend payment to SHS.  In Freeport, Capital Stock is defined as including warrants which is why the distribution was NOT an outflow.  In MCMS, Qualified Capital Stock is not expressly defined to include warrants AND (b) says “purchase…any Capital Stock of the Company or any warrants” implying that warrants are not capital stock.  
Always make sure to look at defined terms when dealing with RP covenants.  Definitions of 
· investment

· permitted investments

· capital stock

· disqualified capital stock

Also identify inflows, outflows, and what kinds of payment are permitted under the special rules. 

III. 
Covenants cont.

D. 
Transactions with Affiliates
Purpose – like RPs, to deal with ways money might leave the control of creditors and go to shs, particularly in the case where an outside Co. over which the Co. has 60% control might enter into a transaction with the Co. or a Restricted Subsidiary.
Organization: 3 parts
1) Defines who is covered by the covenants

2) outlines general standards (fairness)

3) per se rules or exceptions that modify the general standard.  


Net worth

Restricted Payments

Affiliated Transactions

When you see a question that deals with one of the above, be sure to look at the other two to see if the problem is caught by something else. 

MCMS §4.11 Limitations on Transactions with Affiliates

(a) The Company will not, and will not permit any of its Restricted Subsidiaries to, …

enter into or permit to exist, any transaction or series of related transactions…with, or for the benefit of, any of its Affiliates (where Affiliate means, any other Person who directly or indirectly…controls or is controlled by such Persons, including direction by mgmt or ownership or voting securities, or by K or otherwise) other than
(x) Affilitate Transactions (ATs) permitted under paragraph (b) AND

(y) ATs on terms that are not materially less favorable than those that might reasonably have been obtained in a comparable transaction at such time on an arm’s length basis..
If ATs involves aggregated payments or other property w/FMV>$1M, it shall be approved by the BoD, and approval must be evidenced by a Board Resolution stating that the transaction complies with the provisions.
If ATs involves aggregated payments or other property w/FMV>$10M, the Co. must obtain a favorable opinion as to the fairness of the transaction, etc. from an Independent Financial Advisor.

(b) The following transactions with Affiliates are not subject to the restrictions in (a)

(i) reasonable fees, compensation, indemnity for officers, directors, employees, and consultants as determined is required in good faith by BoD

(ii) transactions exclusively b/w or among the Co and any RSs or among RSs; provided the transactions are not otherwise prohibited by the Indenture

(iii) agreements in effect on the date of the Indenture

(iv) RPs permitted

(v) obligations under stockholder agreement although amendments must not be disadvantageous to Holders

(vi) transactions permitted by and complying with the provisions of Article V (Successor Corp, mergers, consolidations, sale of substantially all assets) 
(vii)Recapitalization transactions

(viii) transactions in the ordinary course of business. 
Common traps
(b)(iv) – RPs permitted. (Dividend payments for ex)
(b)(vi) – co may merge with an affiliate even if that merger is not good for holders as long as it complies with the terms of Art 5.

(b)(iii) – amendments to agreements in effect on the Issue Date are allowed so long as such is not more disadvantageous to holders 
Swapping designation (from USub to RS – CNW covenants address this potential loophole)
III. 
Covenants cont.

E. 
Negative Pledge (Limitation on Liens covenant)

Typically the main substantive covenant in public indentures issued by more highly rated companies.
Purpose – Negative pledge relates to the prohibition on the existence of secured debt (b/c secured debt has priority over other unsecured debt)

Organization: 2 parts

1. (a) flat out prohibition on liens OR 
    (b) allows for liens to the extent bonds may be equally weighted and secured with secured debt

2. Exception for permitted liens.
Recall the three ways debt might have priority over your debt:

· secured

· contractual subordination

· structural subordination

If you only have a restriction on liens, without restrictions protecting you from becoming either contractually or structurally subordinated, you are not well protected 

MCMS §4.18 Limitation on Liens 

The Company will not, and will not cause or permit any of its RSs to, directly or indirectly, create, incur, assume or permit or suffer to exist, any Liens of any kind against or upon any property or assets of the Company or any of its RSs, whether owned on the issue date or acquired after…unless

(i) in the case of Liens securing Indebtedness that is expressly subordinate or junior to the Notes, the Notes are secured in the same way

(ii) in all other cases the Notes are equitably and ratably secured, except for
(A) Liens existing as of Issue Date, and extensions, renewals, or replacements thereof

(B) Liens securing Senior Debt or guarantees of Senior Debt

(C) Liens of the CO or a Wholly Owned RS of the CO on assets of any RS
(D) Liens securing the Notes

(E) Liens securing Refinancing Indebtedness 

(F) Permitted Liens (defined on p. 215)

Why are Liens on Senior Debt permitted?
The notes in MCMS are already subordinated.  Therefore, it doesn’t matter to holders of subordinated notes if holders of senior notes have secured debt.  Those holders of senior debt have priority in bankruptcy anyway.  

To deal with concerns about structural priority you want to impose greater restrictions on RSs having Indebtedness.  This concern is dealt with in the debt restrictions covenant.
Possible trouble areas
Refinancing exceptions or other grandfathering-type clauses within maintenance covenants.  If the covenant is structured as a maintenance covenant, a Refi clause does not help. 

See Notes 3/24/06 pp. 2-3.  
Tip: Think conceptually about what the covenant is intended to prevent.  Is the Co. following the letter of the covenant but getting around its purpose in a tricky way (i.e. substituting something permitted for something that is not)?

III. 
Covenants cont.

F. 
Debt Restrictions

Purpose – to prevent the Co from incurring certain types of Indebtedness that would be bad for Holders

Organization: 2 parts

1. Qualitative Test: the incurrence of Indebtedness is permitted if, after giving effect to the transaction, a ratio of income to interest (expenses) is satisfied.  

2. Permitted Indebtedness: certain categories of Indebtedness that can be incurred even if the QT is not satisfied.
When analyzing whether the debt limitation affects a transaction:
1) Is the transaction Indebtedness?

2) If yes, is the transaction Permitted Indebtedness?

MCMS §4.12. Limitation on Incurrence of Additional Indebtedness
The Co will not, and will not permit any of its RSs to, directly or indirectly, create, incur, assume guarantee, acquire, become liable, etc. (collectively “incur”) any Indebtedness (other than Permitted Indebtedness); provided, however, that if no Default of Event of Default shall have occurred and be continuing at the time of or as a consequence of the incurrence of any such Indebtedness, the Company may incur Indebtedness (included, w/o limitation, Acquired Indebtedness) and RSs may incur Acquired Indebtedness, in each case if on the date of the incurrence of such Indebtedness, after giving effect to the incurrence thereof, the Consolidated Fixed Charge Coverage Ratio of the Co. is > 2:1.  
Freeport § 4.03 Limitation on Indebtedness
(a) The Co shall not, and shall not permit any RS to, Incur, directly or directly, any Indebtedness; provided, however, that the Co or any RS that is a Sub Guarantor may Incur Indebtedness if, on the date of such Incurrence and after giving effect thereto, the Consolidated Coverage Ratio > 2:1

(b) Nothwithstanding §4.03(a), the Co and its RSs may Incur the following:

(i) Indebtedness incurred pursuant to Credit Facilities in an aggregate principal not to exceed $1B less the aggregate amounts of all prepayments of principal from Asset Dispositions. 

(ii) Indebtedness b/w Co and RS or RS and RS, + how to treat a U Sub that becomes an RS

(iii) Indebtedness represented by the Securities…
(iv) Indebtedness in respect of performance bonds, bankers acceptances, letters of credit, etc…

(v) Purchase Money Indebtedness and CLOs

(vi) Indebtedness (other than Indebtedness permitted to be Incurred pursuant to §4.03(a) or any other clause of this §4.03(b) in an aggregate principal amount on the date of Incurrence that, when added to all other Indebtedness Incurred pursuant to this clause (vi) and then outstanding, shall not exceed $30M.
(vii) w.r.t. any RS that is not a Sub Guarantor, Indebtedness if (1) on the date of such Incurrence and after giving effect thereto the Consolidated Coverage Ratio would be > 3:1 and (2) proceeds are invested (A) in Additional Assets or (B) for general corporate purposes in an amount not to exceed $250M in the aggregate.  
(c) Notwithstanding the foregoing, the Co shall not Incur any Indebtedness…if the proceeds thereof are used to repay, prepay, redeem, etc…any Sub. Oblig. unless such Indebtedness shall be subordinated to Securities on substantially the same terms, taken as a whole, as such Subordinated Obligations. 

Northwest §10.1.  Consolidated Indebtedness; Indebtedness of RSs

The Co will not permit:

(a) Consolidated Indebtedness to exceed 58% of Consolidated Total Capitalization, at any time; and

(b) Any RS to create, assume, guaranty or otherwise incur any Indebtedness other than:

(i) Indebtedness owed to the Co or another RS

(ii) Indebtedness of an RS owed at the time the RS became such

(iii) other Indebtedness; provided that after giving effect thereto and to the application of the proceeds therefrom, Priority Debt would not exceed 20% of Consolidated Net Worth

If you become a RS, all outstanding Indebtedness is deemed to have occurred prior to becoming a RS.

III. 
Covenants cont.

F. 
Debt Restrictions cont.

Types of Indebtedness (from MCMS, p. 12)
(i) 
all obligations for borrowed money
(ii)
all obligations evidenced by bonds, debenture, notes or other similar instruments 

(iii)
all Capitalized Lease Obligations

(iv)
all obligations…assumed as…deferred purchase price…(but excluding trade accounts payable and other accrued liabilities arising in the ordinary course of business)

(v)
all obligations for reimbursement of any obligor on any letter of credit, etc…

(vi)
guarantees, etc. in respect of Indebtedness referred to in clauses (i)-(v) and (viii) below

(vii)
all obligations in (i)-(vi) which are secured by any lien…obligation = to lesser of FMV of lien or amount of obligation

(viii)all obligations under currency agreements and interest swap agreements

(ix)
all Disqualified Capital Stock…excluding accrued dividends, if any.
Types of Permitted Indebtedness (from MCMS, p.17)

(i)
Indebtedness under the Notes…not to exceed $175M

(ii)
Indebtedness incurred pursuant to the New Revolving Credit Facility in an aggregate principal amount not to exceed the greater of (a) $40M and (b) the excess of …

(iii)
other Indebtedness of Co and RSs outstanding on the Issue Date reduced by scheduled payments

(iv)
Interest Swap Obligations of the Co…. 

(v)
Indebtedness under Currency Agreements…
(vi)
Indebtedness of Wholly Owned Restricted Sub of the Co to the Co OR to a Wholly Owned RS of the Co 

(vii)
Indebtedness of the Co. to a Wholly Owned RS of the CO…;provided that (a) such Indebtedness is unsecured and subordinated, pursuant to a written agreement, to the Co.’s obligations under this Indenture and (b) if as of any date any Person owns or holds any such Indebtedness or any Person holds a Lien…such date shall be deemed the incurrence of Indebtedness NOT constituting Permitted Indebtedness.

(viii)Indebtedness arising from a bank honoring a check, etc., so long as Indebtedness is extinguished w/n 5 days

(ix)
Indebtedness of the Co or any of its RSs represented by letters of credit…
(x)
Indebtedness represented by Capitalized Lease Obligations or Purchase Money Indebtedness of the Co and its RSs, not to exceed the greater of $7.5M and 5% Consolidated Tangible Assets of the Co,

(xi) 
Indebtedness arising from agreements…providing for indemnification, adjustment of purchase price, etc…

(xii)
obligations…by the Co or any RS…in the ordinary course of business

(xiii)guarantees by the Co and its Wholly Owned RSs of each other’s Indebtedness; provided that Indebtedness is permitted under the Indenture

(xiv)Indebtedness of foreign RSs…

(xv)
Refinancing Indebtedness

(xvi)additional Indebtedness of Co and RSs in an aggregate principal amount not to exceed $20M at any one time o/s…

Note Freeport does not have a separate listing for types of Permitted Indebtedness b/c it just lists the Indebtedness that is permitted in §4.03(b).

III. 
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F. 
Debt Restrictions cont.

Illustrations of what does and does not trigger debt restriction covenants based on Problem Set #14
a. 
liability in the amount of $20 million to Supplier for the delivery of raw materials 

NOT INDEBTEDNESS.  

b. 
Company issues $150 million of notes subordinated to the Securities and uses the proceeds to repurchase $150 million of Securities

INDEBTEDNESS under (ii)


PERMITTED INDEBTEDNESS under (xv) Refinancing Indebtedness 

c.
Company borrows $100 million from Gamma Inc. Company holds 100% of the stock of Gamma. One month later, Company sells 30% of the stock of Gamma

INDEBTEDNESS under (i)


PERMITTED INDEBTEDNESS when initial borrowing occurred under (vii)


NO LONGER PERMITTED INDEBTEDNESS when Co sells 30% of Gamma’s stock under (vii)*
d.
Alpha, a wholly-owned restricted subsidiary of Company, borrows $100 million from bank

INDEBTEDNESS under (i)


NOT PERMITTED INDEBTEDNESS*

*note on MCMS – only the Co is permitted to incur Indebtedness not listed if the Consolidated Coverage Ratio is met.  Therefore even if this transaction meets the QT, it will not be permitted.  Compare with Freeport which allows for the incurrence of Indebtedness if QT is met.
e. 
Company issues 5,000,000 shares of Series A Preferred Stock. The stock is redeeemable at the option of the holders at $10 a share

INDEBTEDNESS under (ix)


NOT PERMITTED INDEBTEDNESS

Calculations w.r.t. debt restrictions:

CFCCR = Consolidated EBITDA / Consolidated Fixed Charges (CFC)

Consolidated Fixed Charges = Consolidated Interest Expense (CIE) + Preferred Stock dividends 

Consolidated EBITDA means, w.r.t. any Person, for any period, the sum, without duplication, of (i) Consolidated Net Income (CNI) and (ii) to the extent CNI has been reduced thereby, (A) all taxes (other than those attributable to extraordinary, unusual or nonrecurring gains or losses…., (B) Consolidated Interest Expense and (C) Consolidated Non-cash Charges less the extent to which any non-cash items increased CNI.  
CNI means the aggregate net inome (or loss) of the Co. and its RSs on a consolidated basis, excluding:
· extraordinary, non-recurring items
· any item involving a timing issue that mgmt could manipulate

· profits holders don’t have access to
· non-cash items

Wilmington Trust Co. v. Aames Financial Corp

Court allowed the Co. to restructure their Jr. Noteholders Indenture to give them 35% of value of notes now and the remainder in 2012.  Sr. Noteholders complained that the Co was violating the terms of ebt restrictions and refinancing restrictions.  What Aames was really doing was making a RP by re-characterizing it as an entitlement due to Jr. Noteholders.  The solution to the problem in Aames would have been to add a clause saying you can’t modify the terms of the junior debentures to require the Co to make a payment that was not previously required.  
How does a particular item influence whether a Co. will be able to incur additional debt? Be careful of whether the Sub or the Co is taking on the debt.
III. 
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G. 
Asset Sales 

Purpose – constrains cash available to the Co.; forces the Co. to use proceeds from Asset Sale in a certain way
Organization – 4 parts :

· def of what constitutes and Asset Sale

· terms of the asset sale must be fair

· lists the uses of Asset Sale proceeds

· quantitative threshold – if above the threshold, asset sale proceeds must be used in the manner described by the covenant


Asset Sale 

Merger

Restrictions on Investment (in RPs)

Asset Sale 

Debt Restrictions

Restrictions on Liens
Freeport §4.06.  Limitation on Sales of Assets and Subsidiary Stock
“The Co. shall not, and shall not permit any RS to make an Asset Disposition unless…”

(i) Co receives fair market value

(ii) 85% must be in cash

(iii) Proceeds from the sale are used in the following order:

(1)
first, prepay, repay, purchase, repurchase,…amounts payable under or in respect of the Credit Facilities or Indebtedness of a RS. (pay off priority debt)
(2)
second, to reinvest in Additional Assets (buy operational assets)
(3)
third, to make an Offer to purchase Securities ratably to all holders (Offer)
(4)
fourth, for any general corporate purpose permitted 
Notwithstanding the above, the Company and RSs are not required to apply any Net Available Cash unless aggregate NAC > $50M

Key Concepts
· watch out for Asset Sales payments that push the Co beyond the aggregate amount allowed.

· Read K language closely to determine what a plausible interpretation would be

· Go back to the face of the Security to resolve any conflicts
Energy Corp. of America v. MacKay Shields LLC

Holders demanded that Co make and offer due to excess tax credit $$ from Asset Sale. Lower court held in favor of Co. but 4th Circuit reversed and held for holders.  Holding turned on the interpretation of "as a result thereof" and parenthetical regarding "taxes paid or payable"

III. 
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H. 
Change of Control

Purpose – Gives bondholders a put right when there have been changes to mgmt of the Co.  

Organization – The Co must make an Offer to buy back bonds, typically at a premium, if certain events happen.  CoC itself is NOT a violation, it just affords the holders the opportunity to sell their bonds back to the Co.  

Freeport §4.08. Change of Control

(a) Upon a Change of Control (defined below), each Holder has the right to require that the Co purchase all or any part of such Holder’s Securities at a purchase price in cash = 101% of the principal amount + accrued and unpaid interest and additional interest, if any, to the date of purchase…provided, however, if the Co calls for optional redemption it is not obligated to purchase Securities under this ¶.  If terms of Bank Indebtedness restrict or prohibit repurchase of Securities, the Co is to repay in full Bank Indebtedness or obtain consent so that the securities may be repurchased.
Change of Control means :

(a) any "person" or "group" gains > 50% control over the Co.
(b) if individual initially in place ceases to constitute a majority of the board

(c) liquidation or dissolution of the Co.

(d) merger or consolidation or sale of all assets, where net worth is not declining as a result of the merger (this would be caught by the M&AS covenant) but where securities are exchanged for cash, securities or property unless the Securities are exchanged for securities of the surviving Person or transferee that represent…at least a majority of the aggregate voting power of the Voting Stock*

*in class we questioned why this should be included – note that it might be the case that no one controlled Freeport before or after the transaction

BMS §§13.01-13.05. Purchase at Option of Holder Upon A Fundamental Change

If there is a Fundamental Change (defined below), Securities shall be repurchased at the option of the Holders, as of the date specified by the Issuer (no less than 20 Business Days or greater than 35 Business Days after the occurrence of the Fundamental Change.  The purchase price shall be equal to 100% of the Principal Amount of Securities to be purchased plus accrued and unpaid interest to but excludign Fundamental Change  Purchase Date unless date occurs within the IRD/IPD window.
Fundamental Change means :

(i)
one person or group owns 50% or more of voting power, w/certain exceptions

(ii)
any other transaction or event whereby all or substantially all of the CS is exchanged for, converted into, acquired for or constitutes solely the right to receive consideration which is not all or substantially all CS that :
(1) is listed on nat’l securities exchange (i.e. fungible)

(2) is approved for quotation on NASDAQ

No Fundamental Change if the Closing Sale Price equals or exceeds 105% of the Conversion Price in effect on the Trading Day just before the Fundamental Change announcement.*

*As holder you are not really harmed by this limitation and this helps Co with accounting and certainty issues.  
Key Point – notice whether the bond you are analyzing is a convertible or straight bond.  This will make a difference in how the CoC covenant is structured. 

McMahan v. Wherehouse Entertainment
Where lawyers included the same language in the prospectus for a public bond as was included in the Indenture, they could be found liable for securities fraud if the statement misleads investors.  Here the prospectus seemed to indicate that Holders had valuable protection from takeovers.  The 2nd Circuit stated that "some statements, although literally accurate, can become, through their context and manner of presentation, devices which mislead investors." (78)
III. 
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I. 
The Implied Covenant of Good Faith and Fair Dealing

BLL says that every K has an implied covenant of good faith and fair dealing – the difficulty is how to interpret these covenants.

Met Life v. RJR Nabisco 

1) no extrinsic evidence allowed in interpreting what the implied covenant means
2) where P’s contractual rights have been violated, there is no breach of the implied covenant


IV. 
Default
A. Default Provisions
Default is when the Co. does something it is not supposed to do by the terms of the Indenture.

Event of Default is a defined term in the Indenture which typically occurs after a default + notice + passage of time.

Freeport §6.01. Events of Default  (this is a typical listing of what constitutes an Event of Default)
(a) failure to pay interest – requires 30 day passage of time

(b) failure to pay principal when due and payable – immediate Event of Default

(c), (d), & (e) deal with breaches of a term in the Indenture.  All require passage of time and notice

(f) cross default provisions – failure to pay Indebtedness (incurred under other agreements) w/n applicable grace period after final maturity or the acceleration by the holders thereof b/c of a default

(g) & (h) – default relating to Bankruptcy

(i) failure to pay a judgment default

(j) subsidiary guarantees – type of covenant default

Northwest §11. Event of Default

(a) failure to pay principal or Make-Whole amount when due and payable – immediate Event of Default

(b) failure to pay interest for more than 5 Business days after interest is due

(c) failure to comply with covenant– depends on terms of covenant itself

(d) failure to comply with any other part of the Indenture not mentioned above and default is not remedied w/n 30 days after the earlier of Officer obtaining actual knowledge of failure or the Co receiving written notice from any holder of a Note (there is no Trustee in private placement)
(e) breach of warranty representation (only present in private placement 

[At this point in Northwest’s list, all possible breaches of the Indenture itself have been covered.  The following are additional defaults that are not violations of the agreement]

(f) cross-default provision – more detailed definition than Freeport:

(i) 
if Co or any RS is in default in the payment of any principal, etc. o/s in an aggregate principal amount ≥ $5M beyond any period of grace provided (means non-payment upon acceleration) OR 

(ii) 
the Co or any RS is in default in the performance of or compliance with any term of any evidence of Indebtedness (means an Event of Default has occurred)…beyond any period of grace, OR

(iii) 
as a consequence of the occurrence or continuation of or continuation of any event or condition (other than the passage of time or the right of the holder of Indebtedness to convert such Indebtedness to equity interests)
(x) 
the Co or any RS has become obligated to purchase or repay Indebtedness before its regular maturity (means Acceleration) OR

(y) 
Persons have the right to require the Co…to purchase or repay such Indebtedness (Event of Default).
(g) & (h) – default relaing to Bankruptcy

(i) failure to pay a judgment default

(j) failure to comply w/ERISA standards

When analyzing a cross default provision, pay attention to when the default in Document B will become a default in Document A
Typical cross default stages – cross default may happen upon 

· the default in a different indenture, 

· notice of default, 
· Event of Default, 
· Acceleration, or 
· Non-payment of Accelerated funds 

Also watch out for drafting flaws that prevent the Co from taking a legitimate action without causing a default.  In Northwest, the way the provision is drafted the Co may effect a default by calling bonds for redemption, b/c once bonds are called, the Co is “obligated to purchase them before maturity” and that would violate (f)(iii)(x)
IV. 
Default cont.

B. Cure
Met Life c. RJR Nabisco

Court held that the cure period started running when the Co received notice of default b/c that’s what the K says.  However, the court did allow for a tolling of the cure period during discovery?
What does it mean to cure a default?
If the Co is required to do something (i.e. pay interest) and it doesn’t, the cure is for the Co. to pay.

When the Co is not allowed to do something and they do it, the cure would seem to be that you undo it.  But there are many defaults you can’t undo.  So that would mean many covenants are uncurable.  
Cure problems arise when a Holder says the Co is in default and the Co disputes that they are in default.
C. Rights Upon Default/Remedies
1) acceleration

2) damages

3) specific performance

4) do nothing

Three types of acceleration

1) automatic –when Event of Default triggers acceleration w/o any further action, for ex, in bankruptcy

2) standard – acceleration is brought about by notice from the Trustee or 25% of holders

3) everyone for himself – not common in Public Indentures, appears in Northwest.  Holders choose whether they want to accelerate.

Why is it good for bondholders to do nothing when the Co defaults?

(1) gives holders a long lasting put option once there is an Event of Default that cannot be cured.

(2) Can be used as a basis for bargaining – Co does not want to carry Notes that are in a state of Event of Default.

Sharon Steel v. Chase Manhattan Bank

Held: If you accelerate and the Event of Default was intentional default, upon acceleration you get principal amount and redemption premium.
D. No-Action Clauses 

No-Action Clauses prevent an individual holder from bring suit without meeting certain requirements first.  
Freeport §§6.06, 6.07.  Limitations on Suits, Rights of Holders to Receive Payment

Except to enforce the right to receive payment of principal, premium, or interest no Holder may bring suit unless:

(i) Holder gives Trustee written notice of Event of Default

(ii) at least 25% of Holders make a written request to the Trustee to pursue the remedy

(iii) Holders provide Trustee with reasonable security or indemnity
(iv) Trustee does not comply with the request w/n 60 days

(v) Holders of a majority in principal amount do not direct Trustee not to pursue the remedy
[Bold items were highlighted in class]
Upic v. Kinder-Care

SHS had right to bring suit under §6.07 for principal and interest where SHS exercised repurchase option and Co defaulted 
McMahan v. Wherehouse 

SHS brought suit alleging they were misinformed about the nature of being able to tender their bonds.  The court granted Co.’s motion with respect to state law claims because plaintiffs failed to comply with a no action clause in trust indentures, but denied the motion with respect to the federal claims since no action clauses in indentures could not be used as a defense to federal securities claims.
[image: image4.png]



IV. 
Default cont.

D. No-Action Clauses cont.
Note that the No-Action clause is not invoked when giving notice to the Co that they are in default or accelerating the bonds.  However, once you sue for payment on the acceleration, the no-action clause is triggered.

Other problems w.r.t. no action clauses:

1) Not every violation of an Indenture is one that everyone cares about – certain violations only affect certain bondholders.  No action clauses may prevent indiviudal holders from bringing legitimate claims
2) Impossible to comply with the no action clause if you are suing the Co for fraud unless the fraud claim comes under Federal Securities Law (McMahan).  Fraud does not constitute a default under the Indenture.

3) Any claim is de facto waivable by a majority of Holders.

Note the lack of symmetry here – for certain waivers or amendments the same percentage of holders is required in order to pass the amendment or waiver.  However here you can get along with a majority of holders deciding not to pursue a breach of covenant.  


V. 
The Trustee
Elliot Associates v. J. Henry Schroeder

Trustee has no obligation to act in the best interests of the holders.  Trustee did not act inappropriately in allowing the Co a shorter period in which to call for redemption where by the terms of the Indenture the Trustee was allowed to agree to a lesser period.  
VI. 
Changing the Terms

A. General

B. Consent Solicitations
Share price = $5.18





Bond value





= value of a straight bond 





= value of a convertible bond 





Exercise price = $5.18





= value of the convertible bond due to the amount of time you have to exercise the bond; higher line indicates a longer amount of time 





Notice provisions  protect value of converting when share price > exercise price





Anti-dilution provisions protect value of converting if Co. wants to do something, i.e. issue more shares.  
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Outside the reach of creditors





Within reach of creditors





60%





100%





SHS





These three covenants work together – they are all related to each other and each reflects a concern about money going to shareholders and the balance sheet.  Each one picks up the slack of the other.





These three covenants are conceptually related – each obligates the Co to offer something to the bondholders in order to take a particular action.





These three covenants work together to prevent the Co from doing screwy transactions like Problem Set #15, 4.  





Guaranteed 





Guaranteed 





Issued 9-7/8% Sr. Notes in 1994 due in 2002 guaranteed by same S.G.s as Sr. Sub Note





Issued 12¾% Sr. Sub. Notes in 1993 due in 2003 guaranteed by S.G.’s





SG





SG





SG





Company





Therefore dividends paid by subs should not be included in the RP clause – nevertheless see Freeport §4.04








