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“SECOND LIEN" LOANS

Executive Summary: Second Lien lenders used to
review only achosen borrower’senterpriseva ueor asset
valueto determineif it will exceed the value advanced
against by asenior secured lender. Today, Second Lien
lenders create a broad range of structured finance
productsto meet theneedsof aborrower’scircumstances
and capital structure, rather than adhering to a strict
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borrowing formula. Thisarticle discusses Second Lien
financing structuresin detall.
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SECOND LIEN LOANS

Intoday’scompetitivefinance market, creative, complex
financing structuresgiveriseto many different classes
and typesof lien priorities. Because of desired market
flexibility, secured lenders are often approached by
borrowerswith arequest to
alow another lender intothe
deal with asecured lienon
some or all of the
borrower’s assets. One
relatively new layer of debt,
known as a*“tranche b” or
“second lien” loan, has
becomearecognized part of
the capital structure of
sophisticated financings.
The second lienloan stems
from the concept that aborrower’s enterprise value or
asset valuewill exceed the value of what typical senior
secured lenders (“First Lien Lenders’) are comfortable
advancing againgt for that borrower. Secondlienfinancing
differsfromtraditional subordinated financinginthat the
second lien lender (“Second Lien Lender”) typically
subordinatesonly itslien postionand not itsright toreceive
payment on the debt. From the borrower’s perspective,
there are often advantages to having access to second
lienloans, such ashaving an additional source of capital
and accessto interest rates typically lower than those
found inmoretraditiona subordinated or mezzaninedebt
deal's, which often outweigh the potential disadvantage
of having multiplelayersof secured financing.
Ingenerd, theFirst Lien Lender providesaworking
capita |oan secured by afirgt priority lienon, and security
interestin, al of the borrower’ sassets. The Second Lien
Lender usualy providesaterm |oan secured by asecond
priority lienon, and security interestin, al or substantialy
al of theborrower’sassets* A Second Lien Lender does
not typically demand warrantsor other equity incentives
aspart of itsterms, but thisfeature may be negotiated as
part of the structure. A second lienon all of theborrower’s

“A second lien on all of the
borrower’s assets provides the
Second Lien Lender with the

benefits of having secured creditor
rights, the most critical being its
position ahead of trade creditors.”

assetsprovidesthe Second Lien Lender with the benefits
of having secured creditor rights, themost critical being
its position ahead of trade creditors. For First Lien
Lenders, thiscollateral positioningisat the crux of the
negotiations of the
intercreditor agreement—
determining the secured
creditor rightsof the Second
LienLenderinrdaiontothe
Firgt Lien Lender, and what
rights the Second Lien
Lender will waive,
subordinateor stall, and for
what period of time.

After aninitid period of
fluctuation and settling, a
range of “market” termsfor thiscategory of second lien
loans has gradually evolved and is becoming more
standardized. First and Second Lien Lenders must
familiarizethemselveswiththisrangeof “ market” terms,
summarized below, inorder to practically and effectively
structure and negotiate atransaction with multiplelayers
of secured financing.

Separate Loan Documents

The First Lien Lender should always demand that it
maintain its own set of |oan documents separate from
theloan documentsof the Second Lien Lender, including
separate UCC financing statements evidencing its
separatelien. Maintaining separate |oan documentswill
ensuretheFirgt Lien Lender that it doesnot havea“ single
secured clam” aong with the Second Lien Lender.
Specifically, if a bankruptcy court concludes that the
security interest in the assets of the borrower covers
boththeFirst Lien Lender and the Second Lien Lender,
a bankruptcy court could characterize the clamsas a
“singlesecured clam.” Asaconsequence, theFirst Lien
Lender risks a bankruptcy court determining that it is
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undersecured and collateradly impaired, and the court may
deny post-petition interest, fees and costs to the First
Lien Lender, and diminishthelevel necessary to provide
theFirst Lien Lender with adequate protection. Moreover,
by distinguishing itssecured claim fromthat of the Second
LienLender, theFirst Lien Lender:

» avoids having to act as the Second Lien
Lender’s"agent” during abankruptcy;

» avertscomplicated voting i ssueswith respect
to theborrower’ splan of reorganization;

» avoidscertainequitable subordination risks
in transactions where
the Second Lien Lender
receives equity in the
borrower or theahility to
affect decision-making
concerning the
borrower; and

* minimizes the risk of
being“crammed down”
(i.e., forced to unwillingly accept aplan of
reorganization).

With respect to the Second Lien Lender’s loan
documents, to the extent they contain provisionsthat track
thosein the First Lien Lender loan documents (which
they typically do), First Lien Lenderstypically require
that any default trigger in the Second Lien Lender loan
documents must have acushion of at least 10% to 20%
with respect to covenantsand grace periods. Thisensures
that the covenants and grace periods under the second
lienloan documentsaretriggered after, or no sooner than,
the covenants and grace periods under the First Lien
Lender loan documents. Moreover, First Lien Lenders
oftentakethe pogition that the second lien loan documents
should not contain automatic cross-defaultsto the First
Lien Lender’s loan documents, which requires that

“Where there are two secured
lenders, the First Lien Lender
would prefer that the Second
Lien Lender have a ‘silent’
second lien.”

gppropriate cushionsand grace periodsbe built into these
provisonsaswell.

Debt Payments to Second Lien Lender

The First Lien Lender should not always expect the
Second Lien Lender to subordinate scheduled payments
on the outstanding debt owed to the Second Lien Lender
by the borrower. Permitting aborrower to make payments
of scheduled interest (both pre-default and post-default)
to a Second Lien Lender is gaining widespread
acceptance, and interest payment blockagesarenolonger
customary inthesedeal structures. In certain cases, the
Second Lien Lender may even have scheduled
amortization prior to the maturity of the First Lien
Lender’sloan, or beentitled to
participatewiththeFirst Lien
Lender in excess cash flow
sweep payments. Even though
thesetermsarebecoming more
customary, any requests by a
Second Lien Lender for such
concessions must be carefully
analyzed by the First Lien
Lender. If the First Lien Lender permits any principal
payments to the Second Lien Lender, the First Lien
L ender should havethe ability in adefault scenario to
“block” such payments. Often, any paymentsthat are
blocked may later be permitted in circumstanceswhere
pre-established hurdles are met by the borrower, with
any hurdles measured after giving effect to payments
made to the Second Lien Lender. Examples of these
hurdlesinclude:

e borrower maintaining aminimum level of
liquidity;

* no events of default under the First Lien
Lender loan documents; and

e sctheduled paymentstotheFirst Lien Lender
arecurrent or madeinfull.
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Priority of Security Interests

TheFirst Lien Lender’slien must have priority inright
and timeover the Second Lien Lender’slien, except for
instances where different collateral packages are
negotiated and the Second Lien Lender isgranted certain
priority collateral. Wherethere are two secured lenders,
theFirst Lien Lender would prefer that the Second Lien
Lender havea“silent” second lien. Asageneral matter,
asecond lienisslentif thelienholder contractualy agrees
not to exercise someor
all of itssecured creditor
rightsuntil theFirst Lien
Lender is paid in full.
The four primary
elements of a “silent
second” lieninclude:

»  prohibitingor limiting theright of the Second
Lien Lender fromtaking enforcement actions
with respect toitslien;

» agreement by the Second Lien Lender not
to challenge enforcement or foreclosure
actions taken by the First Lien Lender
(possibly subject totimelimitations);

» prohibiting the right of the Second Lien
Lender to challengethevalidity or priority
of thefirst lien; and

» cetanother wavers(or limitations) of other
secured creditor rights, such as certain
waiversin bankruptcy or walversconcerning
“adeguate protection.”

Today’s Second Lien Lendersareno longer willing
to agreeto remain completely silent, and therewill likely
beat |east some negotiation by Second Lien Lenderson
theabovepoints. Itistypica and customary for the First
and Second Lien Lendersto agreethat, until theobligations
owedtotheFirst Lien Lender areindefeasibly paidin

“In general, Second Lien Lenders will
usually agree to a 180-day standstill period,
depending on the nature of the deal.”

full incash, theFirst Lien Lender will havetheexclusive
right to manage and dispose of the collateral without
interference (at least for asignificant period of time) from
the Second Lien Lender.

Standstill Provisions

The period of time in which the Second Lien Lender
agreestoforbear from exercisingitsrightsand remedies
asasecured creditor isreferred to asa” standdtill” period.
An enforcement
standstill period is
critica toprovidingthe
First Lien Lender with
the opportunity to
determine whether it
wants to accelerate
and exerciserightsand
remediesagaingt thecollatera, or permit the Second Lien
Lender to exercise such rightsand remedies. The First
Lien Lender should require that the standstill period
commence upon receiving noticefrom the Second Lien
Lender of the Second Lien Lender’sactual acceleration
of theborrower’ sobligations, rather thanjust relying upon
the Second Lien Lender’s “intent” to accelerate. In
genera, Second Lien Lenderswill usudly agreeto a180-
day standstill period, depending onthe nature of thededl.
In addition, the Second Lien Lender should not be
permitted to commence any enforcement action if the
Firgt Lien Lender isdiligently pursuing, in goodfaith, the
exercise of itslien enforcement rightsagainst all, or a
material portion, of thecollateral. Second Lien Lenders
have been successful, however, in negotiating the ability
to exerciserightsavailableto unsecured creditors, such
&

« theright to request appointment of atrustee
or examiner;

» theright toreguest dismissal or conversion
of the borrower’ sbankruptcy case;

3
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» theright to vote against and object to plan
confirmation or to proposeacreditor’splan;
and

» alimitedright to reclaim goods sold to the
debtor or to stop thetransit of the goods.

Release of Collateral

A Second Lien Lender should agreein advancetorelease
itslienonthecollatera, at theFirst Lien Lender’ sreques,
uponthe occurrence of certain“ Release Events,” which
may include:

prior to an insolvency proceeding,

» theoccurrence of an event of default under
theFirst Lien Lender loan documents; and

o theFirst Lien Lender’s exercise of rights
and remediesagaingt collateral .

after an insolvency proceeding,

» asae pursuant to a confirmed plan of
reorganization or liquidation;

» asaeinabankruptcy proceeding of oneor
moreassets, freeand clear of dl liens, clams
and encumbrances (a" Section 363 sal€”);
and

» anorder by the bankruptcy court to vacate
the automatic stay under Section 362 of the
Bankruptcy Code to allow the First Lien
Lender to exercise its enforcement rights
against thecollateral .

If the Second Lien Lender is permitted to release
collateral, it isimportant to note that the intercreditor
agreement should direct that all proceedsfromthesale
of thecollateral must beusedto (i) permanently pay down

theFirst Lien Lender loan, or (ii) pay it down pursuant to
the previously negotiated “waterfall” provisionsinthe
intercreditor agreement. In addition, under the Uniform
Commercial Code, every aspect of a disposition of
collateral must be“commercialy reasonable.”

Modifications to Credit Agreements

Theintercreditor agreement between First and Second
Lien Lenderstypically includesacap on the amount of
indebtedness owed to the First Lien Lender in order to
prevent theFirst Lien Lender fromarbitrarily adding debt
ahead of the Second Lien Lender’s lien priority.
Specifically, any cap ontheFirst Lien Lender’sdebt is
usually the maximum amount of thefirst lienrevolving
loan facility, plusa*“cushion” (often 10%), or thelesser
of (a) themaximum revolving loan amount under thefirst
lienloan documents, and (b) 110% of the borrowing base
availability, plus theamount of any first lien term debt
(lessany permanent deductions), plus treasury function
(such ashedging) indebtedness, plus an additiona amount
for advancesrequiredfor collaterd protection. Theparties
will often negotiate provisonsregarding the consequences
of exceeding the senior debt cap, but possibleallocation
methodsmust bededlt with at the First Lien Lender level
among the syndicate members on adeal-by-deal basis.
Thecurrent trend relating to interest ratesisto limit
their increases under the loan documentsto 200 basis
points. Itisalso customary for the First Lien Lender to
agreewiththe Second Lien Lender not toamend itsloan
documents to change borrower’s covenants in a way
that would accel erate the schedul ed dates of permitted
principal paymentson the second lien loans, or extend
the maturity date of thefirst lienloan. In addition, itis
customary for theFirst Lien Lender to agreenot towaive
adefault by itsborrower under the First Lien Lender’s
loan documents, where such default istriggered solely
by a nonpayment default under the second lien loan
documents. Thisconcessionistypically madeunder the
theory that “technical” defaultsby the borrower may not
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risetothelevel that requirestriggering theintercreditor
sanddtill provisions.

Wealso believethecurrent trendisfor theFirst Lien
Lender to refuse limitationson its ability to otherwise
amend itsloan documentsand limitationsonitsability to:

» shortenthefina maturity;

» acceerateor changetheamount of payments
(inanon-default Situation);

» releaseor implement reserves,

» change the borrowing base or eligibility
criteria;

e increaseor add fees; and
* waiveapayment default.

Retaining theahility to amend itsloan documents protects
theFirst Lien Lender from changes or eventsthat could
impact aborrower’scondition and performancein acredit,
or any changes or material eventswhich could impact
thecollaterd. Alternaively,
Second Lien Lendersare
generally prohibited from
modifying their loan
documentsin any manner
adverse to the First Lien
Lendersor inany respect
that makesthe provisions
less restrictive or more
burdensome on the
borrower.

Bankruptcy

In order to maximize repayment of the borrower’s
obligations, aFirst Lien Lender must haveflexibility to
restructure the debt in a bankruptcy situation. In this
respect, it is typical for the First Lien Lender to

*“. .. Second Lien Lenders are generally
prohibited from modifying their loan
documents in any manner adverse to the
First Lien Lenders or in any respect that
makes the provisions less restrictive or
more burdensome on the borrower.”

substantially curtail the Second Lien Lender’srightsto
participatein abankruptcy proceeding. Itisasotypical,
within the context of theintercreditor agreement, for the
First Lien Lender to grant the Second Lien Lender the
ability only tofileaproof of claim. However, the Second
Lien Lender doesnot want to beforced into aposition
behind unsecured creditorsif it givestheFirst Lien Lender
certain contractua up-front bankruptcy-related consents
or waivers in the intercreditor agreement. The most
commonintercreditor waiversand consentsprovided by
a Second Lien Lender in an intercreditor agreement
include adequate protection waivers and advance
consentsconcerning:

* useof cashcollaterdl;
* sdesof collaterd; and

e debtor-in-possession (“DIP’) financing by
theFirst Lien Lender.

The practical significance of theadequate protection
waiversvaries depending on thefacts of each case. The
principal benefit of adequate protectionistheright of a
secured creditor to
request additional or
subgtitute collaterd to
protect  against
dedlinesinvaueof the
collateral after the
commencement of
the bankruptcy case.
Second Lien Lenders
typically waive any
right todisputeactions
taken by First Lien Lendersto seek adequate protection
with respect to the collateral securing the First Lien
Lender. Suchawaiver isnot particularly controversial
andisnot usually subject to any timelimitation.

Second Lien Lendersa sotypically provide advance
consent to any use of cash collateral approved by the
First Lien Lender. Without such waiver, the Second Lien

5
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Lender could redtrict theborrower’ sactivitiesand thereby
force aliquidation. One condition that a Second Lien
Lender may try to negotiateinto the deal isto condition
itswaiver on receipt of asatisfactory operating budget
from the borrower. Second Lien Lendersa sotypically
agreenot to object to any court-approved asset salethat
isalsoapproved by theFirst Lien Lender. A Second Lien
Lender may try to conditionits advance consent to such
saleby requiring that all or asubstantial portion of such
sale proceeds are used to reducethe First Lien Lender
debt.

To secureits ability to participate in abankruptcy
proceeding, a Second Lien Lender will often agreein
advancethat it will not object to any DIPfinancing by, or
the use of cash collateral with the consent of, a First
LienLender if:

» the DIP financing is on commercially
reasonableterms,

* thepre-petition “statusquo” ismaintained
relativetothetermsof theFirst Lien Lender
debt and the Second Lien Lender debt (e.g.,
interest rate, fees, advance rates, lending
limits);

» the Second Lien Lender retains its pre-
petition lien priority status (subordinated to
the DIPlender);

» the Second Lien Lender receives a
replacement lien on post-petition assetsto
the sameextent as, but junior to, theliensof
theDIPlender;

» theaggregateprincipa amount of oans, | etter
of credit obligations, and other post-petition
credit extensions and accommodations,
together with the outstanding pre-petition
First Lien Lender debt, does not exceed the
negotiated pre-petition capontheFirst Lien
L ender debt; and

« thetermsof the DIP financing are subject
totheintercreditor agreement.

Further, Second Lien Lenderscommonly agree:

e not to object to a plan of reorganization
supported by the First Lien Lenders or a
bankruptcy court;

e nottoobject toaSection 363 sale; and

» towaivethe Second Lien Lendersright to
make an el ection under Section 1111(b) of
the Bankruptcy Code.?

Waterfall — Application of Proceeds of
Collateral

Absent any bankruptcy proceedings, any payments of
proceeds from the sale of collateral should be applied
first to the obligations owing to the First Lien Lender
(subject to any negotiated capsand exceptions) until the
Firg LienLenderispaidinfull, and next, totheobligations
owing to the Second Lien Lender. The application of
proceeds resulting from an enforcement action or
bankruptcy aretypically applied asfollows:

« first, tothe costs and expenses of the First
LienLender;

» second, to theinterest and fees (subject to
certainexceptions, if agreedtoby First Lien
L ender, such asexcluding termination fees)
related tothe First Lien Lender debt;

e third, totheprincipal dueontheFirst Lien
L ender debt, and to provide cash collateral
for certain other obligations and cash
management obligations,

» fourth, to the costs and expenses of the
Second Lien Lender;
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» fifth, tointerest and feeson the Second Lien
Lender debt;

» gxth,toprincipa onthe Second Lien Lender
debt;

»  saventh,topay al other obligationsin respect
of theFirst Lien Lender debt; and

» findly,topay al other obligationsin respect
of the Second Lien Lender debt.

Enforcement

As a general matter, intercreditor agreements are
enforceableinacourt of law, including in abankruptcy
case. Section 510(a) of the Bankruptcy Code provides
that subordination agreements (including intercreditor
agreements) are enforceableto the same extent asthey
are enforceable under state law. While state contract
law isthefinal authority, intercreditor agreementsare
usually enforced according to their terms. Theterms of
intercreditor agreementsare upheld unlesstheprovisons
thereof areunclear or ambiguous.

Market termswill continue to develop for second
lienloans, and their use and successin structured finance
transactionswill continueto bewatched carefully by the
businessand lega communities.

Authors: DanaS.Armagno, Michael M. Eidelman and
AllenJ. Gable

Executive Editors: Michael A. Nemeroff and
Thomas E. Schnur

Notes

1 While some transactions can involve First and Second Lien
Lenderstaking liens in different assets, this article presumes
that the First and Second Lien Lenders will have liens on the
samecollateral.

2 Such election would allow a Second Lien Lender, if
undersecured, to be treated as a fully secured creditor under
the plan of reorganization that provides for the debtor’s post-
bankruptcy retention of such creditor’s collateral.

7

WWW.VEDDERPRICE.COM






Special Report — November 2005 VEDDER PRICE

About Vedder Price
Vedder, Price, Kaufman & Kammholz, PC. isanational, full-servicelaw firmwith approximately 225 attorneysin

Chicago, New York and New Jersey.

The Finance & Transactions Group
TheFinance& Transactions Group of Vedder Priceactively representspublicly held and private corporations, financiers,

leveraged buy-out firms, private equity funds, venture capitalists, lenders and related partiesin abroad range of
matters, including mergersand acquisitions; equity and debt financing; mezzaninefinancing; venture capital; private
equity investments; and rel ated transactions.

Principal Members of the Finance & Transactions Group

Chicago:

Michael A. Nemeroff (Group Chair) Michael M. Eidelman Robert W. Dixon
Raobert J. Stucker Geoffrey R. Kass Venu Talanki
Thomas P. Desmond William J. Bettman Scot J. Foley

John T. McEnroe Paul R. Hoffman Mark A. Camero
Daniel O’ Rourke John T. Blatchford Nicholas S. Harned
Guy E. Snyder Dana S. Armagno Laura C. Debolt
DouglasJ. Lipke Matthew T. O’ Connor David J. Borkon
Thomas E. Schnur Peter J. Kelly Jennifer M.K. Provencher
Dean N. Gerber Ernest W. Torain, Jr. Bridget A. Adaska
John R. Obiaa Eric S. Prezant David W. French
Jonathan H. Bogaard Eric J. Rietz Elizaw. Hommel
WilliamA. Kummerer Joseph H. Kye

Michael G Beemer David C. Blum New York and New Jersey:
Raobert J. Moran David P. Kaminski Steven R. Berger
Dalius F. Vasys Adam S. Lewis Amy S. Berns
Daniel T. Sherlock Jennifer Durham King Denise L. Blau
Douglas M. Hambleton Megan E. Meyers John E. Bradley
Richard L. WilliamslI| James W. Morrissey John |. Karesh
Timothy W. O’ Donnell LeslieAllen Bayles Francis X. Nolan I11
Lane R. Moyer Allen J. Gable Ronald Scheinberg
Jeffrey C. Davis Suzanne H. Johnson Donald A. Wassall

VEDDER, PRICE, KAUFMAN & KammHoLz, P.C.

This Special Reportis a periodic publication of Vedder, Price, Kaufman & Kammholz, P.C. and should not be construed as legal advice or legal
opinion on any specific facts or circumstances. The contents are intended for general informational purposes only, and you are urged to consult
your lawyer concerning your specific situation and any legal questions you may have.

© 2005 Vedder, Price, Kaufman & Kammholz, P.C. Reproduction of this bulletin is permitted only with credit to Vedder, Price, Kaufman &
Kammholz, P.C. For an electronic copy of this newsletter, please contact us at info@vedderprice.com.

9
WWW.VEDDERPRICE.COM



For an electronic version of this article, or any other Vedder Price authored article,

please visit our website at: www.vedderprice.com

VEDDER PRICE

Chicago

227 North LaSalle Street
Chicago, lllinois 60601
312/609-7500

Fax: 312/609-5005

New York

805 Third Avenue

New York, New York 10022
212/407-7700

Fax: 212/407-7799

New Jersey

Five Becker Farm Road
Roseland, New Jersey 07068
973/597-1100

Fax: 973/597-9607

www.vedderprice.com



