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1

Introduction

What's in this chapter:

What the market is

e How companies become part of the leveraged finance market

Unique aspects of leveraged finance credit analysis

The two starting points of credit analysis

The high-yield leveraged bond and loan market is over $2.3 tril-
lion in North America, about € 650 billion in Europe, and $600 bil-
lion in emerging markets—and it’s still growing. Perhaps you want to
manage money in this sector, sell, trade, work as a banker, be a credit
analyst, work in capital markets or credit default swaps, or work as
an advisor. Or maybe you work in the finance department of a com-
pany that issues this debt. Whatever the case, the basic skills of credit
analysis are key to being able to operate effectively.

This skill set is also exceptionally valuable for those operating in
the equity markets, especially if you ever have to focus on distressed

or leveraged equities.

The market is unique. It has certain features of traditional invest-
ment-grade fixed income, but it also has the event-driven volatility
typically associated with equities. Furthermore, it has structural fea-
tures within the securities and among the participants that are unique

to the leveraged market.

For these reasons, the analysis involved in evaluating these invest-

ments is unique. This book covers the major practical aspects of doing

1



2 A PRAGMATIST'S GUIDE TO LEVERAGED FINANCE

that analysis. It does not delve into theory. Instead, it focuses on how
people in these markets work as they prepare and utilize leveraged
finance credit analysis, using explanatory examples.

Although leveraged loans and bonds have been issued in several
currencies, including U.S. dollars, Canadian dollars, British sterling,
and euros, the issuers are still predominantly based in the U.S. But
the Eurozone and emerging markets are growing quickly. This book

primarily uses examples from the U.S. dollar markets.

The core of the market are bonds and loans issued by corpora-
tions that generally are rated below investment grade by the major
rating agencies or sometimes are never rated at all. The market
encompasses a wide spectrum of credit risk, from fairly stable BB-
rated securities that are close to investment grade all the way down to

those in bankruptcy.

The companies that make up this market join the market in a
few ways. Some are known as “fallen angels.” These companies were
investment-grade debt issuers, but as operations weakened or some
specific event occurred, they were downgraded and became part of
the leveraged market. This happened to General Motors for a period
of time. The existence of the leveraged finance market allows these
fallen angels to still have access to public and private financing and

gives first-time issuers the flexibility to finance growth projects.

Other companies issued debt that was initially rated below invest-
ment grade by the major agencies. Typically the funding was raised
for expansion or acquisition that added leverage. Leveraged buyouts
are another common way in which an issuer comes to the leveraged
debt market. Usually this is where private equity firms or individual
investors add debt to buy out a company. Sometimes developmental
companies issue in the debt markets. These are fairly early-stage com-
panies. This type of funding was key for the development of the cable
and satellite television industries and the mobile telephone industry.

Many of these companies got most of their early funding through the
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leveraged finance markets and probably would not have developed as
quickly without financial innovations in this market. New casinos and
oil refineries have also come to this market to be financed as start-ups.
For many years, some of the stalwarts of the investment-grade market
were part of the below-investment-grade market. These include issu-

ers such as Comcast and Viacom.

A company’s ability to access funding in the leveraged finance
markets can be a key to survival and can lead to great growth and job
creation. Many companies that have grown dramatically were greatly

helped in this process by access to this source of debt financing:

* One company had $24 million in revenue and 225 employees
when it first accessed the leveraged finance debt market to
fund expansion. By the end of 2010 it had over $300 million in

revenue and more than 800 full-time employees.

* Another company grew from about $100 million in revenue and

975 employees to $1.9 billion in revenue and 1,700 employees.

* Yet another company first accessed the high-yield market as a
leveraged buyout with $1.2 billion in revenue. It grew 20% over

5 years and added about 900 employees.

All these companies accessed the leveraged debt markets mul-

tiple times as they grew their businesses.

Ever since Michael Milken and his team at Drexel Burnham
Lambert helped the modern high-yield market evolve, it has been a
place driven by innovation and events. Few companies in the high-
yield market are stagnant or stable. Some produce steady improve-
ments as they evolve toward investment grade, and others go
through transitions, evolving through new ventures or acquisitions.
Still others may be for sale or are looking to refinance to return capital
to shareholders. Finally, some companies are struggling and may be
slipping toward default and bankruptcy. It is unlikely that any below-

investment-grade companies are in a state of equilibrium.
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It is often said that for your analysis to be proven right when you
buy a bond, you just need to wait to maturity, but for your analysis to
be proven right when you buy a stock, you must convince others that
you are right. This is true. Correct credit analysis in buying a bond will
eventually reap the yield at which the bonds were bought, or some-
times greater if an early takeout occurs. When you buy a stock, the
only way the price goes up is when more people become convinced

that they should pay more for it than you just did.

In leveraged finance, if you buy a bond or loan and it goes along
just fine and pays off at maturity, the return usually outperforms many
other assets because of the high coupon. Because of this investment’s
ability to outperform just by fulfilling its obligations, a credit analyst
in this market always looks to protect his downside in an investment
and considers how things could go wrong. Therefore, when analyzing
scenarios for a credit, a good analyst must take a cynical approach
and constantly ask himself how he could get hurt. Additionally, in the
interim between buying a bond/loan and its being retired, the prices
can move about fairly wildly. So an analyst must keep in mind the

investment time frame within which he is working.

When doing credit analysis, you must remember that the work
that is being done is heading toward a conclusion. Your approach may
vary depending on whether your goal is to decide to buy, sell, or hold

a security or to underwrite a new financing.

Analyzing these companies and their credit quality is a dynamic
process. The tools described in this book are just that—tools. No
quantitative model can give a complete answer of whether a debt
security for a company will default, or whether one loan will outper-
form another. The tools covered in this book are used every day and
are valuable in determining a security’s value. However, making a
decision about a credit involves numerous subjective aspects. That’s

what makes it much more of an art than a science.

Leveraged finance credit analysis borrows tools that are typically

associated with many other fields. Some of these tools come from
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traditional fixed income markets, as well as equity markets and prob-
ability and game theory. It is often said that the leveraged finance
market has characteristics of both fixed income and equity. This fact

is evident in the tools used to analyze credits in this market.

Credit analysis starts from two basic items:

e The first is financial liquidity. You want to analyze whether the
company that is being looked at has liquidity from cash gener-
ated by operations or elsewhere, to pay the investors interest

and principal over the life of the loan.

* The second item is asset protection. The asset value is key. If
the liquidity is not there to repay the investor in the debt, the
holder of the loan or bond must look to the value of the under-
lying asset from which it can be repaid. Almost all the other
aspects of the credit analysis derive from these two fairly basic

ideas.

This book spends a good amount of space on a few topics. Two
chapters are on financial ratios and metrics, because these are often
key determinants of credit quality and are strong tools to use when
comparing the relative value of various investment options. A signifi-
cant amount of space is also devoted to structural issues and the basics
of bankruptcy analysis. Understanding these factors can be key in
protecting your downside. Understanding these issues also is critical
in explaining how various investments in the same capital structure
should be valued relative to each other. One chapter gives examples
of how you can use these tools to react to breaking news events, as
analysts must do every day. Some concepts, such as spreads, floating-
rate notes, and deferred pay coupons, are repeated in a few places
in different ways, because new market participants often ask about

them.

When you get to the chapters on ratio analysis, modeling, and

structural issues, go online and find financial results for several
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companies. Read through them and try the analysis as shown in the

examples in this book.

Keep in mind that nothing is a constant in the analysis of lever-
aged finance securities. Many examples in this book might seem to be
followed by a contradiction. It is important for you to always be aware
of exceptions to the norm. When doing credit analysis, remember that

nothing is always true, and nothing is ever certain.

The volatility caused by companies in transition and the unique
nature of almost every security in the market make leveraged finance
credit analysis frustrating but also challenging and fun. But you can-
not become complacent in this market. With that point in mind, I end
this chapter with a great Oscar Wilde quote that is a good creed for

anyone who wants to do leveraged finance credit analysis:

To believe is very dull. To doubt is intensely engrossing. To

be on the alert is to live; to be lulled into security is to die.
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discounted cash flow (DCF)
analysis, 77-78
distressed companies
bankruptcy analysis, 221-224
reasons for, 221-222
distressed investment funds, 24
dividends in free cash flow ratios, 80
“drop away” in covenants, 162
due date. See maturity
duration, defined, 45

E

early debt retirement. See calls
EBITDA, 52-57
adjusted EBITDA, 219
debt/EBITDA ratio, 72-77, 151
as defined term, 154-155
in equity valuations, 201-206
EBITDA margins in business trend
analysis, 88
EBITDA/debt ratio, 77
EBITDA/interest ratio, 69-72,
151-153
enterprise value (EV)
in bankruptcy analysis, 230-231
total market enterprise value, 73
equity
in debt rankings, 140
defined, 8



monitoring equity markets, 206-207
reasons for analyzing, 201
super-voting power in common
stock, 198
valuations, 201-206
equity analysis, leveraged finance
analysis versus, 27-30
EV (enterprise value)
in bankruptcy analysis, 230-231
total market enterprise value, 73
event scenario analysis, 33, 179-180
acquisition by issuer, 180-185
buyout of issuer, 185-189
debt maturity faced by issuer,
192-194
IPO announcement by issuer,
189-192
exchange offers, 174-176
expectations. See forecasting
expenses
in business trend analysis, 88-90
in full model example, 99-108
extrapolation. See forecasting

F

face value. See principal
“fallen angels,” 2
FCF. See free cash flow
financial liquidity in leveraged
finance analysis, 5, 32
financial reporting requirements,
161-162
financial statement analysis, 51-52
balance sheet, 62-64
capital expenditures, 57-58
changes in working capital, 59-60
EBITDA, 52-57
free cash flow, 61
interest expenses, 58-59
statement of cash flows, importance
of, 64-65
taxes, 59
fixed assets. See capital expenditures
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fixed charge coverage ratio in debt
incurrence limit, 151-153
fixed-rate coupons in corporate
bonds, 115
float, defined, 203
floating-rate coupons
in corporate bank loans, 36, 44-45,
113-114
in corporate bonds, 115
forecasting, 95-96
full model example, 99-108
maintenance covenants in, 110-111
sales and revenue modeling, 96-98
scenarios, 108-109
free cash flow, 61, 79-83

G

going private in forecasting, 96
grace period, defined, 9, 173
guarantees in debt rankings, 145-147

H

hard assets, 249

hedge funds, 24

hedges on interest rate, 122

high yield market. See leveraged
finance

hit, defined, 12

holding companies, role in structural
subordination, 141-144

holdouts, 235

I

impaired classes in bankruptcy
claims, 226

“in the money,” 202

income statement
EBITDA derived from, 54
interest expenses in, 58-59
taxes in, 59

indenture, defined, 9
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individual bonds, whole bond issue
versus, 116-117
initial public offering (IPO)
announcement by issuer scenario,
189-192
interest expenses
EBITDA/interest ratio, 69-72,
151-153
in financial statement analysis, 58-59
interest payments
on corporate bonds and loans, 13
post-petition interest, 225
interest rate. See also coupons
corporate bank loan coupon
structures, 44-45, 113-114
corporate bond coupon structures
cash pay step coupon
bonds, 119
pay-in-kind (PIK) notes,
119-120
purpose of deferred payment
bonds, 121
toggle bonds, 120
types of, 115
zero coupon bonds, 115-118
zero-step coupon bonds,
118-119
defined, 9
determining, 121-122
modeling changes, 122-123
investment banks, role of, 22-23
investment decision process, 243-244
avoiding traps, 248-250
sample process, 244-248
investment grade analysis, leveraged
finance analysis versus, 27-30
investment traps, avoiding, 248-250
IPO announcement by issuer
scenario, 189-192
issuers
defined, 9

reasons for issuing debt, 21-22

J-L

junk bond market. See leveraged
finance

“lemming effect,” 250
leverage, defined, 9
leverage ratio, 72-77
in debt incurrence limit, 151
in equity valuations, 201-206
leveraged finance
companies in market, 2-3
definition of market for, 1-2
participants in, 21
buy side, 23-25
issuers, 21-22
private equity (PE) firms, 25-26
sell side, 22-23
terminology, 7-13
total returns, 45-46
volatility in, 27
leveraged finance analysis
business trend analysis, 85-86
annual and quarterly
comparisons, 86-87
capital expenditures, 91-92
margins and expenses, 88-90
components of, 5, 32-33
financial statement analysis, 51-52
balance sheet, 62-64
capital expenditures, 57-58
changes in working capital,
59-60
EBITDA, 52-57
free cash flow, 61
interest expenses, 58-59
statement of cash flows,
importance of, 64-65
taxes, 59
investment decision process,
243-244
avoiding traps, 248-250
sample process, 244-248



investment grade analysis Vversus,
27-30
ratio analysis, 67-68
carve-outs, 155-156
debt/EBITDA ratio, 72-77, 151
discounted cash flow (DCF)
analysis, 77-78
EBITDA/interest ratio, 69-72,
151-153
equity valuations, 201-206
free cash flow ratios, 79-82
traits of credit analysts, 251-252
unique aspects of, 4-5
liabilities. See debt; leverage
LIBOR (London Interbank Offering
Rate), defined, 9
LIBOR floor, 45, 114
lift, defined, 12
lines-of-business covenants, 162
liquidity
free cash flow, 61
in leveraged finance analysis, 32
loan book, defined, 9
loans. See corporate bank loans

M

macro drivers in sales and revenue
modeling, 96-97

MAD (market-adjusted debt)/
EBITDA ratio, 76

maintenance covenants. See
affirmative covenants

management, analyzing role of,
197-199

mandatory prepayments on corporate
bonds and loans, 132-133

margins in business trend analysis,
88-90

market. See leveraged finance

market-adjusted debt (MAD)/
EBITDA ratio, 76
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maturity
of corporate bank loans and bonds,
125-126
debt maturity faced by issuer
scenario, 192-194
defined, 9
springing maturity, 164
mergers. See acquisitions
modeling
coupon changes, 122-123
full model example, 99-108
maintenance covenants in, 110-111
sales and revenue modeling, 96-98
money terms, defined, 9, 170
monitoring equity markets, 206-207
Moody's, categories of ratings, 18
mutual funds, 24

N

NCL (noncall for life) bonds, 129

negative covenants, defined, 8

negative pledges, 145

new issuance analysis, 217-220

news events. See event scenario
analysis

noncall for life (NCL) bonds, 129

noncash portion of one-time
charges, 81

nonrated loans and bonds, 19

notes. See corporate bonds

“notwithstanding” in covenants, 163

O

OIBDA, 53
OID (original issue discount), 225
one-time charges in free cash flow
ratios, 81
open-market repurchases, 133-134
operating leverage
in business trend analysis, 88

defined, 72
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operational comparable analysis,
213-214

operational risks, subjective factors
in, 85-86

operational trend analysis. See
business trend analysis

“or” in covenants, 163

original issue discount (OID), 225

“out of the money,” 202

overfunding, 121

ownership, analyzing role of, 197-199

P

par, defined, 10
par value. See principal
pari passu, defined, 10
participants in leveraged finance, 21
buy side, 23-25
issuers, 21-22
private equity (PE) firms, 25-26
sell side, 22-23
participation, assignment versus,
38-39
Patton, George S., Jr.250
pay-in-kind (PIK) notes, 46-48,
119-120
PE (private equity) firms, 25-26,
187-188, 200
per-bond issue, whole bond issue
versus, 116-117
permitted-investment covenant, 158
PIK (pay-in-kind) notes, 46-48,
119-120
post-petition interest, 225
preferred stock in debt rankings, 140
pre-packaged bankruptey, 235-236
prepayments on corporate bonds and
loans, 132-133
pricing
blended pricing, 193
for corporate bonds and loans,
12-13, 41-43
on deferred payment bonds, 46-48

duration, 45
ratings agencies' impact on, 19
total returns, 45-46
pricing grid, 114
priming, 147
principal
accreted value versus, 46-47
defined, 10
private, meaning in forecasting, 96
private bank investors, public bank
investors versus, 39
private equity (PE) firms, 25-26,
187-188, 200
pro forma
in business trend analysis, 87
defined, 10
pro rata, defined, 10
prospectus, defined, 10
public bank investors, private bank
investors versus, 39
put, defined, 10

Q-R
qualified institutional buyers
(QIBs), 26

ranking of debt, 137-138
structural subordination, 141-144
subsidiary guarantees, 145-147
types of, 138-141

ratings agencies, 17-19
categories of ratings, 18
nonrated loans and bonds, 19
price impact of, 19
value of, 18-19

ratio analysis, 67-68
carve-outs, 155-156
debt/EBITDA ratio, 72-77, 151
discounted cash flow (DCF)

analysis, 77-78
EBITDA/interest ratio, 69-72,
151-153



equity valuations, 201-206
free cash flow ratios, 79-82
refinancing
corporate bonds, 134-135
debt maturity faced by issuer
scenario, 192-194
relative value analysis, 209-215
relative value of investment in
leveraged finance analysis, 33
reporting requirements covenants,
161-162
restricted groups, 165-166
restricted payments, 156-158
restructuring debt, 223-224, 231-234
complex structures in, 236-237
without bankruptcy, 233-236
return-on-equity (ROE) analysis, 91
return-on-investment (ROI)
analysis, 91
revenue modeling, 96-98, 99-108
revolvers, defined, 35-36
risk versus return in leveraged
finance analysis, 33
risks, subjective factors in, 85-86
ROE (return-on-equity) analysis, 91
ROI (return-on-investment)
analysis, 91

S

S&P, categories of ratings, 18
sale of company during
bankruptcy, 231
sales and revenue modeling, 96-98,
99-108
scenarios
event scenario analysis, 33, 179-180
acquisition by issuer, 180-185
buyout of issuer, 185-189
debt maturity faced by issuer,
192-194
IPO announcement by issuer,
189-192
in forecasting, 108-109
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securities market. See leveraged
finance
security
of corporate bank loans, 39
in debt rankings, 138
sell side of leveraged finance, 22-23
senior secured debt in debt
rankings, 140
senior unsecured debt in debt
rankings, 140
sinking funds, 126
snapshots of credit, preparing,
239-242
spread
for corporate bonds and loans, 41-43
defined, 11
relationship with yields, 43-44
spread to worst (STW), defined,
11, 44
springing maturity, 126, 164
Standard & Poor's (S&P), categories
of ratings, 18
statement of cash flows
capital expenditures in, 57-58
EBITDA derived from, 53-56
importance in analysis, 64-65
interest expenses in, 58-59
stocks, corporate bonds versus, 4.
See also equity
structural issues in leveraged finance
analysis, 32-33
structural subordination in debt
rankings, 141-144
structured products managers, 25
STW (spread to worst), defined,
11,44
subordinated debt
in bankruptey claims, 227-228
in debt rankings, 140
subsidiaries, restricted versus
unrestricted, 165-166
subsidiary guarantees in debt
rankings, 145-147
super-voting power in common

stock, 198
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syndicated loans. See corporate
bank loans

T

taxes in financial statement
analysis, 59
technical default
curing, 173
defined, 8, 10, 163
tendering for bonds, 135
tenders, 174-176
10% calls, 130-131
term loans
defined, 35
tranches, 37
TEV (total enterprise value),
determining, 201-206
“tighter,” 49
toggle bonds, 48, 120
total debt, 154
total enterprise value (TEV),
determining, 201-206
total market enterprise value, 73
total returns, 45-46
“trading cheap,” 49
trading parlance, 12
“trading rich,” 49
tranche
defined, 11
in term loans, 37
traps, avoiding, 248-250
trend analysis. See business trend
analysis

U-vV

unrestricted groups, 165-166

valuations. See also ratio analysis
in bankruptcy analysis, 230-231
of equity, 201-206

volatility in leveraged finance, 27

W

waivers
amendments versus, 170
to corporate bank loans, 38
whole bond issue, individual bonds
versus, 116-117
“wider,” 49
Wilde, Oscar, 6
working capital, changes in, 59-60, 80

Y
yields

for corporate bonds and loans,
12-13, 41-43

on deferred payment bonds, 46-48

duration, 45

relationship with spread, 43-44
yield-to-call (YTC)

defined, 11

explained, 43
yield-to-maturity (YTM)

defined, 11

explained, 43
yield-to-worst (YTW)

bond calls and, 128

defined, 12

explained, 43
YTC. See yield-to-call (YT'C)
YTM. See yield-to-maturity (YTM)
YTW. See yield-to-worst (YTW)

Z

zero coupon bonds, 46-48, 115-118
zero-step coupon bonds, 118-119
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