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Sponsors Will Not Allow Feared Raft of Loan 
Defaults 
BY ALPER DENIZ 

Note: This client alert first appeared in the Financial Times on 16th July 2008, and has been 
reformatted and is reprinted with the permission if the Financial Times. 

The past few years have been characterised by a 
dramatic surge in lending allied with a decline in 
lending standards. But this trend has not been 
restricted to the source of the subprime debacle: 
the US housing market. 

Some now fear that the recent rush to extend 
credit on any terms has set the scene for a raft 
of corporate defaults. Those fears are overdone. 

 Granted, as economic conditions continue to 
worsen, corporates that have highly leveraged 
buyout debt may struggle to generate the cash 
flows necessary to service the capital structures 
that were put in place during the boom years. 
Coupled with this is the steady decline over the 
past few years in cash cover ratios. Prior to the 
credit crunch, the sponsor could refinance or 
restructure a deal and, with ample liquidity in 
the market, generally negotiate its way out of 
any potential loan defaults. That liquidity has 
now dried up. Although they are being 
restructured, Structured Investment Vehicles 
(SIVs) and Collateralised Loan Obligations 
(CLOs) are no longer providing the liquidity that 
the market has been accustomed to and some of 
the big lending banks are substantially reducing 
their lending activities. 

But sponsors are unlikely to allow defaults - the 
reputational harm could be massive. What’s 
more, sponsors have considerable in-house 
expertise to help companies weather the down-
turn. The focus at present is definitely on early 
intervention to assist management. 

To be sure, sponsors will have to wait for the 
markets to recover to enable a refinancing or 
take advantage of other exit options. For 
investment grade companies, this may be a case 
of wait and see. However, another group of 
companies have been identified where the 
sponsors are under more pressure to find ways 
to de-leverage the business to become eligible 
for refinancing. These companies are the so-
called "zombies" – companies which are under-
performing but not at immediate risk of default 
because of the minimal and, in some cases, non-
existent, covenant package negotiated with the 
lenders. 

The options for de-leveraging are numerous and 
can be done through asset sales, equity 
investments/debt for equity swaps, or debt buy-
backs/debt restructuring. Funds and sponsors 
may also choose to expand their businesses 
activities and begin to make minority 
investments or provide acquisition finance type 
facilities to new and existing deals. 
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Given the heavy discounts at which leveraged 
debt is currently trading, debt buy-backs are 
increasingly being seen as a cheap option for the 
borrower or the sponsor to reduce its debt. 
However, in the European market, this has 
become a controversial issue and has further 
pitted the sponsors against the lenders. The 
lending banks are not enamoured at the thought 
of sponsors buying back debt in the market at a 
discount - they argue that any debt buy-back 
should be a repayment of the debt at par which 
would then be shared equally among the 
syndicate. 

Not surprisingly, sponsors and borrowers view 
this differently and are willing to forsake their 
relationships with the banks to take advantage 
of this opportunity. There are conflicting legal 
arguments from both sides but what is clear is 
that it is the same covenant-light documents 
that have allowed this situation to occur. Banks 
were so keen to allow syndication on any terms 
that restrictions on the types of entities to which 

transfers could be made were removed. This has 
allowed borrowers to buy the debt. The Loan 
Market Association recently stated that it will be 
amending its standard loan documentation to 
allow parties to agree in advance whether debt 
buy-backs are to be permitted or not. This is 
clearly a highly contentious issue between 
sponsors and banks that has yet to be resolved. 

Overall, however, the prospects for de-
leveraging and refinancing look hopeful. Funds 
are being set up to buy those leveraged loans 
sitting on the banks’ books and with the average 
discounted price on the secondary market rising 
to around 90 per cent, the banks are beginning 
to sell. Those companies with focused and 
incentivised management are likely to survive 
through the de-leveraging process. But 
tightening bank covenants and the continued 
lack of liquidity will inevitably crank up the 
pressure on corporates across the board in 
coming months and years. 

   

If you would like to discuss any of the issues raised in this article, our finance team in London has 
considerable experience in advising on refinancing and restructuring senior, mezzanine and junior debt 
for lenders, sponsors and corporate borrowers. We can also advise on the latest developments 
surrounding debt buy-backs -- whether these be loan facilities or bond issuances.
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