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This client update identifies the principal issues that private equity firms and their portfolio companies
should consider and address with the help of counsel before any purchase of portfolio company debt by
the sponsor or the portfolio company itself.

Introduction

Recent disruptions in the credit markets have led to the debt of many companies in private equity portfolios trading at a
significant discount. As a result, we anticipate that either:

— private equity sponsors may consider purchasing portfolio company debt in the secondary market as an
investment opportunity; or

— portfolio companies may do so in order to accomplish the twin goals of increasing equity value and reducing
leverage during this volatile period in the global financial markets.

Below are some important boxes to check when sponsors or portfolio companies are evaluating a potential purchase of
portfolio company debt.

Confirm your fund documents permit you to make the purchase and take
care to consider any conflicts of interest.

Some funds’ partnership agreements, side letters or other fund documents restrict the fund from purchasing portfolio
company debt. By way of example, these documents may contain:

— concentration limits that limit the percentage of total commitments that may be invested in the debt or equity of a
single company,

— limitations on investing in debt where an affiliated investment fund owns equity in the issuer of the debt; and/or

— restrictions on the types of instruments that may be acquired by the fund.

In addition, in some cases an acquisition of portfolio company debt can raise potential conflicts of interest that a
sponsor will want to consider and properly address under its fund documents or as an investor relations matter before
proceeding. For instance, if the acquisition of debt is being made through a different fund than the one that holds the
equity, the sponsor may face a conflict of interest by virtue of advising two funds in different parts of the company’s
capital structure. In distressed scenarios, this conflict can be more acute. Resolving these conflicts may require
consultation with, or approval by, each fund’s investors or limited partner advisory committees.
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Accordingly, if a sponsor is considering a purchase of portfolio company debt, it should be sure to consult with fund
counsel to make sure that it does so in a manner that both complies with its underlying fund documents and carefully
considers any conflict issues.

Be mindful of any credit agreement or indenture restrictions when
considering portfolio company debt retirement.

Most portfolio company credit agreements still permit the borrower and its subsidiaries and affiliates (e.g., the sponsor
or a debt fund affiliated with the sponsor) to purchase term loans of the company, whereas the purchase of revolving
loans and commitments is still generally restricted and in many cases prohibited.!

Set forth below is a high-level overview of common terms in credit agreements that may affect the extent to which a
sponsor or its portfolio company purchases/repurchases its debt, and some of the implications doing so can have
under these instruments.

— Purchases by the private equity sponsor or its affiliates.

= Restrictions on affiliates purchasing term loans vary from agreement to agreement, but generally include some
or all of the following:

— prohibitions on the affiliate receiving information, or attending phone calls or meetings, intended solely for
third-party lenders;

— acap (typically 25%, and, in some cases, 30%) on the aggregate amount of term loans permitted to be
purchased by the affiliate;

— limitations on voting rights;
— limitations on certain rights in a bankruptcy of the portfolio company; and
— in some cases, the consent of the administrative agent is required for assignments to the affiliate.

= Most recent credit agreements include exceptions from these requirements if the debt is purchased by a debt
fund affiliated with the sponsor, subject to a cap on the aggregate amount of debt held by the debt fund
affiliate that may count towards a required lender vote.

= Some credit agreements permit, but do not require, the affiliate to contribute term loans it acquires to the
portfolio company for cancellation, which contribution will typically increase any “available amount” or
“cumulative credit” builder basket under the credit agreement.

= Certain credit agreements (even those with robust debt buyback mechanics) may include a requirement that an
affiliated purchaser represent that it is not in possession of material nonpublic information at the time of the
purchase. Others may provide the flexibility for the parties to make a “big boy” acknowledgement (i.e., an
acknowledgment from the assignor that the purchaser may have material nonpublic information that the
assignor does not have).

— Repurchases by portfolio companies.

» Credit agreements that permit a borrower or its subsidiaries to repurchase its own debt typically impose
limitations on repurchases in certain circumstances. By way of example:

— Event of Default blocker. Many credit agreements restrict a borrower from repurchasing its own debt
while an event of default is continuing.

— Source of funds. Most credit agreements do not permit a borrower to use revolver borrowings (including
asset-based financings housed in separate agreements) to repurchase term loans, although an increasing
number of recent credit agreements do provide this flexibility.
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— Pro rata sharing requirements. Credit agreements uniformly contain “pro rata sharing” provisions, which
require that payments received from the borrower must be shared ratably among all lenders. While most
credit agreements expressly carve out debt repurchases by the borrower that are otherwise permitted
under the credit agreement from the sharing provision, careful attention should be given to these
provisions if the repurchase is on an open market basis and intended to be on a non-pro rata basis. Note
that there has recently been litigation around the use of debt repurchase provisions in connection with the
implementation of so-called “liability management transactions” and restructurings. While beyond the
scope of this article, please feel free to reach out to the Davis Polk contacts below regarding any such
transactions.

— Covenant restrictions. If there are multiple layers of debt in the capital structure and the portfolio
company intends to repurchase junior lien, unsecured or subordinated debt, the company should consider
whether there are any restrictions on the repurchase of such debt in any of its debt instruments.

= Ability to “reload” incremental debt capacity. Many credit agreements permit a borrower that voluntarily pays
down its term loans (including through repurchase at or below par) to, in the future, re-borrow debt (and
thereby re-lever) up to the principal amount of the term loans that are repaid or repurchased (or, in some cases,
the amount of cash expended to make such repurchase). Such a “reload” is typically not subject to the
borrower meeting a ratio or other test at the time of the reload and so may have the additional benefit of
providing the borrower with additional debt capacity.

» Calculation of excess cash flow. Credit agreements typically require borrowers to use a portion of excess
cash flow to pay down term loans at par. When calculating excess cash flow, most recent credit agreements
give the borrower dollar-for-dollar credit for the amount of the cash used to repurchase loans. If the credit
agreement does not provide for this credit, the implications of using cash to repurchase debt on a future
excess cash flow sweep should be considered to ensure that the borrower can service its go-forward excess
cash flow prepayment obligations after expending cash for the repurchase.

= Impact of repurchase on EBITDA and leverage ratios. A repurchase of outstanding loans at a discount may
result in an accounting gain for the borrower, and thus increase EBITDA. A repurchase at a discount will also
result in a reduction in the debt outstanding (with less than a dollar-for-dollar use of cash). Because leverage
ratios are such an important metric in credit agreements, borrowers should consider the impact of such a
repurchase on financial covenants, debt incurrence ratios and other ratio-based provisions.

» Required cancellation of repurchased debt. Typically, credit agreements provide for or require the
cancellation of any debt repurchased by a portfolio company or its subsidiaries. Some indentures may also
require this result. Some recent credit agreements exempt unrestricted subsidiaries from this requirement.

Navigating securities laws issues when purchasing portfolio company debt.

If the debt takes the form of a security such as senior notes issued under an indenture (in contrast to loans outstanding
under a credit agreement), the private equity sponsor or portfolio company should consider the following:

— Material nonpublic information. The purchaser should consider whether it possesses material nonpublic
information about the debt or the issuer, such as unreleased recent operating results, the impact on the business
from the ongoing supply chain issues or other unannounced material activities. U.S. securities laws, stock
exchange regulations and/or common law fraud principles may require disclosure or result in liability for those who
purchase debt while in possession of such information. A purchaser may also use a Rule 10b5-1 plan to execute a
number of purchases over a period of time. Rule 10b5-1 provides an affirmative defense to an insider trading claim,
and a purchaser may enter into a Rule 10b5-1 plan that instructs a broker to execute transactions in the future
subject to certain pre-agreed criteria without further input from the purchaser entering into the plan.

— Resales of purchased securities. In most cases, the debt securities being purchased will be “144A for life”
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securities that trade among certain large institutional investors called “qualified institutional buyers,” or QIBs. In
that case, purchasers may resell any purchased securities on a private basis to QIBs, but caution should be taken
to review the underlying indenture pursuant to which the debt securities were issued or other contracts such as the
purchase agreement to ensure there are not any contractual restrictions on resales by “affiliates” or otherwise.

— Method of making any purchase. Purchases of debt securities can be made through the open market or through
privately negotiated transactions with individual holders, or alternatively by launching a tender offer. A portfolio
company engaging in open market purchases or a tender offer should also consider any disclosure obligations it
may have under the rules of any stock exchange where the company’s equity or debt instruments are listed.

Consult with your friendly neighborhood tax advisors before purchasing
portfolio company debt!

The purchase of portfolio company debt at a discount may trigger taxable cancellation of debt (COD) income to the
portfolio company and may cause the purchased debt to no longer be fungible with the remaining debt (which may
impact the ability to resell the debt into the market). The precise tax consequences depend in part on whether the debt
is repurchased by the portfolio company itself, by the private equity fund or by a related entity.

— If the portfolio company repurchases its own debt:

= Amount of COD income. If a portfolio company repurchases its debt at a discount, the company will generally
have COD income equal to the excess of the face amount of the repurchased debt (or, if the debt has original
issue discount (OID), the “adjusted issue price” of the debt) over the amount paid to repurchase the debt.

« Corporate portfolio company.

— Use of NOLs. If the portfolio company is treated as a corporation for U.S. tax purposes, the company may
be able to offset part (and in certain cases all) of the COD income with net operating losses (NOLs) of the
company. In some cases, the use of NOLs may trigger a payment to a former owner of the portfolio
company under a so-called “transaction tax benefit” provision of the original purchase contract.

— Insolvency exception. A corporate portfolio company can exclude COD income if and to the extent that it
is able to demonstrate that it is insolvent at the time it repurchases the debt. In this event, the company
will be required to reduce various favorable tax attributes (such as NOLs or tax basis in depreciable
assets). Insolvency for this purpose is determined using a balance sheet test (i.e., it is insolvent to the
extent the amount of liabilities exceeds the fair value of its assets, including goodwill).

= Portfolio company organized as LLC (or other flow-through entity).

— Flow-through of COD income. If the portfolio company is treated as a partnership for U.S. tax purposes,
the COD income will flow through as taxable income to the partners, including the general partner and any
blocker corporations.

— Blocker use of NOLs and insolvency exception. A blocker corporation may be able to shield the COD
income with any available NOLs or to the extent it can establish that it is insolvent. As a general matter,
neither the partnership nor the other partners will be able to take advantage of the insolvency exception.
As with a corporate portfolio company, if the blocker was acquired by purchase, the original purchase
contract should be examined to determine whether the use of NOLs may trigger a payment to the original
owner.

= Debt modifications. COD income can also arise if portfolio company debt is modified in a manner that is
considered material for tax purposes, including certain changes to the timing of payments or changes
(including payments of fees or alterations to the coupon) that sufficiently impact the yield.

— If the private equity fund purchases portfolio company debt:
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« If related to fund, portfolio company still has COD income and discount becomes OID. If a private equity
fund purchases debt of a portfolio company at a discount and (as will often be the case) the portfolio company
and the fund are treated as “related” for U.S. tax purposes, then:

— the portfolio company will be treated as though it repurchased the debt at a discount. As a result, the
portfolio company will have COD income under the rules discussed above.

— in addition, the debt purchased by the private equity fund will be treated as if it had been reissued by the
portfolio company to the private equity fund for an amount equal to the price paid for the debt by the
private equity fund. As a result, the discount paid by the fund will effectively be converted to OID on the
debt. The OID will accrue ratably over the remaining term of the debt. The private equity fund will
generally be required to include the OID in income as “phantom income” as it accrues. Further, because
the OID on the debt purchased by the fund will be different from the OID on the remaining debt, the debt
purchased by the fund will no longer be fungible with the remaining debt and this may impact the ability to
resell the purchased debt into the market.

« Limits on the portfolio company’s deduction for the OID. The portfolio company’s ability to deduct both the
interest actually paid and/or the OID may be subiject to a variety of limitations, including:

— the Section 163(j) rules, which generally limit the interest deduction of a portfolio company to 30% of the
company’s EBIT (as computed using tax principles);

— the so-called AHYDO rules, which generally limit deductibility on certain debt instruments with terms
exceeding five years where specified thresholds of OID and yield to maturity are exceeded; and

— Section 163(e), which defers until payment deductions for OID in respect of debt held by foreign related
persons.

= Use of corporate acquisition vehicle as a potential workaround. If a private equity fund and a portfolio
company are not treated as related for tax purposes, the purchase of debt of the portfolio company by the
private equity fund will be taxed under the market discount rules but no COD income or OID will be created
under these rules. Moreover, if a corporate acquisition vehicle owned by a private equity fund is used to
purchase debt of a corporate portfolio company, the related party rules may not apply. However, in such a
case, it is important to consider the extent to which the corporate acquisition vehicle will be taxed (or subject
to withholding) on any income or gain attributable to the purchased debt.

Will an investment in portfolio company debt be a “good VCOC investment”
for the private equity fund?

As with any investment by a private equity fund that intends to operate as a “venture capital operating company” (a
VCOQC) (because either it has at least 25% ERISA investors or it has less than 25% ERISA investors, but elects to
operate as a VCOC as a backup or for reassurance), the fund should consider whether the purchase of portfolio
company debt would be a “good VCOC investment” for purposes of the fund’s qualification as a VCOC. While most
private equity funds that operate as VCOCs make their good VCOC investments in the form of equity investments in
portfolio companies, debt investments can also qualify as good VCOC investments so long as the investment is in an
“operating company” and the fund obtains the requisite contractual “management rights” in the operating company.

A common structure for private equity investments results in the private equity fund owning equity securities of a parent
holding company, with the debt issued by a lower-tier operating company, so the contractual management rights that
made the fund’s equity investment a good VCOC investment may not be sufficient for the fund’s investment in debt
issued by a subsidiary. Accordingly, it may be necessary for the private equity fund to obtain contractual management
rights with respect to the lower-tier operating company, to ensure that the debt investment will also qualify as a good
VCOC investment.
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Similarly, if the debt will be purchased by a different fund (even if by an affiliated fund), the purchasing fund will need to
obtain its own contractual management rights in order to qualify the investment as a good VCOC investment.

A private equity fund that purchases portfolio company debt through one or more intervening entities may not be able
to treat its debt investment as a good VCOC investment because it may not be considered to have invested in an
“operating company.” The intervening entity may not be considered an operating company because it may not be
engaged, directly or through one or more majority-owned subsidiaries, in the production or sale of a product or service
other than the investment of capital. That said, the Department of Labor has indicated that any intervening entity that
is wholly owned by the fund can generally be disregarded in determining whether the fund has invested in an operating
company.

Consider downside risk in the event of a portfolio company restructuring

If the portfolio company files for bankruptcy protection, creditors of the portfolio company will likely seek to subordinate
any debt held by the sponsor to the creditors’ claims and otherwise limit the sponsor’s participation in the bankruptcy
proceedings. Indeed, even if a sponsor-held debt may not meet the legal standard for subordination, there is a high risk
that creditors will nonetheless seek subordination as settlement leverage. Private equity sponsors should consult with
counsel to analyze, and where possible mitigate, the following bankruptcy risks in particular (among others):

— Equitable subordination. Other creditors of the portfolio company will likely seek to subordinate any debt held by
the sponsor to the creditors’ claims against the portfolio company. A bankruptcy court generally has the equitable
power to subordinate sponsor-held claims if the court determines that the sponsor engaged in inequitable conduct
that resulted in injury to other creditors or conferred an unfair advantage to the sponsor. Because the sponsor is an
insider of the portfolio company, the party seeking to equitably subordinate the sponsor’s claims would need only
to show “material evidence of unfair conduct” by the sponsor, a less stringent standard than that applied to non-
insiders, and creditors may pursue subordination even if the facts do not support it as settlement leverage.

— Preference clawback. “Preferential transfers” made prior to a chapter 11 filing (payments or collateral grants on
antecedent debt made while the debtor ins insolvent that enables the recipient to recover more than it would have
in a liquidation) can be avoided and/or recovered unless they were made in the ordinary course of business or
otherwise in exchange for new value. Because the sponsor is an insider of the portfolio company, this risk applies
to transfers going back one year before the bankruptcy filing rather than the 90 day period applicable to non-
insiders. Sponsors acquiring portfolio company debt in the secondary market should thus be mindful of potential
clawback risk on payments they receive on that debt.

— Recharacterization of debt as equity. A bankruptcy court is also empowered to recharacterize a debt claim as
equity where the true nature and substance of the transaction giving rise to the claim is more akin to equity than
debt. Unlike equitable subordination, recharacterization does not require a showing of misconduct. Risk of
recharacterization of loans purchased by sponsors in the secondary market generally should be low as they
generally do not have the character of equity —especially when compared with direct new money infusions from
sponsors. However, even if the facts do not support the claim, there remains a risk that creditors will seek
recharacterization as settlement leverage.

— Exclusion from plan voting. Votes to accept or reject a chapter 11 plan by insiders such as sponsors are required
to be disregarded in certain circumstances, thus providing more consolidated voting power to the other holders of
the portfolio company debt in terms of approving or rejecting a chapter 11 plan.

— Limitations on credit bidding. Section 363(k) of the Bankruptcy Code provides secured creditors with the ability to
credit bid their allowed claim at a sale of their collateral, unless the bankruptcy court “for cause” orders otherwise.
At least one case decided a bankruptcy court may limit the amount of a credit bid to the discounted purchase price
actually paid by the credit bidder to purchase a debt. In re Fisker Automotive Holdings, Inc., 510 B.R. 55 (Bankr. D.
Del. 2014). For this reason, sponsors purchasing portfolio company debt at a discount should be cognizant that
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their ability to fully credit bid the debt claim may be limited in bankruptcy.
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If you have any questions regarding the matters covered in this publication, please reach out to any of the

lawyers listed below or your usual Davis Polk contact.

John D. Amorosi
+1 212 450 4010
john.amorosi@davispolk.com

Ethan R. Goldman
+1 212 450 4523
ethan.goldman@davispolk.com

Jason Kyrwood
+1 212 450 4653

jason.kyrwood@davispolk.com

John (J.W.) Perry
+1 212 450 4949
john.perry@davispolk.com

Darren M. Schweiger
+1 212 450 4575
darren.schweiger@davispolk.com

William J. Chudd
+1 212 450 4089
william.chudd@davispolk.com

Corey M. Goodman
+1 212 450 3521
corey.goodman@davispolk.com

Leor Landa
+1 212 450 6160
leor.landa@davispolk.com

David H. Schnabel
+1 212 450 4910
david.schnabel@davispolk.com

H. Oliver Smith
+1 212 450 4636
oliver.smith@davispolk.com

This communication, which we believe may be of interest to our clients and friends of the firm, is for general information only. It is not a

full analysis of the matters presented and should not be relied upon as legal advice. This may be considered attorney advertising in

some jurisdictions. Please refer to the firm's privacy notice for further details.

1 However, some (typically mid-market) credit agreements continue to prohibit any purchase of loans by the borrower or its affiliates (including the sponsor). In these
situations, the affiliate or the borrower may be able to enter into a participation with a lender. If this option is not available, an amendment (which may require a 100%

lender vote) would be required to permit a debt purchase/repurchase.
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