
Middle Market Lending on Main Street in Hard Times
We believe that the financial crisis will cause the convergence of several trends in lending, especially in the middle market. As the economy has
lagged in the last year, lenders have reviewed their loan portfolios and have downgraded many loans. At the same time, borrower defaults—
particularly financial covenant defaults—that at one time would have been routinely waived or revised by lenders, have become the subject of
much closer review. These reviews are resulting in the acceleration or advancing of due dates, additional and strict financial covenants, increased
interest rates, greater scrutiny of collateral values, and the addition of significant amendment or forbearance fees. We have also seen lenders
pushing very hard for sales of businesses in scenarios where the borrower either does not have the capital the lender believes is necessary or the
lender has lost confidence that the current management is capable of righting the ship. Lenders are requiring turnaround consultants to be hired
by borrowers earlier than has traditionally been the case, and insisting on full access to those consultants’ reports to management. 

At the same time lenders have been taking tougher positions with borrowers, and business values have deteriorated due to the problems facing
buyout firms. Traditional methods of valuing businesses, even before the current financial crisis tsunami, such as multiples of EBITDA, are very
unpredictable and their use is declining. This is especially true with companies attempting to value themselves with projected rather than recent
historical earnings. So with pressure coming on one side from a lender and on the other from the loss of values based on the economy and the
falling value of the enterprise, borrowers are in a vice. The current economic crisis will greatly exacerbate this trend. 

The traditional alternatives for borrowers in financial trouble and that are seeking to preserve value has been either out-of-court workouts or
Chapter 11 proceedings. Forbearance agreements have provided time for borrowers to obtain alternative financing or to arrange a sale. Because
alternative financing is scarce, sales or liquidations are the likely outcome of entering into expensive and restrictive forbearance agreements. This
may be, however, the best of not very good choices. 

During the last several years, equity has almost never been preserved in bankruptcy courts. Chapter 11 proceedings have been mainly used to
sell assets of commercial businesses as going concerns. In addition, legislative changes made in 2005 to the Bankruptcy Code have made
Chapter 11 proceedings much more expensive (especially with regard to professional fees, which are generally required to be paid out of the
lender’s collateral). One reason for the greater expense is the right of vendors that sold goods in the ordinary course of business to Chapter 11
debtors within twenty days prior to the bankruptcy are granted administrative claim priority. This gives those creditors a significant standing in
Chapter 11 cases that have resulted in greatly expanded litigation early in the proceedings. In addition, the lenders have to cover any losses
incurred by the business enterprise during the sale period. With the loss of the value of business enterprises over the last year, and the
acceleration of lost value created by the current economic crisis and the unwillingness of lenders to lend to troubled borrowers in or out of
Chapter 11, it can be expected that lenders will opt to liquidate more quickly rather than allowing time to effect a turnaround or a sale.

This dark atmosphere for the many companies struggling to survive in difficult economic times requires them to take drastic action. In addition to
taking prudent actions to continue their businesses, keeping lenders informed of actions and results is very important. This type of openness with
the loan officers who are responsible for the loan will increase the chances of not having to deal with the work-out department of the lender.
Work-out groups in banks generally have different objectives that are much more difficult for borrowers than the groups responsible for
administering “non-troubled” loans. Avoiding surprising lenders is extremely important.
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Borrowers should take every step possible to protect and strengthen their businesses. Some recommendations (from a legal viewpoint) include
the following:

 A careful review of loan covenants should be made. Make sure that the loan covenants that can be brought into compliance are
repaired. For example, compare loan agreement insurance requirements with the borrower’s insurance. If the borrower’s insurance is less
than what the lender required, the borrower should make every effort to bring the covenant into compliance. Regarding financial
covenants, realistic projections must be prepared to analyze whether there is a significant risk of future violations. If there are risks, both
a legal and a business analysis must be made to determine that has to be done to achieve timely compliance. In addition, if there is
going to be or is likely to be a financial covenant violation, decisions must be made regarding how and when to communicate with the
lender. Certainly the lender should not be informed in a routine compliance certificate or monthly or quarterly report.

 Check with lenders to determine whether the borrower’s principal customers still create eligible accounts receivable for borrowing base
purposes. Credit downgrades may result in a customer’s accounts receivable from any longer being eligible. Aggressive accounts
receivable collection activity must be achieved. It is no longer business as usual. Look at historical collection activities on a customer-by-
customer basis. If the number of days outstanding is creeping upward, it is highly likely that the customer is in financial distress.
Imposing credit limits, changing payment terms, and other drastic actions must be considered. Because of certain expanded rights of
vendors to customers that file for bankruptcy relief, together with the significant credit risk of continuing to ship products to these
recipients, vendors should check with counsel immediately upon learning of a customer’s bankruptcy filing. Also, determine the effect of
a customer’s bankruptcy on a borrower’s borrowing base and discuss with the lender whether any protections provided by the debtor
will allow post-petition accounts receivable to be eligible. 

 Review important contracts to see if the current economic disruption may have created defaults on either side of the agreement. This
allows the borrower to either attempt to resolve its own default or to take advantage of the counterparty’s default.  

For further information, please contact Ronald Rose at (248) 203-0519 or rrose@dykema.com.
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