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WHAT ARE LIABILITY MANAGEMENT EXCERCISES?

Liability management exercises — also known as LMEs, liability management transactions
(LMTs) and distressed debt exchanges — are back in the headlines. LMEs are complex
strategies that companies use to restructure their debt obligations — often by exchanging,
repurchasing, or renegotiating terms — to reduce financial strain, manage cash flow more
effectively, and improve their overall financial health as an alternative to bankruptcy. While
recent LMEs have spurred concerns across creditors, it is important to note that this
strategy can also be used constructively. In such cases, LMEs commonly exhibit voluntary
participation, transparent communications, and prioritize value preservation for the
borrower while ensuring the same terms for all creditors. That being said, common
controversial LME solutions that can also be used in some combinations (not mutually
exclusive) include dropdowns, uptiers, and double-dips

e Dropdowns: Allows the borrower to move material assets (without creditor approval)
to a subsidiary, with those assets then used as collateral to issue new, structurally
senior debt. For example, in 2017, J.Crew transferred its IP to an unrestricted subsidiary
that was subsequently used to secure new financing, leaving existing lenders with a
lesser valued collateral. Today, many credit documentation mitigates for this risk
dubbed the “J.Crew blocker”.

e Uptiers: Allows a majority or supermajority of existing creditors to amend their debt
documents to subordinate the liens on existing collateral to a new issuance of senior
debt and then exchange their subordinated debt for the new debt, at the expense of
nonparticipating creditors. For example, in 2020, Serta Simmons Bedding (Serta),
engaged in a deal with a majority group of lenders to exchange their existing loans
for super-priority debt, subordinating lenders that did not participate in this exchange.
As a result, many high-profiled lawsuits ensued and still affect how LME contracts are
structured today.

e Double-dips: Allows distressed borrowers to raise new capital while leveraging their
existing capital structure for enhanced collateral coverage. In these deals, a subsidiary
incurs new debt that is secured by its assets and guaranteed by the credit group — the
first dip. The borrower uses the proceeds to fund a loan to the existing group for the
purpose of buying back the existing debt at a discount which creates a receivable for
the borrower that is pledged to the lender as additional collateral — the second dip.
For example, in 2023, At Home Group executed a double dip transaction to address
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near term liquidity needs and impending debt maturities by issuing new senior
secured notes through a newly established subsidiary. With no guarantor ties to the
parent company'’s existing debt, the subsidiary lent the proceeds back to At Home
Group in exchange for a secured intercompany note. As a result, both the new notes
(subsidiary) and intercompany loan were guaranteed at the parent level (At Home
Group), creating two separate claims against the same collateral for the creditors
involved in the transaction. In response, stronger documentation languages have
emerged to tighten the definitions of “Loan Parties” and “Guarantors”, limiting
exposures to this type of LME.

Controversial LMEs typically follow a similar playbook — raise new capital during periods
of financial stress, avoid consent from all existing lenders, and skip the line (prime) for
new/existing lenders to existing collateral. Notably, these types of controversial
transactions have occurred mostly in the broadly syndicated loan (BSL) market,
underscoring how borrowers can exploit documentation gaps and or a fractured creditor
base. In contrast, private credit lenders tend to be better insulated against controversial
LMEs through structural mitigations including control over debt documentation,
unanimous club or sole lender consent rights for any amendments, direct management
access, and collateral protections through strong covenants (often with triggers).

BACKGROUND

LMEs have been around for decades beginning in the 1980s and 1990s stemming from
the savings and loan crisis, high interest rates, deregulation, and the surge in high-yield
bond activity and leveraged buyouts from the creation of junk bonds. In the early days,
LMEs were designed primarily to lower principal, extend maturities, or modify interest
rates.

In the 2000s, LMEs became more prominent due to the burst of the dot-com bubble and
the Global Financial Crisis (GFC) as borrowers struggled with unsustainable debt loads.
During this period covenant-lite terms proliferated both the bond debt market and credit
facilities which gave borrowers more flexibility to restructure outstanding debt
obligations. LMEs were largely used to “amend and extend” which were broader
refinancing initiatives to increase liquidity to extend the runway during the financial crisis
and bypass bankruptcy proceedings.
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The landscape for LMEs changed in the 2010s due to the extended period of low interest
rates post the GFC. During this time the low-interest rate environment fueled intense
competition which created unprecedented borrower-friendly debt documents with
weakened protection for creditors. This gave distressed borrowers the ability to maneuver
around restrictive covenants in pursuit of creative and complex capital solutions.

IMPACT ON INVESTORS

As noted above, LMEs have the potential for distressed companies to become viable as
liabilities are restructured. While LMEs offer a lifeline for distressed companies, they do
not necessarily have a strong success rate, as 35% of companies that conduct this type of
transaction default within two years. Moreover, recovery values tend to be lower for a
company that defaults after completing an LME, as opposed to just defaulting.

LME restructurings can also be beneficial to private equity owners because they bolster
valuations, protect management fees charged to investors, and cut companies’ costs while
providing more time for the company to potentially recover.

According to S&P Global, the number of LMEs in the US in 2024 was 15 compared with 6
in 2023. In general, LMEs can be beneficial to creditors depending on whether the creditor
is @ majority or minority creditor. The primary concern for credit investors (mainly high-
yield and leveraged loans) is LMEs can lead to lower returns, higher risk, and/or
unfavorable credit terms as majority lenders can force unfavorable terms on minority
lenders causing the initial seniority of claims to become subordinate which also increases
risk and can lead to lower income. This is noticeable in the high-yield and leveraged loan
markets where LMEs are prevalent due to a lack of covenants. However, this is less
common in middle market direct lending as most lenders are the lead and/or sole lender
(no competition), have restricted covenants (no loopholes to exploit), and the relationship
between borrower and lender is symbiotic in nature (more favorable outcomes when
restructuring occurs).
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DISCLAIMERS

Investment advisory services provided by IMA Advisory Services, Inc., (IMAAS), doing business as
Syntrinsic. IMAAS is a federally registered investment adviser under the Investment Advisers Act of
1940 (CRD #112091). Registration as an investment adviser does not imply a certain level of skill or
training. IMAAS is also a registered insurance agency. The oral and written communications of an
adviser provide you with information about which you determine to hire or retain an adviser. IMAAS
Form ADV Part 2A and Form CRS can be obtained by visiting: https.//adviserinfo.sec.gov and search

for our firm name. Neither the information nor any opinion expressed is to be construed as
solicitation to buy or sell a security of personalized investment, tax, or legal advice.

Information in this presentation regarding Syntrinsic’s clients and assets under advisement is solely
attributable to the Syntrinsic Business unit of IMAAS. For complete information regarding IMAAS,
please see our Form ADV Part 1 and Brochures.

A copy of Syntrinsic's current written disclosure statement discussing advisory services and fees
remains available for review upon request. Different types of investments involve varying degrees of
risk, and there can be no assurance that the future performance of any specific investment or
investment strategy will be profitable. Consult your investment, tax and legal advisors before making
investments. Syntrinsic does not provide tax or legal advice.

The information in this document is not intended as a recommendation to invest in any particular
asset class or strategy or as a promise of future performance. The opinions expressed in this
document are the combined work of Syntrinsic’s Investment Committee. Our research comes from a
multitude of sources, but any opinions expressed are our own.

Given the complex nature of risk-reward trade-offs involved in portfolio construction, we advise
clients to consult with financial professionals on specific investment-related decisions. References to
future returns are not promises or even estimates of actual returns a client portfolio may achieve. In
addition, past performance is not a guarantee of future results.

Assumptions, opinions, and estimates are provided for illustrative purposes only and are subject to
significant limitations. Expected return estimates are subject to uncertainty and error. Expected
returns for each asset class can be conditional on economic scenarios to which actual returns could
be significantly higher or lower than forecasted. They should not be solely relied upon as
recommendations to buy or sell securities.

Forecasts of financial market trends that are based on current market conditions constitute our
Jjudgment and are subject to change without notice. We believe the information provided here is
reliable, but do not warrant its accuracy or completeness.
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