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Bankruptcy Implications of Today’s Higher Interest Rate Environment

The Rise of Inferest Rates

Implications of Higher Rate Environment

Increased Cost of
Borrowing / Low
Availability to
Service Debt

Slower Growth /
Low Ability to Invest
in Growth

Reduced Customer
Demand

Companies that rely on debt to finance their operations will face higher interest expenses, which reduces
profits and Free Cash Flow.

Reduced Free Cash Flow inhibits business’s ability to service debt, as the rising costs have no corresponding
increase in revenues

This in turn can lead to lower valuations as investors may be less willing to invest in a company that is facing
challenges managing its debt.

When interest rates rise, companies often realize slower growth rates due to the increased cost of capital
which often causes companies to scale back investment and growth plans to sure short-tern liabilities do not
exceed projected income. Some examples include:

* Reduced hiring / layoffs

* Lower advertising / marketing spend

* Lower CAPEX / Investments / M&A

Consumers may be less likely to borrow money to purchase goods and services, as the cost of borrowing
becomes more expensive
Depending on the business’s industry, this can lead to lower customer demands and sales
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The Rise of Inferest Rates

Drastic change after more than a decade of historically low rates

Money has been practically free for almost two decades. This has fueled investment which in
turn drove growth and pushed up valuations
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The Rise of Inferest Rates

Increased Cost of Borrowing / Reduced Availability to Service Debt

Rising rates pressure a companies ability to service debt, which leads in some cases to cost-
cutting initiatives (e.g. layoffs) to offset cash cost of higher rates

Job Cuts Announced by US-based Employers
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The Rise of Interest Rates

Slower Growth / Reduced Ability to Invest in Growth

A pull back in credit markets contributes to lower M&A market which in turn leads to slower
growth prospects for companies
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The Rise of Interest Rates

Reduced Customer Demand
Higher rates crowd out consumer demand, particularly for large purchases that typically require
financing (i.e, real estate and automobiles)

30-Year Fixed Mortgage Average Rates
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Higher interest rates have allocators rethinking risk exposure,
dealmakers re-evaluating leverage and lenders tightening standards

10-year treasury real versus nominal rates (monthly series)

Source: FRED, Geography: U.S. (as of December 31, 2023)

e Asof December 31, 2023 Source: PitchBook, Geography: U.S.



AMERICAN BANKRUPTCY INSTITUTE

4

Buyout deal activity is comparable to pre-pandemic levels
Monthly buyout deal activity

¢ Asof December 31, 2023 Source: PitchBook, Geography: U.S.

Higher interest rates have been advantageous to private debt funds
Average yields on select asset classes*

a® n

* Asof December 31, 2023 Source: FRED, PitchBook, Geography: U.S.

** As of June 30, 2023 Note: Unfilled markers reflect vintages that have the majority of their returns unrealized.
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Tighten bank lending means more opportunities for private credit
Net share of bank tightening standards on loans to small and medium-to-large firms

As of December 31, 2023 Source: PitchBook, Senior Loan Officer Survey, Geography: U.S.

The hunt for yield during the past decade saw rates compress generally

Average yields on select asset classes*

As of December 31, 2023
** As of September 30, 2023 Source: PitchBook | LCD, FRED, Robert Schiller, National Multi-Family Housing Council, Geography: U.S.
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IPOs levels indicate a lack luster exit environment
Monthly PE- and VC-backed public listing count IPO and DeSPAC indexes return since the start of 2022*

* Asof December 31, 2023 Source: Morningstar, PitchBook, Geography: U.S.

How should higher interest rates impact value?

The basic relationship is simple: when interest rates increase, value should generally
decrease (with certain exceptions such as financial companies).

Higher interest rates increase debt service costs, lowering cash flow to invested capital.

Higher interest rates increase discount rates and the cost of capital, which lowers
valuations assuming no changes in cash flows.

Therefore, interest rates can have a double impact on valuation as calculated using DCF
models.

377



VALCON 2024

Interest Rates & The Market: Moody's Baa Index and S&P500
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VA LCON =3

How have higher interest rates impacted value?

When interest rates started rising in early 2022, the market reacted as expected and
declined.

This relationship changed significantly in 2023 — when interest rates began rising again,
the market generally increased.

We're now in a situation where while interest rates are elevated as compared to recent
years, the market as at or near all-time highs.

What other factors might explain this situation?

VA LCO N2

It’s (always!) different this time:

Interest rates have risen from historically low levels.

Government stimulus before and after the pandemic has flooded the market with cash.
FOMO - investors have a predilection to buy high rather than buy low.

Prices can remain elevated — until they don’t.

Al — once again something is expected to change everything.

Markets tend to rise in election years.

Many investors expect rates to decrease.
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Alternative Restructurings

During the pandemic, low interest rates led to more
out-of-court restructurings, which remain an attractive
alternative to bankruptcy for some companies.

Companies took advantage of cheap financing and
levered up their balance sheets — but now some cannot
afford financing at current market interest rates.

The climbing interest rates are thus encouraging
restructurings.

Unless financing sources are willing to extend
maturities, companies are being forced to address the
increased cost of capital.

The interest rate changes are in fact so
dramatic that we are seeing a
phenomenon not seen since 2005-
2007 (the last time there were
sustained rates enough higher than
recent rates to make this worthwhile),
in which even solvent borrowers can
buy back their “money good” senior
debt at its duration-impacted lower
market price, even if the debt has
contractual call protections.

Increased Bankruptcy Flings

/ The number of companies filing for chapter 11
and seeking bankruptcy protections has
surged in response to economic headwinds.

There are more commercial bankruptcies as
interest rates continue to go up in efforts to
bring down inflation. There are less sources of
inexpensive credit.

Bankruptcy becomes a solution to \
refinancing with high interest.

The Bankruptcy Code provides the debtor
with an exclusive period to file its own plan
(which often gets extended by court order),
placing the debtor in a position of power to
strongarm its creditors into company-
favorable restructuring terms.
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1. Modifying Terms er a Plan erting Debt to Equi

Once a company is in bankruptcy, interest that comes due after the Another trend in bankruptcies to address capital structure is to convert
filing (referred to as post-petition interest) can be adjusted from debt to equity in order to reduce overall debt, particularly in situations
the pre-bankruptcy rate under a plan of reorganization. where the company is not able to refinance out-of-court. A debt for
equity swap can be effective: the creditor converts debt owed to it into
equity in the reorganized company. The debt is then discharged, released
or extinguished under the plan.

The plan of reorganization can address—and replace existing terms
with better terms with respect to—ongoing payments to the
company’s existing creditors.

Lenders may provide debtor-in-possession (“DIP”) financing with an
option to convert their DIP loans into equity in lieu of cash repayment.
These equity conversion features, which are becoming increasingly
popular, may invite objections from parties in interest (particularly those
that were not given an opportunity to participate) and challenges as to
whether they were properly marketed and on fair terms. The commercial
terms and methods of valuation are likely to be scrutinized.

This can include modifying interest rates, extending maturity dates,

and limiting post-petition fees owed to such creditors. Therefore,
bankruptcy provides additional flexibility for companies despite
being in the higher interest rate environment.

Addressing Capital Structures in Bankruptcy (cont)

3. Reinstatement/Cram Up
Undermarket interest rates have become valuable estate assets to protect in a proceeding — reminiscent of and economically akin to undermarket leases, long-term supply
contracts or over market offtake contracts. These are not executory contracts, and so they cannot be assumed under the Bankruptcy Code. They can be reinstated, however.
Reinstatement or “cram up” plans are therefore becoming more common.

In a reinstatement plan, the debtor continues using its pre-petition debt financing—maintaining the debt’s maturity, interest rate, and other conditions in accordance with the
pre-petition debt documents. The pre-petition terms are more favorable than what the debtor would be able to find in today’s higher interest rate market.

Reinstatement involves the interplay of three different Bankruptcy Code sections:

Section 1124(a)(2) Permits the debtor to treat a creditor as unimpaired (and thus not entitled to vote on a plan) if the plan reinstates the loan’s original maturity, interest,
and other terms, provided the plan cures certain defaults and otherwise does not “alter the legal, equitable, or contractual rights” of that claim.

Section 365(b)(2)(D) Provides that if the debtor proposes to assume an executory contract, it must cure all defaults, other than pre-bankruptcy defaults related to the
financial condition of the debtor and other related circumstances (so-called “ipso facto” clauses), including penalties relating to the debtor’s failure to
perform any non-monetary obligations under the agreement.

Section 1123(d) Provides that if the debtor’s plan proposes to cure a default, “the amount necessary to cure [a] default [in a proposed plan] shall be determined in
accordance with the underlying agreement and applicable nonbankruptcy law.”

Because a loan that is reinstated is not treated as impaired, holders of claims in that class are deemed to have accepted the plan and cannot vote to reject it. The policy underlying

reinstatement is that where the debtor can cure past defaults and perform under the original terms of the loan, the lender receives the benefit of its bargain. Lenders are likely to fight
back on cram up. There are recent lender-friendly decisions that require default interest and fees to also be reinstated under such a reinstatement plan.
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Higher Discount Rates

Higher interest rates also means higher discount rates,
which act like another asset for a troubled company, in
that contingent liabilities like mass torts and pension

liabilities actually come down because of their reduced

present value calculation.

Where liabilities cloud the future of a business, a higher
discount rate allows the possibility of transferring away
those liabilities at a smaller price than would have been
the case when interest rates were lower.

Changed Lender Behavior

These changes in interest rates also create incentives for
creditors to change their behavior, and become more
aggressive in their attempts to cause a higher interest rate to
replace the existing low rate one.

As a result, we can expect to see and are already seeing more
“bad-ish” faith (refusing waivers and cures customarily
allowed even if not strictly obligatory) default declarations
and accelerations by money-good lenders looking to either
see the contract rate move up to a market rate, or
alternatively get repaid on the debt at par and then reinvest
at the market rate.
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