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Buy now while
stocks last!
THE ENVIRONMENT IS BUOYANT FOR MID-CAP COMPANIES LOOKING TO RAISE FINANCE. WITH A WIDE RANGE
OF OPTIONS AVAILABLE, KEEN PRICING, STRETCHED LOAN TENORS AND RELAXED COVENANTS, THE MESSAGE
FOR COMPANIES LOOKING TO REFINANCE IS ‘BUY NOW WHILE STOCKS LAST’, SAYS JONATHAN BROOME.
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Increased bank liquidity
The increase in bank liquidity is due to a
number of factors, with perhaps the biggest
cause being the fact that banks have not been
through an economic recession since 1991.
The five top UK banks: Barclays, HBOS, HSBC,
Lloyds TSB and the Royal Bank of Scotland
booked nearly £7bn of provisions in the worst
year of the recession in the early 1990s,
representing nearly 1.7% of total advances to
customers. By contrast, in the worst year of
the recent economic slowdown, the same
banks made loan provisions of £5.5bn,
representing a much lower 0.54% of total

advances. If taken over a 10-year period, the
difference between 0.54% and 1.7% of loan
provisions represents around £20bn in
additional capital which the banks have
‘saved’. This equates to at least £200bn of
additional lending capacity. This excess supply
is helping to drive down the price of loans. One
large European commercial bank recently said
that it had capacity to make 40% more loans.
This liquidity is exacerbated by relatively
low levels of loan transactions in the UK. For
example, according to analysis by Dealogic, in
the first half of 2004 there were around 140
transactions, representing a decline of over
30% from the equivalent period in the first six

months of 2000. The decline in loan volumes is
even more apparent, having dropped from
circa US$170bn to approximately US$110bn in
the corresponding period, representing a
decline of 35%.
A similar trend can be seen for UK midmarket loans of £25m-£500m completed from
October 1999 to September 2004. Figure 1
shows that when the effect of the leveraged
finance market is excluded, loan volumes
have declined 30% from circa €37bn in the
year to September 2001 to approximately
€26bn in the year to September 2004. In the
same period the number of transactions fell
from 96 to 59.
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‘FOR MID-MARKET COMPANIES WITH
LEVERAGED BALANCE SHEETS THE
HIGH-YIELD BOND MARKET CAN
PROVIDE LIQUIDITY, ALTHOUGH THEY
NEED TO DO ISSUES OF £100M’
HIGH-YIELD BOND MARKET. For mid-market companies with
leveraged balance sheets or inconsistent past histories, the high-yield
bond market can provide liquidity, although they would need to do
issues of at least £100m in order to attract investing institutions. For
the majority of mid-market companies, accessing this market is usually
considered a last resort, due to the expense, the on-going quarterly
reporting that is usually a condition of borrowing this form of finance
and the exposure to US legislation (see No shelter from the storm, page
16, The Treasurer, October) which arises when issuing in the US.
Furthermore, although a high-yield bond issue provides liquidity and
benefits to cashflow, it is extremely expensive to refinance due to the
non-call provisions that are included within its documentation.
Historically, both securitisations and high-yield bond financings have
been used by companies that are leveraged in nature. However, as the
leveraged loan finance market has recently shown, it is not unusual for
companies which exhibit the appropriate cashflow stability to borrow
in excess of seven times historic Earnings Before Interest, Taxes,
Depreciation and Amortisation (EBITDA), albeit with a mezzanine
tranche that accounts for up to twice the EBITDA. These structures are
cheaper and significantly more flexible, in that the borrower is usually
able to prepay the loans without penalties after the first two years of
the facility.
CORPORATE ACQUISITON FINANCE MARKET. The competitiveness
of the corporate acquisition finance market can be seen in the facility
recently arranged for Meggitt plc. When it bought Dunlop Standard’s
design and manufacturing division, Meggitt plc took on leverage in
excess of three times the EBITDA, but was able to finance this at just
70bps over Libor, with a margin ratchet that takes the margin to 40bps
over Libor if leverage is taken below one-and-a-half times the EBITDA.

Figure 1. UK loans of £25m-£500m in October
1999 – September 2004
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Source: FT

PRIVATE PLACEMENT MARKET. On top of this range of liquidity is the
private placement market. This is similar to the public bond markets in
that debt is likely to be more expensive than traditional bank debt and
flexibility low due to high prepayment penalties. However, with
issuance being solely to US institutions, private placings avoid the cost
and exposure to Securities & Exchange Commission (SEC) regulation
and reporting requirements. Like a bond issue, the notes are generally
structured so there is only limited amortisation, thereby improving the

Figure 2. Decline in margins paid by BBB-rated
companies
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company’s cashflow. The simplicity and the fact that public ratings are
not required has made this an attractive market for investors on the
boundaries of the investment grade market. Cookson plc and Arriva plc
are two examples of companies that have utilised the US private
placement market having borrowed US$570m and £104m respectively.
FINANCIAL INSTITUTIONS. Mid-market companies with assetheavy balance sheets can approach a number of financial institutions
which specialise in lending to companies like them. Asset-based
finance – raising debt against plant and machinery, property and
stock as well as the debtor book (see A secure opportunity, page 29,
The Treasurer, November) – is particularly appropriate for low margin,
asset-intensive industries. The cost of these loans may be in excess
of a vanilla bank loan, typically ranging between 250bps and 400bps
above Libor. However, due to the asset-backed nature and the
coverage ratios that are necessary, it is possible for borrowers to raise
significantly more than they could from a cashflow lender in some
circumstances. For example, Waterford Wedgewood recently secured
€210m and US$30m in facilities secured against its stock, debtor
book and property assets.
Despite the increasing use of alternative financing tools, bank debt
remains a very important source of liquidity for mid-market corporate
borrowers. Competition and excess liquidity are driving borrowing
costs and arrangement fees to extremely low levels.

Figure 2 illustrates the rapid decline since May 2003 in the average
margins that BBB rated companies are being charged by their banks.
From the banks’ perspective, loan pricing is only one side of the coin, as
they also consider the profitability of the relationship. For ’relationship‘
banks, ancillary business is increasingly important when deciding
whether or not the loan is profitable. The pressure to increase returns
from this avenue will only increase further with the introduction of the
forthcoming Basel II Banking Accord (see Capitalising on Basel II, page
47, The Treasurer, June), due to be fully implemented by 2007. Basel II
is designed to match banks’ capital adequacy against their loan
exposures. Mid-cap companies will be rated more lowly than their
larger peers and hence the revenue earned by banks from these credits
will need to be correspondingly higher in order to achieve the
necessary returns.
However, banks are not currently achieving these returns through
higher loan pricing. Indeed, loans are increasingly viewed as ’loss
leaders‘, offered to capture the ancillary business on which their
profitability increasingly depends. This largely accounts for the
exceptionally fine margins that borrowers can currently command.
Jonathan Broome is Manager of Debt Advisory at Close Brothers
Corporate Finance.
jonathan.broome@cbcf.com
www.cbcf.com
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