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ARTICLE

M&A considerations for companies in f inancial distress
Th i s i s pa rt  th ree  o f  a  se ri es focusi ng  on  cu rren t  M&A trends,  opportun i t i es and  cha l l enges

T he  COVID-19  g l oba l  pandem i c has i m pacted  vi rtua l l y a l l  i ndustri es,  m ost  o f  wh i ch  have  experi enced  the  consequences o f  reduced  dem and , shu t te red
opera t i ons,  supp l y cha i n  d i srup t i ons and  the  l i ke .  Un l i ke  p revi ous econom i c downtu rns,  where  the re  was a  ce rta i n  am oun t o f  l ead  t i m e  to  p repare  fo r the
l eaner t i m es to  com e, the  speed  a t  wh i ch  the  pandem i c h i t  the  Canad i an  econom y l e f t  ve ry l i t t l e  t i m e  fo r busi nesses to  react .  M any busi nesses,
i ncl ud i ng  those  wi th  sound  underl yi ng  opera t i ons,  a re  i n  som e fo rm  o f  f i nanci a l  d i st ress,  wh i ch  can  i ncl ude  be i ng  unab l e  to  m ee t ob l i ga t i ons as they
com e due ,  b reach i ng  covenan ts wi th  m a j o r cred i to rs,  o r be i ng  unab l e  to  ob ta i n  new f i nanci ng  o r re f i nance  exi st i ng  ob l i ga t i ons.

Time is not on your side

So fa r i n  2020 ,  the  ava i l ab i l i ty o f  governm enta l  assi stance  has supported  busi nesses du ri ng  the  ea rl y pa rt  o f  the  pandem i c.  T h i s has no t  e l i m i na ted  the
f i nanci a l  d i st ress m any com pan i es a re  faci ng ,  bu t  has b l un ted  the  i m m ed i a te  nega t i ve  a ffects o f  the  pandem i c.  However,  as governm ent st i m u l us i s
phased  ou t  and  busi ness re tu rns to  “no rm a l , ” com pan i es experi enci ng  p rob l em s m ay f i nd  they a re  acce l e ra t i ng  qu i ckl y.  Lenders who  to  da te  have
l a rge l y am ended  o r extended  cred i t  faci l i t i es m ay f i nd  them se l ves under p ressu re  to  take  act i on  i n  respect  o f  de fau l t i ng  bo rrowers.  As f i nanci a l  d i st ress
i ncreases,  the  op t i ons ava i l ab l e  decrease .  Restructu ri ng  becom es m ore  d i ff i cu l t  and  l i qu i da t i on  becom es m ore  l i ke l y.

T i m e  i s never you r f ri end  when  you  a re  f i nanci a l l y d i st ressed .  I t  i s,  the re fo re ,  cri t i ca l  fo r co rpo ra te  boards and  m anagem ent to  know the  si gns o f
i nso l vency and  p roact i ve l y consi de r opportun i t i es and  op t i ons fo r the i r busi ness as si gns o f  i nso l vency beg i n  to  appear.  T he  com pany’s d i recto rs wi l l
have  an  i m portan t  ro l e  i n  th i s p rocess,  and  shou l d  consi de r fo rm i ng  a  stee ri ng  o r speci a l  com m i t tee  to  ove rsee  stra teg i ca l l y the  com pany’s restructu ri ng
e ffo rts.

Proact i ve  steps tha t  m ay be  taken  as the  si gns o f  i nso l vency appear i ncl ude  engag i ng  i nso l vency advi so rs (accoun tan ts,  f i nanci a l  advi so rs,  ch i e f
restructu ri ng  o ff i ce rs and  l ega l  counse l ) who ,  toge the r wi th  m anagem ent,  shou l d  revi ew the  com pany’s cash  f l ows,  key com m erci a l  ag reem ents and
f i nanci ng  ag reem ents.  T he  com pany wi l l  wan t  to  consi de r wha t  p re -em pt i ve  act i ons i t  can  take  to  head  o ff  any i m pend i ng  l i qu i d i ty p rob l em s be fo re
they occu r,  such  as:

nego t i a t i ng  wi th  key cred i to rs/stakeho l de rs (wh i ch  m ay i ncl ude  nego t i a t i ng  fo rbearance  ag reem ents);

re f i nanci ng  wi th  new deb t ;

exchange  o ffe rs;

sa l es o f  redundan t  and  non-co re  o r pe rhaps even  co re  asse ts;

recap i ta l i za t i on  wi th  add i t i ona l  equ i ty;

l oan  buybacks;  and

po ten t i a l  m ergers o r d i vest i tu res o f  en t i re  busi ness d i vi si ons (i .e . ,  d i st ressed  M &A).

In  pa ra l l e l  wi th  these  p roact i ve  steps,  the  com pany m ay a l so  wan t  to  consi de r,  and  possi b l y si m u l taneousl y p repare  fo r,  a  cou rt -supervi sed  restructu ri ng
under the  Bankrup tcy and  Inso l vency Act (B IA) o r the  Compan i es’  Cred i to rs Arrangement Act (CCAA) to  access add i t i ona l  l ega l  too l s and  powers to
i m p l em ent a  t ransact i on .  A un i ted ,  qu i ck and  e ff i ci en t  e ffo rt  by d i recto rs and  m anagem ent i s cri t i ca l  to  e ffect i ve l y addressi ng  the  i ssues d i st ressed
com pan i es face .

Com m un i ca t i on  be tween  the  com pany and  i ts cred i to rs wi l l  be  i m portan t .  In  si tua t i ons where  the  underl yi ng  busi ness has st rong  p rospects o f  recovery
over t i m e  bu t  cu rren t l y su ffe rs f rom  short -te rm  l i qu i d i ty i ssues,  l enders m ay consi de r undertaki ng  deb t  fo r equ i ty swaps.  Lenders m ay be  pe rsuaded  to
swap  deb t  fo r a  m a te ri a l  equ i ty posi t i on ,  wh i ch  ca rri es wi th  i t  an  opportun i ty fo r g rea te r l ong  te rm  re tu rn  than  accep t  a  com prom i se  o f  the i r deb t  and
the  associ a ted  costs o f  dea l i ng  wi th  a  de fau l t i ng  bo rrower.  T he  deb t  fo r equ i ty swap  wi l l  com e a t  a  cost  to  exi st i ng  shareho l de rs,  who  wi l l  usua l l y
experi ence  a  substan t i a l  d i l u t i on  o f  the i r exi st i ng  ownersh i p  as com pensa t i on  fo r the  add i t i ona l  ri sk o f  the  l ender taki ng  an  equ i ty posi t i on  i n  the
com pany.

Wolves at your door

Com pan i es wi l l  a l so  need  to  m on i to r and  p repare  fo r the  si tua t i on  where  i nvesto rs buy i n to  d i st ressed  deb t  to  ga i n  con tro l  o f  the  busi ness.  In  these
ci rcum stances,  deb t  can  be  pu rchased  i n  the  secondary m arke t  a t  a  m a te ri a l  d i scoun t  and  the  buyers o f  the  deb t  can  then  pu t  them se l ves i n  a  st rong
nego t i a t i ng  posi t i on  i n  re l a t i on  to  the  bo rrower.  We a re  beg i nn i ng  to  see  th i s occu rri ng  i n  Canada ,  even  wi th  cha rte red  bank l enders and  o the r sen i o r
l end i ng  i nst i tu t i ons.

Over the  l ast  decade ,  m any p ri va te  i nvesto rs have  been  ab l e  to  accum u l a te  l a rge  am oun ts o f  i nvestm en t cap i ta l ,  wh i ch  has no t  been  dep l oyed  i n to
i nvestm en ts (so  ca l l ed  “d ry powder”).  As such ,  i t  can  be  expected  tha t  the re  wi l l  be  a  consi de rab l e  am oun t o f  m oney ava i l ab l e  to  pu rchase  d i st ressed
deb t  and  pa rt i es wi l l i ng  to  undertake  a  “l oan  to  own” st ra tegy,  usi ng  the  pu rchase  o f  a  com pany’s deb t  as a  ca ta l yst  to  restructu re  o r recap i ta l i ze  the
ta rge t  com pany.  In  these  ci rcum stances,  the  new deb t  ho l de rs m ay exp l o i t  de fau l ts i n  the  l oans to  nego t i a te  a  deb t  fo r equ i ty swap  o r to  acqu i re  the
l ender’s busi ness o r key asse ts th rough  the  exe rci se  o f  de fau l t  rem ed i es and  the  en fo rcem ent o f  secu ri ty.

Distressed M&A as a response

Where  the  com pany chooses to  exp l o re  the  po ten t i a l  fo r m ergers o r d i vest i tu res o f  the  en t i re  com pany o r o f  si gn i f i can t  busi ness d i vi si ons,  the  com pany
shou l d  be  aware  tha t  d i st ressed  M &A con ta i ns m any e l em en ts d i ffe ren t  f rom  trad i t i ona l  M &A. When  a  com pany f i nds i tse l f  i n  f i nanci a l  d i st ress,  i n  ou r
experi ence ,  the  i n i t i a l  react i on  o f  d i recto rs and  m anagem ent i s to  f i rst  l ook to  m ore  “t rad i t i ona l ” ways to  so l ve  th i s p rob l em  and  m axi m i ze  va l ue  fo r



the i r stakeho l de rs.  In  pa rt i cu l a r,  pub l i c com pan i es wan t  to  avo i d  the  st i gm a associ a ted  wi th  a  fo rm a l  i nso l vency p rocess and  l ook to  f i nd  a  so l u t i on  tha t
can  be  com p l e ted  ou tsi de  o f  fo rm a l  i nso l vency p roceed i ngs.

Com pan i es wi l l  o f ten  f i rst  l ook to  undertake  a  sa l e  th rough  a  pub l i c auct i on  p rocess o r,  m ore  typ i ca l l y i n  Canada ,  th rough  a  p ri va te  m arke t  check,
undertaken  wi th  the  assi stance  o f  f i nanci a l  advi so rs.  Un fo rtuna te l y,  these  t rad i t i ona l  p rocesses can  o f ten  p roduce  unsa t i sfacto ry resu l ts as they typ i ca l l y
take  severa l  m on ths to  work th rough  the  p rocess –  wh i ch  i s m ore  t i m e  than  a  d i st ressed  com pany has a t  i ts d i sposa l  to  canvass the  m arke t  and  com p l e te
a  t ransact i on .  Fu rthe rm ore ,  po ten t i a l  pu rchasers wi l l  be  aware  o f  the  com pany’s f i nanci a l  d i st ress th rough  the i r due  d i l i gence  revi ew and  m ay be
concerned  tha t  t ransact i ons conducted  when  the  ta rge t  com pany i s i n  the  zone  o f  i nso l vency cou l d  face  cha l l enges by cred i to rs who  vi ew a  t ransfe r o f
asse ts as be i ng  conducted  i n  a  m anner and  a t  a  p ri ce  wh i ch  i s un favourab l e  to  cred i to rs’ i n te rests.  A f te r facto ri ng  i n  these  ri sks,  b i dd i ng  pa rt i ci pan ts i n
these  p rocesses o f ten  subm i t  b i ds a t  va l ues the  ta rge t  com pany’s board  o f  d i recto rs and  m anagem ent f i nd  ha rd  to  accep t .  As a  resu l t ,  these  m ore
trad i t i ona l  p rocesses can  o f ten  resu l t  i n  no  t ransact i on .  Gi ven  the  passage  o f  t i m e ,  th i s can  l eave  the  com pany i n  m ore  d i re  ci rcum stances.

Where  the re  i s buyer i n te rest  i n  com p l e t i ng  a  t ransact i on  bu t  i nso l vency-re l a ted  concerns cl oud  the  p rocess,  a  com pany m ay wi sh  to  consi de r a  “p re -
pack” restructu ri ng .  T h i s a l te rna t i ve  m ay be  pa rt i cu l a rl y a t t ract i ve  i n  those  ci rcum stances where  the  com pany has undertaken  a  recen t  st ra teg i c p rocess
or has i ndependen t  evi dence  o f  va l ue  o f  the  com pany’s busi ness o r o f  pa rt i cu l a r asse ts.  In  a  p re -pack dea l ,  the  com pany and  the  buyer nego t i a te  a
transact i on  p ri o r to  com m enci ng  i nso l vency p roceed i ngs.  T he  sa l e  i s com p l e ted  short l y a f te r com m enci ng  a  fo rm a l  i nso l vency p roceed i ng  under the  BIA
or the  CCAA.

T he  advan tages o f  a  p re -pack t ransact i on  a re  tha t  the  nego t i a t i ons be tween  the  pa rt i es can  occur ou tsi de  o f  the  fo rm a l  i nso l vency p rocess,  wi th  the
busi ness be i ng  acqu i red  on  a  go i ng  concern  basi s.  T he  t ransact i on  can  be  com p l e ted  wi th  l ess due  d i l i gence  on  the  buyer’s pa rt ,  as the  busi ness o r
asse ts wi l l  t ransfe r to  the  buyer under a  vest i ng  o rde r f rom  the  court ,  f ree  o f  l i ab i l i t i es and  encum brances (o the r than  pe rm i t ted  encum brances).
Add i t i ona l l y,  g i ven  the  vest i ng  o rde r f rom  the  court  under the  BIA/CCAA p rocess,  i t  i s l ess l i ke l y cred i to rs wi l l  cha l l enge  the  t ransact i on .

Ano the r op t i on  i s fo r d i st ressed  M &A to  occu r wi th i n  a  court -supervi sed  p rocess under the  CCAA, wi thou t  a  p re -packaged  buyer.  Under th i s p rocess,  the
com pany can  a t tem pt to  se l l  i ts asse ts o r busi ness i n  a  m anner si m i l a r to  a  conven t i ona l  M &A p rocess,  bu t  on  an  acce l e ra ted  t i m e l i ne .  Toge the r wi th
the  com pany’s cou rt -appo i n ted  m on i to r,  the  com pany wi l l  deve l op  m arke t i ng  m ate ri a l s and  open  up  a  da ta  room  fo r i n te rested  and  qua l i f i ed
part i ci pan ts.  In i t i a l  dead l i nes fo r b i nd i ng  o r non-b i nd i ng  b i ds wi l l  be  se t  and ,  depend i ng  on  the  p rocess chosen ,  the  com pany m ay nego t i a te  wi th  the
wi nn i ng  b i dder o r undergo  a  second  round  o f  b i dd i ng  wi th  se l ect  b i dders f rom  the  i n i t i a l  round .  B i ds m ay be  rece i ved  fo r a l l  o f  the  busi ness o r d i scre te
asse ts.

Depend i ng  on  the  fo rm  o f  t ransact i on  u l t i m a te l y ag reed  to ,  where  the  asse ts and  busi ness o f  the  com pany a re  so l d  en  b l oc,  the  busi ness can  con t i nue
as a  go i ng  concern  under new ownersh i p .  T he  t i m e l i nes fo r these  p rocesses a re  typ i ca l l y m uch  shorte r than  fo r t rad i t i ona l  M &A p rocesses.  T he
i nvo l vem ent o f  the  court  he l ps i n  com p l e t i ng  the  t ransact i on ,  as the  court  o rde r approvi ng  the  sa l e  can  so l ve  fo r m any obstacl es tha t  cou l d  de ra i l  a
t ransact i on  vi a  a  t rad i t i ona l  M &A p rocess.

For exam p l e ,  due  d i l i gence  p rocesses can  be  reduced  and  the  nego t i a t i on  o f  extensi ve  rep resen ta t i ons,  warran t i es and  i ndem n i ty p rovi si ons typ i ca l  i n
the  usua l  t ransact i on  ag reem ent can  be  rep l aced  by the  vest i ng  o rde r o f  the  court ,  where  the  t ransfe r o f  the  asse ts o r busi ness i s com p l e ted  f ree  and
cl ea r o f  l i ab i l i t i es and  encum brances.  Add i t i ona l l y,  sha reho l de r approva l  requ i rem en ts –  wh i ch  i n  a  pub l i c com pany con text  can  take  up  to  60  days to
rece i ve  –  can  be  avo i ded  th rough  the  CCAA p rocess.  S i m i l a rl y,  the  CCAA p rovi des a  venue  to  dea l  wi th  th i rd  pa rty and  cred i to r cl a i m s wh i ch  can  be
addressed  ou tsi de  o f  the  M &A transact i on ,  a l l owi ng  the  buyer to  com p l e te  i ts acqu i si t i on  and  l eavi ng  the  cred i to rs’ cl a i m s to  be  dea l t  wi th  separa te l y by
the  com pany th rough  the  court -supervi sed  i nso l vency p rocess.

Conclusion

As we  a re  now i n to  a  second  wave  o f  COVID-19 ,  and  wi th  a  g l oba l  recessi on  l u rki ng  i n  the  wi ngs,  busi nesses and  the i r d i recto rs and  m anagers a re  we l l
advi sed  to  cri t i ca l l y assess the  f i nanci a l  cond i t i on  o f  the i r busi ness ove r the  short  te rm  and  the  l onger te rm . Where  requ i red ,  busi nesses shou l d  beg i n
taki ng  p roact i ve  steps i n  response ,  som e o f  wh i ch  m ay i nvo l ve  d i st ressed  M &A i n  one  fo rm  o r ano the r.

I f  you  have  quest i ons abou t  m ergers and  acqu i si t i ons i n  th i s cha l l eng i ng  t i m e,  ge t  i n  touch  wi th  you r BLG l awyer o r e i the r o f  the  key con tacts l i sted
be l ow.
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