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Objective of P+P White Paper
Investors require a great variety of information regarding current legal and taxInvestors require a great variety of information regarding current legal and tax
developments in order to take optimal decisions for their investments. This information is
quite often not purposefully prepared for the investors' demands. For this reason, P+P
has started its new line of P+P White Paper.

The P+P White Paper is primarily intended for internal use and shall present important
legal and tax issues in the areas of M&A and Private Equity – from fund structuring to
the acquisition of an enterprise to restructuring issues – ordinarily structured and with a

ti l fpractical focus.

The authors of P+P White Paper are lawyers and/or tax advisors of P+P Pöllath +
Partners who are experts in the respective areas.

Upcoming P+P White Paper:



Executive Summary

Factors critical for the success of a restructuring of portfolio companies outside of insolvency
proceedings are: efficient planning of restructuring, a solid restructuring opinion as well as
restructuring contributions of all parties.

Parties to a consensual restructuring are, in general, the portfolio company, the senior lenders,
the mezzanine lenders, management holding a participation in the portfolio company as well as
the sponsor and co-sponsors, if any.

If the portfolio company is extremely close to insolvency, then restructuring is under such time
pressure that it requires efficient proceedings.

In specific cases, the execution of an insolvency (plan) proceedings can be preferable to a
contractual restructuring of the portfolio company.

The sponsor can choose from a great variety of possible restructuring contributions: contribution
of fresh money, granting of collateral, debt buy-back etc. The legal and tax risks for private equity
funds resulting from such potential restructuring contributions will be discussed in the 2nd P+P
White Paper "Risks of Restructuring Contributions by Private Equity Funds".

Also the (senior and mezzanine) debt providers can contribute to the restructuring of a portfolio
company in various different ways: standstill agreement, adjustment of credit facility
documentation, debt equity swap, debt mezzanine swap etc. Specifics of the participation of
banks in the equity of a portfolio company will be dealt with in the 3rd P+P White Paper "Banks as
C Sh h ld f S "Co-Shareholders of Sponsors".



T h e R e s t r u c t u r i n g o f P o r t f o l i o C o m p a n i e s

The objective of a restructuring outside of insolvency proceedings is to secure the continuationThe objective of a restructuring outside of insolvency proceedings is to secure the continuation
of an enterprise in a crisis. In general, efficient restructuring planning, a restructuring opinion as
well as restructuring contributions of all participants are needed.

Purpose Continuation of enterprise to be re-routed to success by reconstructuring
contributions of all parties.

Use of the flexibility of a contractual solution vis-à-vis insolvency proceedings
determined by law.

Success factors Early and efficient restructuring planning may allow for a consensual solution prior to
the obligation to file for insolvency proceedings.

A solid statement within a restructuring opinion regarding the ability to restructure an
enterprise is the f ndamental basis of all s bseq ent restr ct ring contrib tionsenterprise is the fundamental basis of all subsequent restructuring contributions.

The restructuring contributions of all parties depend on the fact that all other parties
make significant restructuring contributions, too.

Due to the significant time pressure in a moment of crisis, a restructuring requires
i di d d i l iconsistent proceedings and speedy implementation.

Situation of 
sponsor

In general, a consensual restructuring is not possible without significant restructuring
contributions by the sponsor.

If the sponsor is prepared to make restructuring contributions then each single case
requires a decision as to which form of contribution is best suited.

In deciding on a specific contribution, the interest of the sponsor, the requirements of
th tf li ll th t ib ti f th th ti d t b
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the portfolio company as well as the contribution of the other parties need to be
reviewed.



T h e R e s t r u c t u r i n g o f P o r t f o l i o C o m p a n i e s

Various parties to a consensual restructuring make the restructuring process rather complexVarious parties to a consensual restructuring make the restructuring process rather complex.

Debt Lenders
and/or Co-

Sponsor(s) without
Restructuring
ContributionsContributions

Senior Debt
LendersSponsor

Portfolio Company

Mezzanine 
Debt LendersCo-Sponsor(s)

Management
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T h e R e s t r u c t u r i n g o f P o r t f o l i o C o m p a n i e s

A restructuring outside of insolvency proceedings can only be successful if (i) there is noA restructuring outside of insolvency proceedings can only be successful if (i) there is no
obligation to file for insolvency proceedings, (ii) the company is capable of being restructured and
(iii) a consensual solution among all parties is not completely futile.

C R I S I S  O F  E N T E R P R I S E

yes

Insolvency proceedings/Insolvency plan proceedingsNo obligation to file for insolvency proceedings?
no

y

Capable of restructuring? Insolvency proceedings/Insolvency plan proceedings

yes

no

Consensual solution possible? Insolvency proceedings/Insolvency plan proceedings

yes

no

C l t t i

y g y g

yes
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Consensual restructuring



T h e  R e s t r u c t u r i n g  o f  P o r t f o l i o  C o m p a n i e s

The high time pressure associated with the restructuring of an enterprise close to insolvency
requires a detailed step plan.

N ti ti

Term Sheet 1st Draft of Contractual Documentation Signing      Closing

Negotiations

Consensual Restructuring
Crisis Restructuring Opinion Post-Closing

Measures

Step-plan of consensual restructuring

1st step Agreement of a term sheet specifying the various restructuring contribution of parties and proceeding of restructuring.

2nd step Drafting or update of restructuring opinion which evaluates the enterprise's capability for restructuring.

3rd step Submission of a 1st draft of contractual documentation (restructuring agreement, shareholder agreement, amendment to loan facility
documentation, collateral agreements, management participation program etc.)

4th step Negotiation of agreements among all parties (portfolio company, senior lenders, mezzanine lenders and shareholders – in each
case with restructuring contributions – as well as shareholders and/or lenders without restructuring contributions, management etc.)

th S f f f5th step Signing of restructuring agreement providing as a framework agreement to the complete restructuring; upon signing of the
restructuring agreement all other agreements or amendments to other agreements are automatically finalized.

6th step Execution of restructuring contributions (closing), e.g. contribution of fresh money, waiver of claims, granting of collaterals etc.

7th step Due to the high time pressure, technical measures may be delayed until after closing (for example optimization of corporate and/or
t t t ) Th ti h ld b l ll t t d b idi f diti b t
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tax structure). The parties should be legally protected by providing for a condition subsequent.



T h e R e s t r u c t u r i n g o f P o r t f o l i o C o m p a n i e s

A consensual restructuring has a variety of advantages vis à vis insolvency proceedings or insolvency

Consensual restructuring Insolvency plan proceedings Insolvency proceedings

A consensual restructuring has a variety of advantages vis-à-vis insolvency proceedings or insolvency
plan proceedings but also some disadvantages.

g y p p g y p g

Advantages Great amount of flexibility through restructuring by
contract, independent from liquidator or/and
insolvency court.
"Quiet" proceedings possible to avoid negative
publicity for both the private equity fund as well as

Proceedings are aimed to continue the enterprise,
not to liquidate it.
Until the insolvency plan enters into force, the
liquidator retains its usual special rights: e.g.
simplified termination of employment agreement

Only limited potential of certain creditors groups
to jeopardize proceedings.
Transferring restructuring (übertragene
Sanierung) generally independent from fulfilling
future entrepreneurial targets.

the portfolio company.
Speedy proceedings possible.
Lower (indirect) costs through little negative
publicity and speedier proceedings.
Restructuring contributions by former creditors
more likely than in an insolvency (plan)

and other long term agreements, liquidator may
prevent secured creditors to immediately realize
collateral etc.
By forming creditor groups for creditor resolutions,
the potential of minority creditors to block decisions
can be reduced.
Possibility to finance through insolvency means

In general, no financial contribution of sponsor
required.
Liquidator will receive special rights to easily
facilitate a transferring restructuring, for example
simplified termination of employment agreements
and other long term agreements, liquidator may
prevent secured creditors to immediately realizeproceeding.

Flexibility to terminate restructuring negotiations
in favour of implementation of insolvency (plan)
proceedings.

Possibility to finance through insolvency means
(Insolvenzgeld).

prevent secured creditors to immediately realize
collateral etc.

Disadvantages Generally, financial contribution of sponsor
necessary.

In general, the execution of an insolvency plan
requires financial contributions of the sponsor.

In most cases liquidation of an enterprise is not
attractive to sponsor, as the proceeds generated

Consensual solutions always required with the
imminent risk that certain creditors (for example
mezzanine lenders) who have "nothing left to
loose" might frustrate the strategy of cooperation.
Lesser means to handle potential conflicts among
different creditor groups (for example creditor with
or without collateral)

Negative publicity of an insolvency might result in
the loss of further turnover of portfolio company as
well as in a negative image of sponsor.
Approval of majority of all creditor groups required
which might result in delays or even failure of
insolvency plan.
S i l i ht f li id t l bl t

through liquidation will in general be only
sufficient to satisfy other creditors.
Negative publicity of an insolvency might result in
the loss of further turnover of portfolio company
as well as in a negative image of sponsor.
Payment of liquidation surplus to sponsor very
unlikelyor without collateral).

Special rights as provided for insolvency
proceedings cannot be applied so that for
example an unilateral termination of long term
agreements is not possible.

Special rights of liquidator are only blunt
instruments as insolvency plan proceedings require
the cooperation of the various creditor groups and
liquidator will in generally not jeopardize such
cooperation by the use of such special rights.
Subject to legal challenge.

unlikely.
Approval of creditor committee/creditor meeting
required for a transferring restructuring.
A statutory liquidation is in general the most cost
intensive procedure.
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Not only the sponsor can choose from large variety of potential restructuring contributions

T h e R e s t r u c t u r i n g o f P o r t f o l i o C o m p a n i e s

Major restructuring instruments of sponsors

C h t ib ti Th S id f h i diff t

Not only the sponsor can choose from large variety of potential restructuring contributions, …

Cash contribution
(fresh money)

The Sponsor can provide fresh money in different ways:
• Contribution of new equity by sponsor through share capital increase or payment into capital reserve.
• Granting of shareholder loans by sponsor (in certain cases as super senior loan which – in deviation from

statutory provisions – ranks pari passu with bank loans).

Collateral by Indirect collateral for the liabilities of a portfolio company; such collateral originating from the means of the fund;Collateral by
sponsor

Indirect collateral for the liabilities of a portfolio company; such collateral originating from the means of the fund;
special scrutiny must be applied to avoid turning the fund into a commercial (gewerblich) entity for tax purposes.

Debt Buy-Back Upon a debt buy-back, a private equity fund acquires (directly or indirectly) loans granted to its portfolio company
at prices "under par"; it is often intended to contribute these loans into the portfolio company and thereby reducing
its liabilities and avoiding the breach of financial covenants.g

Re-distribution of 
equity

The re-distribution of equity can result from different reasons:
• Dilution of co-sponsors who do not provide fresh money.
• Participation of debt providers in the equity of the portfolio company.
• Transfer of shares in portfolio company to a restructuring fiduciary; such fiduciary maintains contractual fiduciaryTransfer of shares in portfolio company to a restructuring fiduciary; such fiduciary maintains contractual fiduciary

arrangements vis-à-vis the shareholders (so-called administration trust) as well as vis-à-vis the banks (so-called
securitization trust).

• New or adjusted management participation program.
• Sponsor "hands the keys of the portfolio company over to the banks" (if you don't pay – get out of the way)

Waiver (hair cut) Waiver regarding repayment of shareholder loans (potentially repayment of waived loans with future profits).

Subordination Only a "deep" subordination results in loans to be disregarded in an insolvency balance, i.e. the creditor must
subordinate its claims to shareholder loans.
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also the banks can use multiple restructuring instruments

T h e R e s t r u c t u r i n g o f P o r t f o l i o C o m p a n i e s

Major restructuring instruments by banks

St d till A t Th di f th b k di (i t tl d fi d) i l ti f th f ilit

… also the banks can use multiple restructuring instruments.

Standstill Agreement The remedies of the banks regarding (in most cases exactly defined) violations of the facility
agreements are temporarily terminated and the financial covenants are temporarily suspended, only for
the period of the standstill agreement.

Cash contribution (fresh
money)

Granting of new loans by debt providers, often ranking superior to old loans ("super senior facility").
y)

Adjustment of loan
documentation

Loan documents can be adjusted in various forms:
• New or suspension of existing financial covenants (reset of financial covenants).
• Agreement on capitalization of interest and suspension of repayments.
• Waiver of violations against loan documents.Waiver of violations against loan documents.
• Restriction on transfer of loans by agreeing on a preemptive right of sponsor.

Debt-Equity-Swap Traditionally, a debt-equity-swap can be realized in two different ways:
• Subsequent to a reduction of the registered capital (to eliminate an existing adverse balance of the

company in crisis), existing claims against the company ("debt") shall be contributed into the companyp y ), g g p y ( ) p y
through a capital increase in kind against the issuance of new shares ("equity").

• The holder of the debt receives shares in the company in crisis ("equity") and contribute to the
restructuring by way of a subsequent (partial) waiver of its claims ("debt").

Debt-Mezzanine-Swap In a debt-mezzanine-swap for purposes of restructuring, debt of the portfolio company is transformed
into specific capital or equity (jouissance capital with debt-like features) to improve the structure of the
balance sheet and to resolve over-indebtedness in the balance sheet.

Waiver (hair cut) Waiver regarding repayment of shareholder loans (potentially repayment of waived loans with future
profits).

S O
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Subordination Only a "deep" subordination results in loans to be disregarded in an insolvency balance, i.e. the creditor
must subordinate its claims to shareholder loans.
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T h e R e s t r u c t u r i n g o f P o r t f o l i o C o m p a n i e s

P+P Pöll th + P t Att t l T d iP+P Pöllath + Partners Attorneys-at-law Tax advisors

Dr Benjamin WaitzContact: Dr. Benjamin Waitz
Attorney-at-law

P+P Pöllath + Partners

Telephone +49-89-24 24 0 370Telephone +49 89 24 24 0 370

benjamin.waitz@pplaw.com

Disclaimer:

Pöllath + Partners ("P+P") prepared this White Paper dealing with "The restructuring of a private equity fund's portfolio company prior to insolvency" ("White Paper") exclusively in
order to provide an overview on the substantial legal topics for private equity funds in connection with the restructuring of a portfolio company and was issued by P+P for this
purpose only. The White Paper was prepared on the basis of the following assumptions and information and may neither be used without the express written consent of P+P for
any other reason, especially not be transferred to third parties nor may be referred to in documents, third parties have access to.

P+P did not provide the White Paper for particular cases but includes general information not applying for individual case In addition P+P does not give any binding statementsP+P did not provide the White Paper for particular cases but includes general information not applying for individual case. In addition, P+P does not give any binding statements
especially for legal topics in connection with the restructuring of a portfolio company of a private equity fund and also not with regard to solutions in this connection. P+P does
neither ensure not guarantee that the statements in this White Paper are complete or sufficient for the purpose and whether the content of the White Paper is correct and not
misleading. In this connection, P+P does not take over any liability.

The White Paper exclusively deals with the topic "The restructuring of a private equity fund's portfolio company prior to insolvency" and exclusively describes such processes in
this connection. Any and all information contained in this White Paper shall serve for information purposes only and any liability shall be excluded.
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The White Paper was prepared in accordance with the German legislation effective as of the date on the first page of this White Paper. P+P only practices law in Germany and
does not issue any information relating to legal concepts of other countries – also not for information purposes only.


