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DELEVERAGING AND CAPITAL-RAISING ALTERNATIVES
IN ATURBULENT MARKET

The unprecedented turmoil in the capital markets and

what many believe will be a shortage of debt financing
for the foreseeable future have caused many compa-
nies to re-examine deleveraging strategies. However,
as a result of the current market conditions, capital
raising has become more daunting, and creative and
less standardized approaches have necessarily come
to the fore. As issuers search for avenues to raise
additional capital, whether to refinance indebtedness,
fund general corporate purposes or current liquidity
needs, pursue a well-priced acquisition opportunity, or
establish a “rainy day” fund, the current market condi-
tions have led issuers to consider alternative sources
and methods to obtain the sought-after capital, and
capital-raising structures that had historically been
less utilized are now becoming more common. The
structures briefly described below may be useful
in the pursuit of additional capital or the refinancing
of indebtedness, because each provides a window
into a sector of the financial markets that might not
have been considered in a more traditional market

environment.

© 2008 Jones Day. All rights reserved. Printed in the USA.

PIPES AND REGISTERED DIRECT
OFFERINGS

While the public equity and debt markets continue
to be closed or expensive to companies, the PIPE
(private investment in public equity) and registered
direct market may offer opportunities to raise capital,
particularly from private equity investors and hedge
funds. A PIPE is the private placement of securi-
ties by a publicly traded issuer to a small number of
institutional investors, often involving the efforts of a
placement agent, that includes the granting of reg-
istration rights to allow them to resell their securities
freely. There are many varieties of PIPEs, including
transactions involving common stock, preferred stock,
debt, warrants, and combinations of these securities.
A registered direct offering is similar to a PIPE trans-
action, except that the offering is registered under the
Securities Act at the time of its initial placement. In a
registered direct offering, the issuer often engages an
investment bank to work as an agent and introduce
the issuer to a small group of investors. Generally,

companies that have existing shelf registration
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statements filed with the SEC will benefit most from this strat-
egy because the transactions can be completed quickly with
no advance announcement to the public, while companies
that do not have shelf registration statements on file will gen-

erally benefit from the timing advantages offered by a PIPE.

Common Stock. A common stock PIPE or registered direct
offering is the simplest option and generally offers investors
the stock at a discount to its current market price. These
transactions provide fewer provisions to negotiate and gen-
erally can be closed the fastest compared to the alterna-
tives. A potential disadvantage of such an approach is that
the company will likely face the greatest dilution to existing
shareholders. Also, investors go long on the stock, rather
than having a conversion option in an equity-linked instru-
ment, thus subjecting themselves to the related market and
bankruptcy risks of that long position and often increasing
the need for a larger discount. In addition, as described
below, national stock exchanges require a shareholder vote
if the company issues 20 percent or more of its outstanding

common stock at a discount.

Preferred Stock. Preferred stock offers investors the advan-
tage of being senior in the capital structure compared to
common equity. Private equity firms have traditionally used,
and are expected to continue to use, preferred stock as an
effective way to make minority investments in public compa-
nies. Structured features can include valuation and structured
returns offered to investors, conversion rights, redemption
rights, voting rights, paid-in-kind dividends, business and
financial covenants, board seats, and antidilution protections.
Note, however, that if the preferred stock is convertible into
common stock, the 20 percent rule discussed above still
applies, so issuers need to be cognizant of provisions, such
as paid-in-kind dividends and antidilution protections, if they
could result in 20 percent or more of the outstanding com-
mon stock at the time of the offering being deemed issued at
a discount. Generally speaking, preferred stock investments
usually take longer and are more expensive to execute than
common stock transactions because of the larger number of

terms and greater complexity of the documents.

Debt. Debt structures offer similar advantages and disadvan-
tages to preferred stock, except that they are the most senior

investment in the capital structure, usually have the most

extensive covenants, and can be secured. In addition, non-
convertible debt structures do not involve any of the share-

holder vote requirements of the national stock exchanges.

Warrants. Often, PIPEs and registered direct offerings will
include warrants to purchase common stock, which will pro-
vide an additional incentive for investors to participate in

the offering.

Considerations. In considering a PIPE and/or registered
direct offering, there are a number of business and legal

issues that a company should keep in mind:

Dilution. An offering of common stock or equity-linked secu-
rities can result in substantial dilution to the company’s exist-

ing equity holders.

Market Overhang. The granting of registration rights in con-
nection with a PIPE transaction can result in market overhang
because the exercise of registration rights will significantly
increase the number of shares of the company’s common
stock that can be sold into the market in a short period of
time. This can result in downward pressure on the trading

price of a company’s common stock.

Preemptive Rights. If investors are granted preemptive rights
in a PIPE transaction, those rights can make subsequent

rounds of financing more challenging and difficult to execute.

Restrictive Covenants. Restrictive covenants in preferred
stock and debt offerings can impose significant operating
limitations on a company. A company should work closely
with counsel to ensure that restrictive covenants are ade-
quately flexible to allow the company to operate its business

and expand in accordance with its current business model.

Stock Exchange Requirements. A PIPE or registered direct
offering that results in the issuance of 20 percent or more of
an issuer’s outstanding common stock or that could poten-
tially result in the issuance of a significant amount of com-
mon stock (upon conversion or otherwise) at a discount to
market should be evaluated early in light of certain national
stock exchange requirements. For example, if the trans-
action would or could (as a result of so-called “price pro-

tection” antidilution provisions) result in the issuance of 20



percent or more of the outstanding common stock or result
in a change of control, a company’s stock exchange will
generally require shareholder approval of the transaction.
Generally, “price protection” refers to antidilution protection
based on future offerings at a price below the then-current
market price of the stock or below the then-applicable
conversion or exercise price of the security issued. There
is a variety of provisions that can be relied upon to avoid
a shareholder vote, and counsel and the relevant stock
exchange should be consulted early in the structuring pro-
cess. Shareholder approval can be avoided if, at the time
of the issuance of the convertible security itself, the conver-
sion price is above market and not subject to any down-
ward adjustment (other than in connection with stock splits,

recapitalizations, and other similar events).

SEC Requirements. The SEC has taken the position that, in
the case of a company registering a significant number of
shares of common stock (including shares underlying con-
vertible securities, warrants, and options) for resale, generally
viewed as issuances involving more than 30 percent of the
company’s public float, such registration should be treated
as a primary issuance of common stock by the company. As
a result of this “extreme convertible” position, companies that
are not eligible for registration of primary sales of securities
on Form S-3 or F-3 should consult with counsel about appro-
priate structuring alternatives in the event that the SEC staff
takes such a position with respect to the company’s registra-

tion following the PIPE offering.

Regulation FD and Insider Trading. Because the fact of a
potential PIPE or registered direct offering would constitute
material, nonpublic information, potential investors who are
approached about the proposed offering should enter into a

confidentiality agreement with the issuer as a preliminary step.

Impact of Existing Agreements and Provisions. In evaluating
various capital-raising options, a company should consider
whether there are any restrictions or impediments on the
proposed transaction, as would normally be done. Common
restrictions or impediments to investigate include exist-
ing agreements governing equity and equity-linked securi-
ties, such as there being sufficient authorized and unissued
shares of common stock, the effect of any antitakeover pro-

visions (such as poison pills), preemptive rights, or rights of

first refusal that may affect current investors’ negotiations
and potentially conflicting registration rights and limitations

on the incurrence of debt, among others.

RIGHTS OFFERINGS

Historically, rights offerings have been routinely conducted
by companies organized in jurisdictions outside the United
States and viewed with disfavor by domestic issuers.
Recently, the perception of rights offerings by U.S. issuers
seems to be changing. Rights offerings are increasingly
being considered by a number of domestic companies as
an effective means of raising additional equity capital. A
rights offering typically involves the issuance to each exist-
ing shareholder of a right to participate ratably in an offer-
ing of new equity. The exercise price for the newly issued
shares that may be purchased by exercising the rights is
typically set at a discount to the recent trading price of the
company’s stock. The rights offering is typically open for a
period of 15 to 30 days. By utilizing rights to raise equity cap-
ital, the issuer is able to allow all existing shareholders the
opportunity to participate in the offering, thereby providing
shareholders with the opportunity to avoid dilution that might
result from an offering to third-party investors at a discount
to current market prices. In some rights offerings, the rights
are transferable and trade during the offering period on the
same stock exchange as the underlying common stock. The
transferability feature allows a current shareholder that is not
interested in participating in the rights offering the opportu-
nity to sell the right to a third party and realize some of the

value attributable to a right to buy equity at a discount.

Rights offerings may include a backstop agreement, whereby
a backstop purchaser would agree, prior to the commence-
ment of the rights offering, to buy any shares underlying
rights that are not exercised in the rights offering. A back-
stop arrangement adds certainty that the needed capital
will be obtained while still offering existing shareholders the
opportunity to participate in the offering. Rights offerings are
generally exempt from the shareholder voting requirements
imposed by national securities exchanges for stock issu-
ances of 20 percent or more of the outstanding stock at a
discount to current market value. As a result, it is possible

to issue a significant number of shares (and raise additional



capital) while avoiding the need to address shareholder
approval issues that can arise in the nonpublic offering struc-

tures discussed above.

AT-THE-MARKET OFFERINGS

An at-the-market offering is a registered offering by a pub-
licly traded issuer of its listed equity securities directly into
the market at other than fixed prices. At-the-market offer-
ings are conducted pursuant to Rule 415(a)(1)(x) under the
Securities Act, and only a company that is “primarily eligible”
to use Form S-3 or F-3 for an offering of securities for cash
on its own behalf (e.g., the company has a public float of at

least $75 million) can conduct an at-the-market offering.

In a typical at-the-market offering, an issuer engages a
broker-dealer to act as a placement agent and sells its com-
mon stock directly into the market through the broker-dealer
over a period of time. An at-the-market offering allows a
company to issue shares at its discretion, at intervals over
an extended period of time, rather than having to announce
a large secondary issue and be obligated to sell all of the
shares at once, minimizing arbitrage opportunities. The
issuer determines the timing of any issuance, the amount of
issuance, a floor price, and the duration of the selling period
by giving notice to the placement agent, and the issuer gen-
erally may stop or start an issuance at any time. The broker-
dealer earns a commission on the shares sold, usually in the
range of 1 percent to 3 percent, which is below the typical

commission for an underwritten offering.

Because the placement agent is considered an “underwriter”
under the Securities Act, the placement agent will require
the customary diligence protections afforded underwriters
in firm commitment public offerings, such as legal opinions
and comfort letters. Customarily, legal opinions and com-
fort letters are required when the issuer initially enters into
an agency relationship with the placement agent, as well as
when the issuer requests the placement agent to sell com-
mon stock into the market. Accordingly, issuers should be
aware that there are cost and timing considerations involved
with at-the-market offerings, particularly when doing multiple

sales throughout the term of the arrangement.

Prior to the effectiveness of the Securities Offering Reform
in December 2005, at-the-market offerings were uncommon
because the SEC required any placement agent to be named
in the registration statement (as opposed to being named in
a prospectus supplement). An issuer with an existing shelf
registration statement desiring to conduct an at-the-market
offering would have had to file a post-effective amendment
to name the placement agent. Now, however, a placement
agent can simply be named in a prospectus supplement.
The Securities Offering Reform also eliminated a volume limi-

tation that was imposed on at-the-market offerings.

REDUCTION OF OUTSTANDING DEBT

A company can buy back its own debt securities by one or

more of several methods.

Tender Offers. A tender offer, in contrast to privately nego-
tiated or open market purchases, allows a company to pur-
chase its outstanding debt securities from all holders in an
orderly process. Tender offers or exchange offers, which
are discussed below, are frequently necessary or appropri-
ate where a company seeks to purchase a substantial per-
centage of an issue of debt securities. A tender offer or
exchange offer may be coupled with a consent solicitation
to amend or strip restrictive covenants that, if successful,
may facilitate the accomplishment of the offer and reduce
the issuer’s obligations under the debt securities that remain
outstanding following the completion of the offer. Tender
offers are generally subject to regulation under the Securities

Exchange Act.

A tender offer (1) allows a company to canvass the entire mar-
ket and seek tenders of securities from all holders with the
help of an investment bank’s product specialists and sales
force, (2) ensures equal treatment of all investors (extending
the offer to all holders is more fair to investors compared to
a series of privately negotiated transactions with selected
investors), (3) is most efficient in circumstances where a sig-
nificant percentage of an issue is sought from a broad group
of holders, (4) may have the effect of reducing the negotiation
on price compared to privately negotiated transactions, and

(5) allows structuring as to price and conditions, including



with the use of a related consent solicitation to amend the
terms of the securities. However, tender offers also (1) are
subject to certain SEC tender offer rules, (2) may take more
time to complete than privately negotiated or open market
purchases (tender offers generally must remain open for at
least 20 business days, although tender offers for investment-
grade debt securities can be completed in seven to 10 cal-
endar days under certain circumstances), (3) may be more
costly because all holders must be paid the same consider-
ation and some holders may be prepared to sell at a lower
price than that offered, and (4) will have greater transaction

costs.

Privately Negotiated or Open Market Purchases. Privately
negotiated or open market purchases are frequently appro-
priate when a company wants to purchase a small per-
centage of a series of securities or an issue of securities is

concentrated among very few holders.

Privately negotiated or open market purchases (1) allow
greater negotiation with investors and different prices and
conditions to the purchaser and (2) may be accomplished
more quickly than many tender offers and exchange offers.
However, these transactions (1) must be tailored (such as in
relatively small, one-off transactions) to avoid the “creeping
tender” problem discussed below, (2) may be very difficult
and/or time-consuming to acquire a significant percentage of
an issue of securities, (3) may be complicated by difficulty
in identifying investors willing to sell, (4) treat investors differ-
ently, which may lead to investor relations problems, a par-
ticularly significant issue if the company can foresee a new
securities offering in the future, and (5) may raise potential
disclosure issues, particularly where the issuer has not indi-

cated publicly that it may seek to purchase the securities.

A “creeping tender offer” refers to privately negotiated or
open market purchases of securities that should have been
structured as a conventional tender offer, by preparing and

distributing an offer-to-purchase document and following

the SEC’s tender offer rules. There is no bright-line test for
whether, or under what conditions, privately negotiated or
open market purchases of securities constitute a tender
offer. In general, courts have relied on the Wellman eight-
factor test' to evaluate whether such privately negotiated or

open market purchases are conventional tender offers.

Exchange Offers. Exchange offers may be appropriate where
a company does not have cash available to fund a tender
offer or privately negotiated or open market purchases, or
where a company wishes to effect amendments to the terms
of outstanding securities and the changes are so significant
that the amended securities would constitute a new issue of
securities (e.g., changes to interest rate, maturity, subordina-
tion, optional redemption provisions, or arrangements related

to collateral).

An exchange offer (1) allows a company to acquire securities
without using available cash or engaging in a new cash fund-
raising, (2) allows a company to canvass the entire market
and seek securities from all holders as in a tender offer, (3)
ensures equal treatment of all investors (extending the offer
to all holders is more fair to investors compared to a series
of privately negotiated transactions with selected investors),
(4) may be efficient in circumstances where a significant per-
centage of an issue of securities is sought, (5) allows nego-
tiation on terms of the exchange to be reduced compared
to privately negotiated transactions, and (6) allows structur-
ing as to price and conditions, including with the use of a
related consent solicitation to amend the terms of the securi-
ties. However, exchange offers (1) are subject to SEC tender
offer rules and must be registered under the Securities Act
unless an exemption is available, which may be unattractive
due to the time and cost involved in preparing a registra-
tion statement and which may subject the company to the
reporting requirements of the U.S. federal securities laws, if
it is not already subject to these requirements, (2) take more
time to complete than privately negotiated or open market

purchases, and certain cash tender offers must have an

1 See Wellman v. Dickinson, 475 F. Supp. 783, 818-26 (S.D.N.Y. 1979), affd on other grounds, 682 F.2d 355 (2d Cir. 1982), cert. denied, 460 U.S. 1069
(1983); and see, e.g., SEC v. Carter-Hawley Hale Stores, Inc., 760 F.2d 945, 950-53 (9th Cir. 1985); Hanson Trust PLC v. SCM Corp., 774 F.2d 47 (2d Cir.
1985); and DeBartolo Group, L.P. v. Jacobs Group, Inc., 186 F.3d 157 (2d Cir. 1999). In general, the eight factors are: an active and widespread solicita-
tion is made of public shareholders for the securities of the issuer; a solicitation is made for a substantial percentage of the outstanding securities;
the offer to purchase is at a premium over the current market value of the securities; the terms of the offer are firm rather than negotiable, meaning
on a transaction-by-transaction or other basis; the offer is contingent on the tender of a fixed minimum number of shares, subject to a fixed maxi-
mum number of securities to be purchased; the offer is open for only a limited period of time; the offerees are subjected to pressure to sell the
securities; and a public announcement of a purchase program precedes or accompanies a rapid accumulation of the securities.



effective registration statement and exchange offers must
remain open for at least 20 business days, (3) may take
longer because of the time required to prepare the offering
document, (4) present greater risk of liability arising on the
basis of claims of inadequate or inaccurate disclosure in the
offering document, (5) may be more costly because all hold-
ers must be paid the same consideration, and some holders
may be prepared to sell at a lower price than that offered,

and (6) will have greater transaction costs.

Considerations. As a company considers various structuring
alternatives to reduce its outstanding debt, there are a num-

ber of business and legal issues it should keep in mind:

Redemption and Voluntary Prepayment Provisions. A com-
pany should be aware of the optional redemption provisions
of its debt securities and the voluntary prepayment provisions
of its credit agreements. As a general matter, these provisions
tend to be expensive to the company (for debt securities) or
restrictive (for loans). Nevertheless, they often set the bench-

mark against which other forms of repurchase are analyzed.

Filing and Disclosure Obligations. A company should also
consider whether any SEC filing obligations will be triggered
as a result of the transaction, including under a current report
on Form 8-K. In addition, the general antifraud provisions of
Rule 10b-5 of the Securities Exchange Act apply to tender
offers and private purchases. As a result, a company should
work with counsel to identify any specific disclosure obliga-
tions that arise as a result of purchases of its own securities.
For example, a company should consider whether it is in pos-
session of material nonpublic information that should be dis-
closed to holders prior to repurchasing their securities (such
as an anticipated transaction that would trigger a change-in-
control put right). In addition, if the repurchases would have
a material adverse effect on the liquidity of the securities or
a company’s financial position, the company should consider
public disclosure of the repurchases in a periodic report (such
as in its MD&A section) or a press release. Finally, a company
should consider whether any obligations under Regulation FD,
which prohibits selective disclosure, will arise as a result of its

communication with holders as part of the repurchases.

Possible Tax Consequences. It is important that a company
give early consideration to tax issues that may affect tender-
ing security holders and the company. These potential tax

issues include:

+ COD Income. Under certain circumstances, the purchase
by an issuer (or by its affiliates) of its outstanding debt
securities can give rise to cancellation of debt income to
the issuer if the issue price (as specially defined for tax
purposes) of the securities surrendered is greater than
the issue price of the consideration received by a holder.
Any attempt to retire debt at a discount should be care-

fully examined by the issuer’s tax advisors.

+ Tax on Exchanging Holders. Persons who hold debt securi-
ties as capital assets (other than dealers) will generally rec-
ognize capital gain or loss equal to the difference between
the amount of that consideration (other than interest and
some consent payments) and the holder’s adjusted tax

basis in the securities.

+ Consent Payment. Consent payments are, depending on
the circumstances, treated as either (1) additional consider-
ation in exchange for the tendered securities, which means
that the consent payments will be taken into account
in determining the gain or loss on the exchange, or (2)
separate consideration for consenting to the proposed

amendments.

+ Consequences to Nontendering U.S. Holders. In addition
to tax implications for the company, holders not participat-
ing in the transaction may also be affected by certain tax
issues, and consideration should be given by counsel as to

the appropriate disclosure to be provided to holders.

Securities Exchange Requirements. A company should
check whether the subject securities are listed on a
national securities exchange and, if so, what substantive
and filing requirements apply to the transaction and the

related offer documents.
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