DEBT COMPLIANCE SERVICES
Web-based Covenant Management

Best Practices in
Debt Compliance Management

2010 Southwest Treasury Expo
June 17, 2010

Jeff Wallace, Co-Founder
jeff.wallace@debtcompliance.com

www.debtcompliance.com



Session Agenda

* Debt compliance is more important than ever

* The high monetary and non-monetary costs of
default

* Debt compliance is difficult
* Common compliance weaknesses
* Best practices in debt compliance

© 2010 DEBT COMPLIANCE SERVICES



Access to Capital

A primary CFO and Treasurer responsibility is
maintaining their company’s access to capital by:

e Optimizing the capital structure of their company

* Maintaining excellent relations with capital
providers and the credit rating agencies, and

* Ensuring that their company is in compliance
with all requirements of their debt agreements
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Managing Poor Business Results

While the CFO and Treasurer cannot cure poor
business results, their job is to minimize the impact
by not surprising their bankers:

* Developing a financial model that is integrated
with the financial budgeting/planning process to
forecast the financial covenants to identify future
period compliance risks

* Pro-actively managing the lenders about these
future risks, maintaining the Company’s credibility
that it knows what it is doing

* Seeking consents before the fact, not waivers and
amendments after the fact
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The Increased Focus on Debt Compliance

Under the new SEC proxy rule 33-9089, companies must disclose
the Board’s role in risk oversight, including how such risks are
identified, managed and mitigated

— It is expected that this will include debt compliance because of the
potential adverse effect on access to capital

* Lenders are less forgiving regarding any covenant breach
— Lenders are using even minor technical defaults to drop the credit or
re-price the credit and charge higher fees and spreads

* Auditors are more aware of the risk of non-compliance and
paying more attention to their assurance letter of no default to
the lenders

* Senior management is more concerned about the loss of
credibility with the Board, lenders, vendors and other creditors
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The Costs of Non-Compliance

* At least temporary loss of access to credit

* Loss of credibility with banks, the CEO, and the Board
* Press releases and 8-K public disclosure

* Diversion of management time

e Business disruption and vendor concerns

* Substantial increase in spreads and fees

e Substantial legal and audit fees

* Financial restatements and being cited by the auditors
for a “material weakness” or “significant deficiency”

* Forced refinancing, fire sales of assets, workout, or
Chapter 11
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The High Cost of Default

Amendment/Waiver Fee 50** $250 $250
Default Interest Spread * 200 133 133
Increased Spread 200** 800 1,200 2,000
Increased Comm’t Fee 50 50 100 150
Legal & Audit Fees 250 250
Total Cost $1,483 $1,300 $2,783
Management time & Priceless
credibility

*Assumes 2 months to renegotiate
**Per CFO Magazine, June 2009, quoting an S&P 1Q09 report
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Case Study — Background

* A S1.5B company had a revolver, a convertible and
a high yield bond

* All compliance information managed exclusively
by Treasurer

— No comprehensive checklist
—Treasurer reviewed compliance with CFO and
Legal by flipping agreement pages
* Treasurer assured everyone that all covenants
were “OK”

—In fact, there a major breach of a high yield
covenant that was ongoing for nearly 3 years

© 2010 DEBT COMPLIANCE SERVICES



Case Study — Outcome

* The bond default lead to cross-defaulting on the
other two credits

—Company had no access to any credit
— Default interest rates on all debt

* Luckily, it took only three weeks to obtain a waiver
from the bondholders

* Company had to restate its B/S for the three years,
reclassing LT debt as ST

* Company cited for a material weakness by its
auditors, who resigned

 CFO fired the Treasurer
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Compliance is Much More than Calculating Ratios

» Affirmative Covenants — Permitted baskets
— Financial Reporting — Stock buybacks
— Insurance coverage — Change of control
— ERISA filings — Acquisitions
— Corporate events — Hedging restrictions
— Legal undertakings Reps & Warranties
— Environmental compliance — Continuing
— Litigation reporting — Post-closing
« Negative Covenants Events of Defaults
— Restricted payments — Payment failures
— Liens — Mandatory prepayments
— Loans, leases and — Cross-defaults
guarantees
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Debt Compliance Can Be Very Difficult

Example from a Loan Agreement

Section 1.9.(b)(i). Borrower must notify the Administrative Agent of a Disposition or Event of
Loss of Property. Borrower shall prepay Obligations with the Net Cash Proceeds unless
Borrower reinvests Net Cash Proceeds in similar assets within 180 days. Must notify
Administrative Agent at end of 180 period that it has reinvested such Net Cash Proceeds. Does
not apply if Net Cash Proceeds are below Threshold Amount (5250,000) unless there is an
Event of Default.

The actual text was 5 times this length. It represents five compliance questions, with four to
be answered by the business unit while all five to be answered by Corporate Treasury:

1. Has your business unit or the company had a disposition of or an Event of Loss of a
Property during the Quarter that was greater than $250,0007 If yes, please include a
description and the occurrence date.

2. Ifthere was such a Property disposition or Event of Loss within the Quarter greater than
$250,000, did you inform Corporate Treasury or the Administrative Agent promptly?

3. If your business unit or the company did dispose of or had an Event of Loss of a Property
exceeding $250,000 in the last 275 days, has the resulting Net Cash Proceeds been
reinvested in similar assets?

4. If your business unit or the company did reinvest the Net Cash Proceeds, did you inform
Corporate Treasury or the Administrative Agent within 180 days?

5. If you did have Net Cash Proceeds in the last 275 days and they were not reinvested in
similar assets, were such proceeds used to prepay the Obligations promptly?
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Debt Compliance Survey

In two webinar surveys in June and July, 2009, 150
respondents described their debt compliance

practices as:
Responses

Automated % 2%

Efficient |l 9%

Collaborative 22%
i M Responses
Time Consuming 26%
Manual 41%

0% 20% 40% 60%
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Common Compliance Weaknesses

No documented
policy or process

Not forward looking, No comprehensive
leading to surprises covenant list

Complacency
No ownership outside
of Treasury and Legal

Overreliance on 1-3
corporate managers

An incomplete, low Manual, paper-
priority, quarterly process based data gathering
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Covenant Compliance Checklist

A comprehensive list of all key debt provisions and
compliance requirements

* Checklist analyzes the requirement
— Category (default event, notice, deliverable, etc.)
— Brief description
— Responsibility (often multiple)
—Timing of notification, cure period

e Checklist forms the basis for Compliance
Questionnaires
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Debt Compliance Policy

* Objectives

* Assignment of responsibilities to operating and corporate
management for being knowledgeable about what causes
defaults

Description of the quarterly compliance process
— Compliance checklist and questionnaires
— Resolution of covenant issues

Ongoing covenant compliance

— Responsibility of timely reporting of potential covenant
issues

Documented SOX procedures

Loan administration
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Financial Modeling

The Financial Model incorporates the debt
agreements’ definitions to calculate the required
Financial Ratios

* The Financial Model calculates the current periods
ratios but also projects into the future

* Integrated with the Corporate Budgeting and
Forecasting processes

* Stress tested by Treasury to ascertain leeway in
future periods
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Web-based Data Gathering

Compliance data is collected via a questionnaire
forwarded to the responsible corporate parties
identified in the Checklist

* Yes/No questions with explanations for exceptions
are drafted by Treasury and Legal

 Questionnaires answered before and after
guarter-end

—Only after quarter close is often too late

* Questionnaires serve as one basis for educating
the responsible parties on the actions and events
that have compliance implications
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Exception Analysis

* The questionnaires are analyzed by Treasury and
Legal in an Exception Report which lists all issues
respondents have identified this quarter and last
quarter

—Treasury and Legal work to resolve all exceptions

* The Exception Report and the Financial Model
provide the background required for the CFO’s
review of Quarterly Certification Letter

—In addition, provides information for the SOX 302
Quarterly Disclosure Process
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Deliverables/Payments Calendar

A listing of the timing of required deliverables and
payments:

 Due date

e Description, such as financial statements, auditor’s
certificate, ERISA filing, CFO certification, etc. and
well as when loan fees are due

e Responsibility (generally treasury, sometimes
Controller’s)

e References the appropriate debt section
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Lender Management

Pro-active and open communication with Lenders

* Recognizes that Lenders do not like “surprises”
and adversely evaluate companies that don’t seem
to have a handle on their operating performance

* Advance warning of potential issues provides the
basis for the Lenders to be more willing to work
fairly with you

—Bank credit committees are running the show
these days, and your account officers need to
show them that you are really in control
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Company Training

It is essential that all appropriate individuals that may
impact compliance are trained on the requirements
of the debt agreement

* Many covenants have little or no notice/cure
period, which means Treasury needs to be
informed before the fact, rather than after the fact

* Today, covenant compliance is an ongoing
exercise, not something that can wait to next
qguarter-end’s compliance review

© 2010 DEBT COMPLIANCE SERVICES



Best Practices in Debt Compliance

Debt
Compliance
Policy
Company 1 .
Training Financial

Modeling

Detailed
Covenant

CFO Letter Checklist Web-based
& Lender Data
Management Gathering
Deliverables Exception
Calendar Analysis
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Web Technology

Web technology can convert an informal, manual
process to a robust, automated process:

* Dramatically reduce the time to understand and
research a debt agreement by converting it into
hyperlinked web pages

* Automate the development of a truly compre-
hensive compliance checklist

* Convert the checklist to web questionnaires with a
database producing the exception reporting

e Convert the checklist to webcasts for training
operating and financial management
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Using Technology in Debt Compliance

Inputs Outputs

Debt ——
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Conclusion

* The risks of breaching covenants are greater than
ever before because banks are eager to use even
slight technical defaults to re-price the credit risk

* The risks are now too great to leave to an
informal, manual process

* Develop a compliance policy grounded by a
comprehensive compliance checklist

* Technology can:

—Improve collaboration between Finance and the
business units

— Significantly reduce compliance time
— Minimize errors that turn into expensive defaults
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About Debt Compliance Services

* Debt Compliance Services LLC is the only firm providing an
integrated, automated solution to covenant management
— It is a joint venture of Corporate Finance Solutions, LLC and
Greenwich Treasury Advisors LLC
* Our flagship product, DCS Covenant Manager™, is the only Web-
based system that allows companies to manage all aspects of
their debt agreements in one integrated platform
— For more information, call Jim Simpson at (203) 329-7491 or e-
mail at jim.simpson@debtcompliance.com

© 2010 DEBT COMPLIANCE SERVICES




Jeff Wallace, Co-Founder

35 years experience, with 20 years as a consultant and 15 years
as a corporate treasury finance professional

Founded Greenwich Treasury Advisors in 1992, and author of:

— The Group of 31 Report: Core Principles for Managing
Multinational Foreign Exchange FX Rig#, 1999)

— A Risk Metric Approach to Hedgif&yA, 2002)

— FAS 133 chapter of The Handbook of International Finance &
AccountingJohn Wiley, 2004)

Vice President-International Treasury at American Express, AT
International at Seagram, AT Finance & Operations at Dun &
Bradstreet, and CPA at Price Waterhouse

jeff.wallace@debtcompliance.com, (303) 442-4433
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Jim Simpson, Co-Founder

* 35 years experience with 23 years as a corporate practitioner
and 12 years as a consultant, in which he lead or consulted on
over $4B in financings, including bank credit facilities, term
loans, ABL’s, high yield bonds, convertible bonds, and
international financings

* Corporate experience includes Treasurer of Novartis USA, and
CFO of two less than investment grade companies, CS Brooks
(private, S200M sales) and CFO of Moore Medical (public,
S300M sales)

* Consulting experience includes a Manager at KPMG, Partner at
Greenwich Treasury Advisors and as Founder of Corporate
Finance Solutions

e jim.simpson@debtcompliance.com, (203) 329-7491
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