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Permitted Acquisitions Facilities
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Credit agreements commonly prohibit asset and stock 
acquisitions. For borrowers that want the fl exibility to make 
acquisitions, a specifi c carve-out for permitted acquisitions must 
be negotiated.

In the structuring of commercial credit facilities, ne-
gotiations regarding “permitted acquisitions”—the 
terms and conditions under which a borrower may 

acquire another business subject to only limited or even 
no lender approval rights—often take on magnifi ed 
importance. Part of this is the symbolic signifi cance of 
acquisition rights. Corporate borrowers, particularly 
those owned and controlled by equity sponsors, gen-
erally view the right to make strategic acquisitions 
as their prerogative, while their lenders as a general 
matter seek to constrain such fundamental activities 
absent specifi c consent. Negotiations over the scope 
and parameters of permitted acquisitions give rise to 
a set of legal and practical considerations implicating 
a broad number of provisions in credit documenta-
tion. Failure to address these considerations consistent 
with fundamental business objectives may result in a 
fl awed implementation of the acquisition program, 
jeopardizing future relations among the principal par-
ties and requiring additional costs to redress.

A review of permitted acquisition criteria and relat-
ed trends is further warranted by recent commercial 
developments. The incidence of permitted acquisition 
facilities in credit documentation is largely cyclical, 
coinciding in the main with general economic condi-
tions. The boom in buildups and acquisitive credits 
of the late 1990s was followed by economic retrench-
ment in the fi rst few years of the new millennium, 
resulting in a signifi cant decline in the appearance of 
permitted acquisition facilities. As a result, the young-
est generation of lending offi cers and their advisors, 
weaned generally on workouts and forbearance, may 
have limited practical experience with managing 

growth in their credits. Add to this the unfortunate 
fact that many form credit documents give short 
shrift to the implementation of permitted acquisition 
facilities. While some forms do offer to the drafters 
suggested text “plug-ins” to accommodate permitted 
acquisitions, such inserts typically address only items 
of universal applicability, such as purchase price ceil-
ings and leverage caps, and the uncritical use of such 
inserts may leave important elements unaddressed. 
Other forms punt completely on the topic, which may 
result in inconsistent practices on a deal-to-deal basis. 
Further, few forms address the critical implications 
of permitted acquisitions for the design of fi nancial 
covenants. Other trends, such as the increasing inci-
dence of acquisitions outside the United States, are 
not fully considered in form documentation, even in 
generally well developed forms. 

The permitted acquisition concept emerges as a 
result of a standard drafting approach in credit docu-
mentation, which is to prohibit all borrower activity 
in a particular arena, then to permit only the limited 
conduct acceptable to the lenders. Credit agree-
ments, therefore, commonly prohibit borrowers from 
acquiring, irrespective of cost, all or substantially all 
of the assets of any business (thus precluding asset 
acquisitions) or from acquiring the capital stock 
of any entity (thus precluding stock acquisitions). 
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When the business deal contemplates future acquisi-
tions, accommodation is typically provided through 
a specifi c carve-out for “permitted acquisitions.”

As mentioned above, permitted acquisitions are, 
in the fi rst instance, a matter for business resolution. 
Future acquisitions can materially change the nature 
of a borrower’s operations, thus undermining original 
underwriting rationales. They can divert the attention 
of management from core operational challenges, 
expose the borrower to unanticipated liabilities and 
give rise to costly and risky execution and integration 
strategies. There are, on the other hand, many poten-
tial positive outcomes of acquisitions, and growth at 
some level is vital to any business enterprise. 

Lenders that have insuffi cient negotiating leverage 
to reject out of hand a request for permitted acqui-
sitions often may endeavor to accommodate their 
customers by agreeing to the concept of permitted 
acquisitions in the abstract but then seek to constrain 
the amount of such activity by tamping down the 
amount of consideration payable for such acquisi-
tions. The particular success of this negotiation tactic 
usually turns on the size of the acquisition bucket 
(discussed below) as well as on the relative impor-
tance to the borrower of the permitted acquisition 
concept. In any event, the size of the permitted acqui-
sition purchase price often emerges as the foremost 
topic of negotiation following agreement that some 
level of acquisitions is, in fact, permitted. 

Purchase Price Ceilings; 
Purchase Price Forms

Caps on future purchase price consideration are 
typically structured through both a short-term and a 
long-term restriction. The short-term restriction usu-
ally caps consideration payable on a per-transaction 
basis or, alternatively, consideration payable over a 
short time period, such as a fi scal year. The goal for the 
lenders is to ensure that no single acquisition, or run of 
acquisitions over a discrete period, will excessively tax 
the borrower’s capital and management resources or 
otherwise materially alter the borrower’s operations. 
The long-term restriction usually caps consideration 
payable over the life of the fi nance transaction and has 
meaning only when it further restrains acquisitions 
otherwise permitted under the short-term cap. For 
example, a lender may permit acquisitions with total 

consideration not to exceed $2 million per year but also 
not to exceed $5 million over a four-year deal life. 

Conversations regarding purchase price caps should 
also include discussion of purchase price forms. While 
cash remains a dominant form of acquisition consider-
ation (“cash is king,” after all), there are other common 
forms of consideration payable that can complicate the 
structuring of permitted acquisition facilities. Consider, 
for example, seller notes and seller earn-outs. Both are 
potentially attractive fi nance sources from the perspec-
tive of the acquiring party, as they defer payment of 
cash consideration to future dates. Earn-outs have the 
additional advantage of tying future seller payment to 
the continued viability and growth of the target busi-
ness, thus allying buyer and seller interests. Borrowers 
may seek to minimize the signifi cance to their lenders 
of deferred seller consideration: After all, they may 
suggest, if the borrower has the right to pay 100-percent 
cash consideration to close an acquisition, the lenders 
must only be benefi ted if a portion of this consideration 
is deferred. The assertion misses an important point. 
One core condition to the consummation of any permit-
ted acquisition is that the borrower not be in default 
with its lenders at the time of acquisition—no lender 
should ever be required to tolerate the risks associ-
ated with acquisitions at a time when the borrower 
is in breach of its loan facilities. Any form of deferred 
purchase price consideration creates this very risk, as 
it provides for contractual future payment obligations 
by the borrower irrespective of the borrower’s rela-
tionship with its lenders at the time payment comes 
due. Earn-outs can further exacerbate this problem. 
Earn-outs are typically tied to the performance of the 
entity acquired, in contrast to the performance of the 
consolidated acquiring company. When such earn-outs 
are used, strong performance by the acquisition target 
could give rise to material earn-out payments even at 
a time that consolidated performance—the measure 
relevant to the lenders—is subpar or even in default.1

The risks of deferred acquisition fi nancing may 
be mitigated in a couple of manners, each of which 
should be integrated into the terms of permitted 
acquisition criteria. First, the lenders may seek to 
insert within the list of permitted acquisition criteria 
the permitted terms of deferred seller fi nancing by 
capping, among other things, the amount of deferred 
purchase price payable (as a percentage of total con-
sideration payable) and the rate of interest payable 
and by fi xing the amortization of any seller debt, 
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which may be especially important when multiple 
acquisitions are contemplated and the senior debt in-
cludes material amounts of amortizing term debt. 

Second, the lenders may require, again as a condition 
to the consummation of permitted acquisitions, that 
any deferred seller fi nancing be subject to a subordina-
tion agreement in favor of the lenders. Among other 
desirable goals, a subordination agreement could 
block deferred seller payments in the face of senior 
debt defaults; restrict seller enforcement rights, either 
absolutely or through the use of a conventional time-
bound “standstill” provision; and restrict amendments 
or other modifi cations to the terms of the seller debt. 
The challenge of integrating subordination agreements 
into the mechanics of permitted acquisition criteria is 
that, in contrast to fi xed concepts such as purchase 
price caps, the content of subordination agreements 
can vary signifi cantly deal to deal based on a multitude 
of factors, including the relative sophistication of sell-
ers and their counsel, differing amounts of bargaining 
leverage and the relative amount of seller debt as a 
percentage of cash paid at closing. In order to defi ne 
an acceptable subordination agreement within the 
confi nes of permitted acquisition criteria, the lenders 
could attempt to establish baseline requirements, such 
as a minimum 180-day payment block upon certain 
breaches of the senior debt facility. Still, negotiation 
can often result in atypical, yet mutually satisfactory, 
results. For example, a particular acquisition may fea-
ture a low overall purchase price, mostly paid in cash 
at close, with a small deferred portion. If, all else being 
equal, the seller’s one requirement is for a maximum 
120-day payment block period, it may not be in the 
interest of the lenders (and certainly the borrower) to 
preclude the transaction from qualifying as a permit-
ted acquisition.

Credit documentation can accommodate such 
uncertainties by giving the lenders approval rights 
over the form and content of subordination agree-
ments used in acquisitions. Such approval rights 
may be resisted by the borrower on the grounds that 
they deprive the borrower of the very benefi t sought, 
namely the buyer’s right to consummate acquisitions 
without having to petition for lender approval. There 
are two basic responses to this argument. First, the 
pursuit of future acquisitions entails a host of possible 
risks to the lenders. As the lenders stretch to accom-
modate the multi-varied forms that acquisitions can 
take—such as, for example, permitting deferred seller 

consideration, as opposed to pure cash deals, or, to cite 
just one more example, permitting the acquisition of 
real estate, with the attendant risk of environmental 
liabilities—the lenders will encounter occasional top-
ics that cannot be completely preapproved. Reserving 
approval rights over these narrowly defi ned topics is 
simply not equivalent to retaining broad discretionary 
rights over the transaction as a whole. 

Second, not all types of lender consent are equally 
burdensome to the borrower. In the context of a 
typical syndicated credit facility, which is the basic 
model for purposes of this article, the baseline rule 
for lender consent (customarily referred to in credit 
documentation as “Requisite Lender” or “Required 
Lender” consent) is customarily fi xed at either 66 
percent or 51 percent of the lenders measured by the 
lenders’ commitment interests. Under the provisions 
of most middle-market credit facilities, a borrower 
would be required to meet this baseline level of 
approval in order to consummate a business acquisi-
tion, absent the existence of a permitted acquisition 
facility or other form of up-front consent. Nothing 
precludes the parties, however, from establishing by 
contractual agreement different standards of lender 
approval in specifi c situations. In the context of per-
mitted acquisition facilities, when the lenders insist 
upon retaining some measure of discretion over 
select deal elements, such rights are often limited 
to the lead administrative agent. This refl ects a fair 
balancing of interests. The borrower avoids having 
to solicit approval from a broad portion of the bank 
group and can instead focus its attention on the lead 
administrative agent. At the same time, the lenders 
retain some level of discretionary review, with the 
administrative agent left with the responsibility 
of approving or disapproving select deliveries on 
behalf of the full bank syndicate.

Sources of Purchase 
Price Consideration

The sources of acquisition purchase price con-
sideration should also be analyzed in structuring 
permitted acquisitions, with the predominate 
sources of such consideration being proceeds of 
loans made under the credit facility, proceeds of 
equity investments and proceeds of third-party debt 
investments (or any combination thereof). 
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If the lenders will permit their borrower to use 
proceeds of future loans made by the lenders to con-
summate permitted acquisitions, consideration should 
be given to remaining loan availability for other intend-
ed uses of the credit. Most commonly, senior secured 
lenders will expect future revolving loans to be a sig-
nifi cant, if not the exclusive, source of working capital, 
and the unchecked use of such loans for consummating 
acquisitions may drain the company of working capital 
liquidity (which could include liquidity necessary for 
servicing the senior secured debt obligations). Lenders 
can protect themselves in this situation by imposing 
an excess availability requirement in connection with 
the consummation of permitted acquisitions, so as 
to ensure a minimum amount of “dry powder” after 
giving effect to the closing of the acquisition and the 
payment of related costs and expenses. Lenders may 
also guard against the consummation of acquisitions 
through the excessive use of lender-provided loans by 
imposing a leverage governor, with leverage calculated 
on a pro forma basis as discussed below. 

When external sources of capital are expected to be 
tapped to consummate permitted acquisitions—such 
as equity and/or third-party debt proceeds—credit 
documentation may need to be modifi ed to avoid 
an inadvertent confl ict with mandatory prepayment 
provisions. Most senior secured credit facilities, 
particularly those including term debt components, 
contain mandatory prepayment provisions designed 
to sweep against outstanding senior loans both excess 
cash fl ow as well as cash arising outside of normal 
operations. Equity and third-party debt proceeds 
are two primary examples of cash arising outside of 
normal operations that, per the terms of many form 
documents, would trigger borrower prepayment obli-
gations. The failure to modify these provisions during 
initial documentation to except out funds earmarked 
for acquisitions will cause a mismatch between busi-
ness expectations and documentation requirements, 
which may not come to light until the fi rst acquisi-
tion is contemplated. Fixing this documentation fl ow 
will require “Requisite Lender” approval, or even 
possibly unanimous lender approval, as the terms of 
some credit agreements describe the modifi cation of 
prepayment rights as one of a limited set of “sacred 
cow” provisions (including reducing principal or in-
terest), the modifi cation of which requires unanimous 
lender approval. Finally, when additional third-party 
debt is contemplated, the negative covenants restrict-

ing indebtedness will require proper structuring to 
accommodate such future debt and to address the 
permitted tenor and terms, including subordination 
terms, of such future debt, all in the same vein ad-
dressed above with respect to seller notes arising as 
a form of purchase price consideration.

Defi ning the Deliveries
Permitted acquisition criteria should include a thor-
ough list of deliveries by the borrower to the lenders 
as a condition to the consummation of any such acqui-
sition. The list, designed to satisfy both business and 
legal objectives, should be not only specifi c enough to 
clarify lender expectations and requirements but also 
suffi ciently fl exible to accommodate unexpected trans-
action elements. This fl exibility is typically created 
through an express authorization to the administrative 
agent, or some small subset of the lenders, to relax 
a requirement in the exercise of commercial judg-
ment. For example, permitted acquisition criteria will 
typically require delivery of current audited fi nancial 
statements of each acquisition target. In very small 
acquisitions, the target company may not have audited 
fi nancials, yet the fi nancial diligence performed by the 
borrower may nonetheless support consummation 
of the acquisition without this delivery. If the admin-
istrative agent for the lenders is of equal mind and 
has documentation authority to waive the delivery 
requirement, the transaction could progress. 

Typical business deliveries include copies of the tar-
get’s most recent annual audited fi nancial statements 
and the most recently available interim fi nancial 
statements. Some lenders will require that interim 
fi nancials not predate the acquisition by more than 
some specifi ed time period, so as to preclude closing 
on stale fi nancial information. The lenders will also 
often require fi nancial statements of the borrower to 
be prepared and delivered on a pro forma basis to give 
effect to the consummation of the acquisition and its 
various fi nancing sources (and also to give effect to 
any fi nancial adjustments approved by the lenders, 
as discussed in more detail below). These pro forma 
fi nancial statements often become the reference point 
for any performance-based conditions precedent. For 
example, the lenders may require that, after giving ef-
fect to the acquisition and all related transactions, total 
leverage (debt as a function to earnings before inter-
est, taxes, depreciation and amortization [EBITDA]) 
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not exceed a specifi ed level. Lenders seeking greater 
comfort as to the effect of an acquisition may also 
require delivery of projected fi nancial statements for 
some future time period, also prepared to give effect 
to the consummation of the transaction, and may also 
seek to condition consummation of any proposed 
acquisition on the borrower’s certifi cation that such 
fi nancial projections demonstrate compliance with 
corresponding future fi nancial covenants. 

Other common business deliveries include a rea-
sonable description of the business to be acquired 
and its competitive position in the marketplace; asset 
or business appraisals (sometimes positioned as “as 
available,” when the lenders will not second-guess the 
borrower’s decision to proceed without); a summary of 
management and/or operational changes after giving 
effect to the acquisition and a description of the method 
of fi nancing the acquisition, including the presentation 
of a closing sources and uses statement.

Legal deliveries are generally designed to bring 
within the existing collateral package any assets 
acquired by the borrower and also to require credit 
enhancement, such as a loan guaranty, by any new 
legal entities created or acquired as part of the 
acquisition. Deliveries, for example, may include 
joinders to existing master security agreements and 
guaranties. In some credits, these joinder agreements 
are negotiated at deal inception and appended as ex-
hibits to signed credit documentation for purposes of 
future acquisitions. Alternatively, many acquisition 
criteria simply require such legal documentation to 
be reasonably acceptable to the administrative agent, 
with the occasional caveat that such documentation 
will be, to the extent applicable, no more onerous to 
the borrower than comparable documentation signed 
by the borrower at the initial closing. 

Lenders may better assure themselves as to the 
validity and priority of any security interests created 
by acquisition closing date documentation through a 
number of supplemental deliveries including relative-
ly recent Uniform Commercial Code (UCC) fi nancing 
statement and other public record search reports; 
evidence of proper insurance and related lender loss 
payee endorsements with respect to acquired assets; 
certifi ed board resolutions regarding the execution and 
delivery of all new legal documentation and related 
opinions of counsel with respect to newly executed 
credit documentation. Special deliveries will often 
be required in the case of assets that fall outside the 

ambit of Revised Article 9 of the UCC, including real 
estate (requiring real property mortgages and related 
title insurance); motor vehicles (requiring lien ap-
plications in accordance with specifi c state law); and 
federally registered intellectual property, aircraft and 
chartered vessels (requiring specialized mortgages 
fi led with applicable federal offi ces). The inherent 
uncertainties as to the type of future-acquired assets 
and the content of future reports described above all 
but ensure some reasonable level of lender approval 
rights in this arena.

Other legal deliveries, typically in the form of clos-
ing certifi cations, are designed to assure the absence 
of any default, either before or after giving effect to 
the acquisition, to establish ongoing legally suffi cient 
solvency, to require delivery of material third-party 
consents (such as mezzanine debt) and to disclose 
certain risks associated with the acquisition, such as 
ongoing litigation and assumption of existing debt, 
liens and contractual obligations. Related to these risk 
assumptions, lender’s counsel should also consider 
the impact of permitted acquisitions on the various 
customary buckets set forth in typical credit documen-
tation that establish limits for, among other things, the 
amounts of debt, liens, investments and contingent 
obligations permitted by the lenders. Absent suf-
fi cient cushion set at closing, or some self-adjusting 
mechanism in respect of acquisitions, these restrictions 
will function as independent blocks on permitted 
acquisitions, when consummation would otherwise 
result in a breach. Many larger market credits cure for 
this blocking risk by consenting in blanket fashion to 
all such risks, so long as they were not incurred by 
the target in contemplation of the acquisition.2 Many 
lenders will not be comfortable with this broad-stroke 
approach and will instead seek to craft a more nuanced 
approach to accommodate expected growth. 

Going Global
Businesses of all sizes seeking competitive advantage 
now scour the globe in search of growth opportunities. 
While lenders have become quite adept at addressing 
international aspects of a borrower’s business as part 
of an initial underwriting, few credit facilities properly 
accommodate for international growth as part of future 
acquisitions. Many credit forms in the commercial mar-
ketplace that accommodate some level of permitted 
acquisitions nonetheless expressly prohibit acquisitions 

Negotiating and Documenting Permitted Acquisitions



16   COMMERCIAL LENDING REVIEW MAY–JUNE 2005

outside the United States. Other forms, intentionally 
or inadvertently, indirectly block foreign acquisitions 
by establishing conditions, such as the requirement 
that all acquired assets be subject to a perfected lien in 
favor of the lenders, that are impractical or impossible 
in an international context. Lenders that are able to ac-
commodate and manage the special business and legal 
risks associated with international acquisitions likely 
will gain a competitive market advantage.

The business risks of foreign operations include 
instability of foreign governments; foreign affairs 
developments, including changes in treaties and 
international conventions; currency fl uctuation and 
other global economic trends; and the challenges of 
monitoring and servicing foreign operations. Lenders 
that are prepared to accommodate these risks to some 
degree as part of an initial underwriting should also be 
comfortable accommodating them as part of a possible 
acquisition strategy, so long as appropriate parameters 
are set. For example, lenders may limit acquisitions 
within a preset list of commercially friendly nations. 
Further, lenders concerned with the risk of excessive 
offshore growth may include special covenants to as-
sure that some core element of a borrower’s business 
remains domestic. 

There are special legal risks associated with future 
acquisitions. While some international bodies, includ-
ing the United Nations, have begun the promulgation 
of uniform conventions for the perfection and en-
forcement of certain security interests, as a general 
matter the ability to attach, perfect and enforce liens 
in foreign jurisdictions remains subject to the local 
law in which foreign assets lie. Lenders inexperienced 
with foreign commercial law may fi nd themselves 
surprised to fi nd that certain legal concepts intrinsic 
to commercial fi nance in this country, such as the free 
assignability of accounts receivable, liens securing 
after-acquired property and fi xed rules of priority, are 
either unrecognized by the laws of many countries 
or subject to suffi cient procedural complexities as to 
be practically unfeasible. Some lenders, on occasion, 
seek to avoid these complexities by perfecting liens on 
foreign assets through the use of documents prepared 
under the laws of the United States, usually citing 
one of the following rationales: (1) legal concepts 
recognized in the United States must be close enough 
to work in foreign jurisdictions; (2) judges or other 
legal enforcers in foreign jurisdictions will respect the 
choice of U.S. governing law for purposes of perfec-

tion abroad; or (3) even if the approach is ineffective, 
certainly no harm can come of trying, and perfection 
under foreign law can always be revisited if the credit 
underperforms. As but one example of how wrong 
these beliefs may be, consider the creation of a pledge 
over the equity interests of a Nova Scotia unlimited 
liability company, a legal entity popular in Canada 
due to certain fl ow-through tax attributes. The use 
of a standard U.S. form of pledge agreement with-
out modifi cation may, under provincial Nova Scotia 
law, render the lender liable for the liabilities of the 
pledged entity—certainly a far worse position for the 
lender than simply doing without the pledge. 

One additional legal concept underscores the chal-
lenges of structuring for future foreign acquisitions, 
and it derives from domestic as opposed to foreign 
law. Under certain provisions of the Internal Revenue 
Code (referred to in the vernacular as “Section 956,” 
which is one, but not the only, section of the Internal 
Revenue Code bearing on this issue), if a foreign 
subsidiary of a U.S. borrower grants certain credit 
enhancements—including by way of guaranty, pledge 
of assets of the foreign entity or pledge by the U.S. 
borrower of more than 65 percent of the equity of 
the foreign subsidiary—to support loans made to the 
U.S. borrower, the transaction is treated, for federal 
income tax purposes, as a “deemed dividend” by the 
subsidiary to its U.S. parent of all accumulated and 
undistributed earnings and profi ts. This IRS treatment 
may, under certain facts, give rise to dividend income 
taxable to the U.S. borrower irrespective of whether 
foreign dividends are, in fact, repatriated. Determina-
tion of the magnitude of any Code Sec. 956 tax and the 
potential availability and magnitude of offsets (such as 
foreign tax credits) is highly fact-specifi c and usually 
requires the engagement of accounting and legal tax 
specialists. Moreover, triggering the tax has ongoing 
costs to the borrower, as all future subsidiary earnings 
and profi ts may be immediately taxed in the United 
States as dividend income. Largely because of these 
costs, commercial loan documentation has gener-
ally evolved to presume that, at least where foreign 
subsidiaries and foreign operations are not central to 
the borrower’s overall operations, lenders will avoid 
any conduct that may trigger Code Sec. 956 tax. As a 
consequence, lenders agreeing to future foreign acqui-
sitions can expect to fi nd themselves constrained by 
the presumption that foreign collateral will be limited 
to not more than 65 percent of the equity of any foreign 
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subsidiaries and that the assets of these subsidiaries 
will be completely unavailable to the lenders.

Financial Covenant 
Modifi cations

Financial covenants are structured at deal inception to 
model expected changes in fi nancial performance over 
time based upon the borrower’s business as it exists at 
closing. The consummation of future acquisitions can 
have a material impact on these expectations, render-
ing certain fi nancial covenants effectively meaningless 
and others inappropriately restrictive. Detailed atten-
tion at the documentation stage to the relationship 
between future acquisitions and the fi nancial covenant 
package is an essential element of a properly conceived 
permitted acquisition facility. 

EBITDA, and the impact of future acquisitions 
on EBITDA, are useful starting points, inasmuch as 
EBITDA is a common fi nancial covenant and a core 
component of other typical fi nancial covenants, in-
cluding coverage ratios (interest and fi xed charges) 
and leverage. When EBITDA is used in a credit facility 
as an independent fi nancial covenant, automatic ad-
justments to required covenant levels may be needed 
to avoid rendering the covenant moot in respect of 
consummated acquisitions. Consider, for example, 
a business that has historically produced steady 
EBITDA, measured over any trailing 12-month pe-
riod, of $2 million, with a minimum EBITDA covenant 
set at $1.6 million. If the business closes a permitted 
acquisition that contributes $1 million to consolidated 
EBITDA, the unadjusted covenant would be signifi -
cantly devalued compared to actual performance (80 
percent in the base case versus 53 percent postacqui-
sition). The utility of the covenant, however, may be 
preserved by making the covenant level self-adjusting 
in respect of acquisitions. For instance, in the example 
above, the covenant could be set at $1.6 million plus 
80 percent of closing-date EBITDA for each consum-
mated permitted acquisition.

Adjustments may also be needed to the computation 
of EBITDA itself. The fi rst type of adjustment is the 
“pro forma add-backs,” those expenditures that reduce 
consolidated EBITDA but that do not properly refl ect 
the normalized operating results of the business on a 
going-forward basis. Adding such expenditures back 
to the computation of EBITDA therefore establishes 

a more accurate gauge of operating performance. 
Common add-backs include costs of consummating 
an acquisition, severance expenditures, integration 
costs and excessive prior owner compensation, 
though the full range of possible add-backs defi es 
description. Because of the impossibility of knowing 
in advance what add-backs will be appropriate in 
respect of future acquisitions, credit documentation 
typically gives the administrative agent the right to 
approve add-backs on behalf of all lenders (though 
on occasion, lender groups may not be willing to give 
the administrative agent this level of discretion).

The second adjustment to EBITDA is made as a 
result of the timing of acquisitions relative to the 
measurement of EBITDA. A derivative of the income 
statement, EBITDA is always measured over a period 
of time, typically for covenant purposes over a trailing 
12-month period. The timing of an acquisition closing 
within a given measurement period can have a signifi -
cant impact on EBITDA for that period. Consider, for 
example, an asset acquisition that closes on the second 
day of a 12-month measurement period as opposed to 
a similar acquisition that closes on the second to last 
day of such period. In the fi rst case, EBITDA for the 
period will be almost entirely inclusive of the earnings 
attributable to the acquisition over that period, while 
in the second case, EBITDA will be almost entirely 
unaffected by the acquisition.

This timing difference can produce irrational re-
sults when testing certain fi nancial covenants. For 
example, if the EBITDA covenant is automatically 
adjusted, as discussed above, to include a certain per-
centage of trailing 12-month acquisition EBITDA, the 
earnings contribution of the acquired business should 
be measured over the same period, irrespective of 
the actual closing date of the acquisition. Another 
important example is leverage. Leverage is a ratio of 
(1) debt as of the last day of a measurement period to 
(2) EBITDA for the measurement period, classically 
a 12-month period. If permitted acquisitions are con-
summated during a given period of analysis, debt 
for leverage purposes will be fully refl ective of the 
acquisition’s impact—that is, if additional loans are 
required either to consummate the acquisition or to 
support the working capital needs of the acquisition, 
they will be included in the determination of debt at 
the end of a measurement period. In contrast, and as 
shown above, EBITDA may or may not refl ect the full 
impact of the acquisition, depending upon the closing 
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date of the acquisition. Lenders and borrowers alike 
will want to adjust EBITDA in this situation to elimi-
nate the timing factor. This is achieved by adding to 
baseline EBITDA the equivalent operating results of 
the acquired business over the same period and to 
the extent not otherwise refl ected in consolidated 
EBITDA of the borrower. This preacquisition EBITDA 
of the target gradually drops out of the EBITDA 
calculation over time, as postacquisition operating 
results, which are fully inclusive of the target’s oper-
ating results, replace historical preacquisition results, 
until fi nally replacing them in full as the EBITDA 
measurement period moves forward in time.

Importantly, this second adjustment to EBITDA is 
not appropriate for all fi nancial covenants. In contrast 
to leverage, the coverage ratios—interest coverage 
and fi xed-charge coverage—by their design properly 
integrate the effect of most acquisitions without the 
need for EBITDA adjustment. For example, if an asset 
acquisition were to close exactly at the midpoint of 
a year under analysis, unadjusted EBITDA for that 
year will refl ect only one-half of the year’s results 
for the acquired assets. Similarly, the denominator 
of the coverage ratio (either interest charges or fi xed 
charges) will also be calculated to refl ect the incre-
mental effect of the acquisition over the same period. 
Implementing the different treatment of EBITDA for 
different covenants typically results in the tracking of 
two different data points, pro forma EBITDA for lever-
age and EBITDA covenant purposes and unadjusted 
EBITDA for coverage ratio purposes.3 

Finally, capital expenditure covenants should be 
reviewed in respect of permitted acquisitions. These 
covenants are typically structured as a static dollar 
bucket over a defi ned period, usually a fi scal year, of-
ten with some percentage rollover of unused dollars. 
The consummation of acquisitions can put pressure 
on the preset bucket, sometimes to the point of break-
ing, as many assets acquired as part of permitted 
acquisitions will require ongoing maintenance (if 
not growth) capital expenditures. Accommodation 
for future acquisitions may be made by shifting the 

covenant from a static dollar amount to a budget 
that self-adjusts for growth. A common example 
of a self-adjusting capital expenditure covenant is 
one tied to a percentage of revenue over the period 
of measurement. As revenue expands as a result of 
consummated acquisitions, so too the permitted 
amount of capital expenditures would expand. 

Final Thoughts
Merger and acquisition activity has increased in 
the early months of 2005 and is expected to remain 
strong for the rest of the year if economic conditions 
remain stable or improve. As corporate borrowers 
survey the marketplace for attractive acquisition 
candidates, they will expect their stakeholders, 
including their lenders, to support their efforts to 
grow through acquisitions. From the lenders’ per-
spective, such support can be given without the 
assumption of unreasonable risk, provided that 
the scale and direction of growth is properly regu-
lated through appropriate credit documentation. 
Managing for growth does present challenges to 
corporate lenders, and the ability to address these 
challenges in a responsible manner, balancing the 
interests of borrowers and colenders alike within 
the boundaries of prudent underwriting, will help 
distinguish lead lenders within the borrower and 
investor communities. 

Endnotes
1 Earn-outs create additional complexities in connection with 

structuring permitted acquisitions, stemming from the fi -
nancial valuation of the earn-out itself. This is relevant for, 
among other things, factoring in the earn-out for purposes 
of purchase price caps, discussed above. It also comes to the 
forefront in valuing the earn-out in connection with calcula-
tions of leverage, either as an independent fi nancial covenant 
or as a governor on loan advances. 

2 For example, a typical negative covenant concerning indebt-
edness might contain, as one category of permitted indebt-
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edness, “all indebtedness assumed in connection with the 
consummation of a Permitted Acquisition, so long as such 
indebtedness was not incurred by the Target in contemplation 
of such Permitted Acquisition.” Such an approach solves for 
the problem of this negative covenant blocking an otherwise 
permitted acquisition but at the cost of exposing the lenders 
to an open-ended amount of assumed indebtedness.

3 Depending on the computation methodology employed, 
stock acquisitions, as compared to asset acquisitions, may 
result in an automatic inclusion of either preacquisition 
EBITDA and/or preacquisition fi xed charges and interest ex-
pense for the acquired subsidiary. In such cases, counsel will 
need to adjust these computation rules in order to provide 
for logically consistent covenant computations, as outlined 
in this article.
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