November 2005

Why Seller Paper May Be A Viable Financing Solution

With the abundance of debt financing options, some
sponsors probably need to jog their memories to
recall the last deal in which they utilized seller
financing. Back in leaner times for the financing
markets, it was not uncommon to see seller paper fill
the gap in the capital structure after traditional
financing sources had been exhausted. Today,
seller paper finds its way into deals for a variety of
reasons and can take many forms, ranging from a
simple, hope-we-get-paid-someday subordinated
promissory note to a full high-yield style form,
complete with indentures, registration rights
agreements and the like. The following describes

how seller paper is utilized, and the forms it can take.

When And Why Seller Paper Is Used

Seller paper is used for a variety of reasons, driven
by the different contexts and reasons for seller
financing.

Financing of Last Resort for Buyer - Seller paper is
sometimes used to fill the gap between the targeted
purchase price for an acquisition and the amount of
financing available from third party financing
sources. That gap may exist for a number of
reasons. In an environment where financing is
scarce, the buyer may need seller paper as a
financing source for what would otherwise be the
market purchase price for an acquisition. When
used in such a context, seller paper tends to take
elaborate forms, designed with economic benefits
and protections for the seller that either mimic or
perhaps even surpass those given to third party
financing sources.

Purchase Price of Last Resort for Seller -
Conversely, even though financing is available for
what would be the market purchase price for an
acquisition, the buyer and the seller may wish to
"stretch” the purchase price beyond that mark.
Seller paper is often structured in such situations to
provide the possibility of achieving that "full”
purchase price, while minimizing the risks to the
buyer and its third party financing sources.

Cheaper Than You Might Think - Even when
financing market conditions are generally
reasonable, a bump in the markets or special
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characteristics of a given company or transaction
may produce a situation where seller financing on
mutually agreeable terms makes more sense
marginally for both parties than full utilization of the
most expensive tranche of third party financing.

Some Skin In The Game - In situations where the
seller will continue to have a significant continuing
role in managing the company, seller paper can be
used to ensure the seller maintains a continuing
interest in the performance of the company. Seller
paper can also be structured in situations where
significant contingencies are built into the
achievement of the full purchase price, or where the
buyer has a significant interest in ensuring the
fulfillment of indemnity obligations to provide a
mechanism for returning economics back to the
buyer.

More Headache Than You Might Think - While seller
financing can be useful, there are also reasons to
think carefully about whether seller paper should be
utilized. Unlike third party financing, there are often
no "market" terms available to guide the negotiation
of terms, and no continuing relationship with the
providers of the financing. Negotiations can take
unpredictable turns, particularly when thrown into the
general mix of the negotiations over the sale of the
company. In the longer term, if the relationship with
the seller turns sour, or if the seller notes are
transferred by the sellers to unfriendly hands, the
seller notes may become a device for mischief.

Common Types Of Seller Paper

Seller paper takes many different forms depending
on the specifics of the transaction. For illustrative
purposes, it may be useful to consider two examples
on the opposite extremes of leverage between the
buyer and the seller, as well as an example of a
structuring alternative.

Deeply Subordinated Promissory Notes - Common
where seller paper is used to stretch the purchase
price, this form of seller paper is relatively simple,
without significant covenant or other protection for
the seller beyond the promise to pay. Commonly,
this form of seller paper is deeply subordinated to
other financing to reduce the risk to third party
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