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In our March edition, we discussed how Liability Man-
agement Exercises (LMEs) have become a dominant
strategy for distressed companies navigating tight li-
quidity and looming maturities. We explored why LMEs
are on the rise and how they challenge traditional no-
tions of restructuring.

This month, we focus on a core element behind many of
these strategies: value transfer — how companies shift

value within their capital structure, often disadvantag-
ing certain groups of creditors.

Why Value Transfer Matters

At the heart of many LMEs lies a simple but powerful
objective: reallocate economic value within the capital
structure without triggering formal insolvency. This may
involve transferring value from subordinated to senior
creditors, or more controversially, from existing credi-
tors to new ones (often backed by sponsors).

The implications of such value transfers are enormous:

>  Creditors with previously equal ranking can see
their recovery expectations altered overnight.

> Legal disputes often arise as some lenders chal-
lenge restructurings that bypass traditional protec-
tions.

> For investors, failing to identify a potential value
transfer mechanism can mean significant losses.

How Value Transfer Is Made Possible:
Covenant Flexibility

These redistributions are possible because of weak or
flexible credit documentation — particularly in cove-
nant-lite loan and bond structures. The growing domi-
nance of covenant-lite debt in both the U.S. and Europe
has weakened traditional creditor protections, allowing
issuers to:

> Amend core terms with minimal lender consent.
> Carve-out asset movement and lien loopholes.

> Re-designate subsidiaries and reclassify debt.

In this environment, LMEs can be executed through
clever legal structuring, often in ways that were not en-
visioned when the debt was originally issued.

Loan vs. Bond Covenant Frameworks

To understand how value transfer works, it is helpful to
look at the legal tools companies use.

In loan agreements, these tools are called Investment
Covenants. They limit how borrowers can use their capi-
tal — for example, by restricting investments in subsidi-
aries, asset transfers, or the designation of certain sub-
sidiaries as "unrestricted", meaning outside of creditor
protections.

In bond documents, the main control is the Restricted
Payments Covenant. This restricts e.g. the company
from paying dividends, buying back shares or debt, or



transferring assets to affiliates or unrestricted subsidi-
aries.

In both cases, borrowers can work around these rules by
using carve-outs, exceptions, and baskets — built-in al-
lowances that give them room to maneuver.

Carve-outs are specific exclusions built directly into the
covenants. They permit defined activities that would
otherwise be prohibited. For instance, a covenant may
generally restrict asset transfers to subsidiaries, but a
carve-out might allow such transfers up to a fixed
amount (e.g., €25 million annually). Carve-outs provide
narrow, rule-based allowances.

Exceptions override a restriction altogether, but only if
certain conditions are met. For example, a company
might be prohibited from making dividends, except if its
leverage ratio falls below a pre-agreed threshold. These
are typically linked to financial tests and offer broader
flexibility conditional on company performance.

Baskets are quantitative permissions within covenants
that allow borrowers to make certain payments or in-
vestments up to a predefined monetary limit. These may
be cumulative (building over time), general (for any use),
or specific (e.g., for acquisitions or restricted pay-
ments). They serve as controlled zones of flexibility
within otherwise restrictive agreements.

These mechanisms, especially when layered or used in
combination, allow issuers to navigate around protec-
tions embedded in credit documentation. While legiti-
mate in design, they can be leveraged to facilitate mate-
rial value transfers that significantly alter creditor ex-
pectations and undermine the original structure of a
transaction.

Drop-Down Transactions: A Playbook for
Value Transfer

A textbook example of how value transfer is executed is
the drop-down transaction. Here's how it typically
works:

1. Create NewCo and designate an Unrestricted Sub-
sidiary: The issuer uses carve-outs to designate a
subsidiary as “unrestricted,” freeing it from most
covenant protections.

2. Transfer Assets: Valuable assets (e.g., intellectual
property, real estate) are moved from the restricted
group to the newly unrestricted entity.

3. Incur structurally senior debt: The unrestricted
subsidiary raises new debt, secured by the trans-
ferred assets.

4. Transfer debt proceeds to operating subsidiaries:
Proceeds from the new financing may be used to
pay down old debt, support operations, or even
make distributions. The existing lenders, now with-
out access to key assets, find themselves in a
structurally subordinated position.
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Case in Point: J.Crew

The most prominent and formative example of a drop-
down liability management exercise is J.Crew’s 2017 re-
structuring, which reshaped the playbook for sponsor-
backed transactions in distressed debt. Facing mount-
ing financial pressure, the U.S.-based apparel retailer
took advantage of bond indenture flexibility to imple-
ment a highly controversial value transfer.

At the heart of the transaction was J.Crew’s decision to
designate one of its subsidiaries as "unrestricted",
thereby removing it from the protective covenants of the
company’s existing bond agreements. Using carefully
structured carve-outs in its restricted payments and in-
vestment covenants, J.Crew transferred its most valua-
ble asset — its brand intellectual property (IP) — to this
unrestricted entity. Since the entity was no longer sub-
ject to the original debt covenants, the transferred as-
sets could now be used as collateral for fresh financing.

J.Crew proceeded to raise $300 million in new debt se-
cured by the IP held by the unrestricted subsidiary. Ex-
isting bondholders, who once relied on the brand IP as
core collateral, suddenly found themselves with inferior
claims. Though the move was technically permissible
under the bond covenants, it had the effect of signifi-
cantly reducing recovery expectations for legacy credi-
tors while preserving liquidity and equity value for spon-
sors.

The maneuver sparked widespread criticism and litiga-
tion, but it survived legal challenge due to the precision
with which it was executed. As a result, the market
quickly responded by adopting "J.Crew Blockers" — ex-
plicit provisions in bond documents designed to prevent
similar value-stripping transactions in the future. These
clauses have since become a critical focus for debt in-
vestors during documentation review and negotiations.
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Disclaimer

This document is published for the reader’s personal and general infor-
mation only and without any obligation, whether contractual or other-
wise. It does not constitute and may not be construed as investment ad-
vise. All information contained herein is based on carefully selected
sources which are considered to be reliable. However, XAIA Investment
GmbH, Munich, cannot guarantee that it is correct, complete or accu-
rate In all respects. Any liability or warranty arising from this document
is therefore excluded completely.

The information in this document about fund products, securities and fi-
nancial services has only been examined to ensure it is in compliance
with Luxembourg and German laws and regulations. In some legal sys-
tems, the circulation of information of this type may be subject to legal
restrictions. The present information is therefore not intended for natu-
ral or legal persons whose place of residence or business headquarters
is subject to a legal system which places restrictions on the circulation
of information of this type. Natural or legal persons whose place of resi-
dence or business headquarters is subject to a foreign legal system
should therefore familiarize themselves with said restrictions and com-
ply with them as appropriate. In particular, the information contained in
this document is not intended or designed for citizens or persons sub-
ject to the laws of the United Kingdom or the United States of America.

This document is neither an offer nor a request to submit an offer for the
acquisition of securities, fund shares or financial instruments.

An investment decision regarding any securities, fund shares or finan-
cial instruments should be made on the basis of the relevant sales doc-
uments (e.g. official offering documents and prospectuses), but not on
the basis of this document under any circumstances.

All opinions expressed in this document are based on the evaluation of
XAIA Investment GmbH at the original time of their publication, regard-
less of when this information was received, and may change without
prior notice. XAIA Investment GmbH therefore expressly reserves the
right to change opinions expressed in this document at any time and
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without prior notice. XAIA Investment GmbH may have published other
publications, which contradict the information presented in this docu-
ment or lead to other conclusions. Such publications may be based on
other assumptions, opinions and methods of analysis. The information
given in this document may also be unsuitable for, or unusable by spe-
cific investors. It is therefore provided merely by way of information and
cannot replace the services of a professional adviser.

The value of fund products, securities and financial services and the re-
turn they generate can fluctuate significantly. Investors may not recover
the full amount invested. Past performance is not an indicator of future
returns. No representation or warranty, express or implied, is provided
in relation to future performance. Calculation of fund performance fol-
lows the so-called BVI method; simulations are based on time-weighted
returns. Front-end fees and individual costs such as fees, commissions
and other charges have not been included in this presentation and
would have an adverse impact on returns if they were included.

This document is only intended for the use of those persons for whom it
is intended and provided by us. It may neither be used by other persons
nor forwarded or made accessible to them in the form of publications.

Nothing in this document is intended to provide or to replace tax advice
and its content should not be relied upon to make investment decisions.
This document is neither exhaustive nor tailored to the needs of any in-
dividual investor or specific investor groups. Investors should always
consult their own tax adviser in order to understand any applicable tax
consequences.

The contents of this document are protected and may not be copied,
published, taken over or used for other purposes in any form whatsoever
without the prior written approval of XAIA Investment GmbH.
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