CASE STUDY: HOME SUITES (HSE)

Back to the case study of Home Suites (HSE) from the end of Chapter 5. As part of the
credit application, the deal team from Drou Bank Corporation (“DBC” or “Drou Bank")
needs to run an analysis based on the structure and terms of the deal, as well as test debt
repayment capacity from base case and stress case. These parts are normally conducted
by the more experienced senior analyst or associate of the deal team.

CREDIT APPLICATION—TRANSACTION
Transaction

Superlnv Group and AllStar Group (the “Sponsors”) agreed to buy hotel operator Home
Suites for $7.6 billion. The Sponsors' cash offer of $22.50 per share represents a premium
of 20% to HSE's share closing price on April 2. The total consideration will be funded by
a split of 70% of equity injection from the Sponsors and 30% of debt financing with Bank
A as the agent bank. The transaction is scheduled to close in November 2021.

Drou Bank was invited by PE firm AllStar to participate in the transaction as a Join
Lead Arranger (“JLA") with $475 million commitments to bank debt ($100 million revolver,
$175 million Term Loan A, $200 million Term Loan B). In addition, Drou Bank will also
commit $198.75 million to the bridge loan facility, which will be taken down by subordi-
nated corporate bonds upon closing of the LBO transaction.

PRO FORMA SOURCES AND USES ($ 000'S)

% of FY2020 FY2019 Stock Shares

Sources Funded TotalCap EBITDAx EBITDAx  Uses Price (5) Outstanding Amount
Revolver ($400,000) 0.0% Cash —
Term Loan A 700,000 9.2% 1.8x 1.2x Purchase Price $22.50 184,662 4,154,904
Term Loan B 800,000 10.5% 2.1x 1.4x Refinance Debt 3,220,346

Total Bank Debt 1,500,000 19.7% 3.9x 2.6X Transaction Fees 3.00% 221,258

& Expenses

Subordinated Bonds 795,000 10.5% 2.1x 1.4x

Total Debt 2,295,000 30.2% 6.0x 4.0x
Cash Equity 5,301,508 69.8% 13.9x 9.2x

Total Sources 7,596,508 100.0% 19.9x 13.2x Total Uses 7,596,508

Acquisition Target 2,020 (COVID) EBITDA= 382,369
Acquisition Target 2,019 (normal) EBITDA= 576,528
LIBOR Rate/Floor= 1.00%
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PRO FORMA CAPITALIZATION TABLE

FY2020 PF Closing FY2020 FY2019
($ 000's) As of FYE 2020 EBITDAx LBOAdj. (11/2021) EBITDAx EBITDAX
Cash 564,995
Existing Debt 3,220,346 (3,220,346) —
Funded RC — — —
Term Loan A — 700,000 700,000
Term Loan B — 800,000 800,000
Total Bank Debt 3,220,346 8.4x | (1,720,346) | 1,500,000 3.9x 2.6x
Corporate Bonds — 795,000 795,000 2.1x 1.4x
Total Debt 3,220,346 8.4x | (925,346) | 2,295,000 6.0x 4.0x
Equity (Book Value) 1,061,094 2.8x| 4,240,414 | 5,301,508 13.9x 9.2x
Total Capitatlization 4,281,440 11.2x | 3,315,068 | 7,596,508 19.9x 13.2x
Acquisition Target 2,020 (COVID) EBITDA = 382,369
Acquisition Target 2,019 (normal) EBITDA= 576,528

The proposed transaction is a de-leveraging event to the Company, as the pro

forma capital structure will reduce the total leverage from 8.4x as of the fiscal year

2020 to 6.0x.

Based on the fiscal year 2020 EBITDA, the purchase multiple of 19.9x and total
leverage of 6.0x are considered aggressive for deals of this type. However, the fiscal
year 2020 EBITDA was negatively impacted by the COVID-19 pandemic and thus
is not the normal EBTIDA of the business. Based on the fiscal year 2019 EBITDA,
which is a reference of the borrower’s normal EBITDA level, purchase multiple and

total leverage would be 13.2x and 4.0x, respectively.

The proposed capital structure provides sufficient cushion to the bank debt with equity

injection representing approximately 70% of the total capital structure and corporate
bonds representing around 10% of the total capital structure. In addition, the bank debt
will be fully secured by hotel properties owned by the borrower.

CREDIT APPLICATION—TERMS AND CONDITIONS

Another important component of the credit application is the summary of the proposed
terms and conditions. The Sponsors will provide a term sheet with the key transaction
terms, which are subject to negotiation throughout the process. While the law firm rep-

resenting the lenders and the legal department of each bank will review the terms from



CHAPTER 6

FINANCIAL CREDIT AND STRUCTURE OF THE LOAN 171

a legal standpoint, the deal team still must receive approval from the credit committee

from a credit standpoint.

Terms and Conditions (Senior Secured Facilities)
*Terms are subject to changes upon transaction closing.

Borrower(s)

Home Suites Inc (the “Borrower”)

Guarantor(s)

Home Suites Holdings LLC (“Holdings") and each material wholly
owned domestic restricted subsidiary subject to customary excep-
tions

Expected Closing Date

11/2021

Sponsor(s) “Superlnv,” “AllStar” (60%/40% ownership split)
Agent (s) Admin Agent Bank (Left Lead): Topbank Bank NA
Join Lead Arrangers (JLA"s): Drou Bank Corporation and TBD
Facilities RC: $400,000,000
TLA: $700,000,000
TL B: $800,000,000
Purpose of Loans RC: general corporate and working capital.
TLA and TL B: to fund the LBO transaction
Base Rate(s) HBOR (1% Floor)

Upon discontinuation of HESR: the Admin Agent Bank and the
Borrower can choose a new rate that considers the then prevailing
market convention, subject to negative consent of the majority
lenders

Underwriting Fees RC: 2.25%
TLA: 2.25%
TLB: 2.25%
Original Issue Discount RC: 97.75
(“oID" TLA:97.75
TLB: 99.75
Pricing Spread(s) RC: L+ 350 - 400 (50bps commitment)
TLA: L+ 350 - 400
TLB: L+400 - 550
Maturities RCand TLA: 11/2026

TLB: 11/2028

Call Protections

TL B: 101 soft calls 6 months post-closing

Amortization Schedule

TL A: annual amortization schedule of 5%, 10%, 10%, 15%, 15%
with quarterly payment (first payment in March 2022), remaining at
maturity

TL B: 1% per annual with quarterly payment (first payment in March
2022), remaining at maturity
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Incremental Facilities

$350,000,000 free-and-clear, plus amount subject to negative
covenants

Financial Covenant(s)

Net senior secured leverage ratio at 4.25x with two step-downs to
3.25x
Net total leverage at 6.00x with two step-downs to 4.00x

Equity Cure(s)

Cap: two cures per four fiscal quarter period, five cures for life

Affirmative Covenants

Financial Statements

Certificates; Other Information
Payment of Obligations

Taxes

Maintenance of Existence; Compliance
Maintenance of Property; Insurance
Inspection of Property; Books and Records; Discussions
Notices

Environmental Laws

Additional Collateral, etc.

Use of Proceeds

Know Your Customer

Further Assurances

Leases

Post-Closing Requirements

Negative Covenants

Financial Condition Covenants

Indebtedness

Liens

Fundamental Changes

Restricted Payments

Transactions With Affiliates

Certain Amendments

Amendments to Other Loan Documents Regarding Debt Incurrence

Events of Default

Missed Interest or Principal Payment

Material Inaccurate in Representations and Warranties
Breach of Covenants

ERISA Event

Cross-Default

Insolvency

Change of Control

Material Adverse change

Mandatory Prepayments

Subject to reinvestments or prepayment of loans:
100% proceeds from selling assets subject
100% proceeds from equity investment

Excess Cash Sweep

Starts at 50% with two step-downs:
s Step-down to 25% at 2.50x net first lien leverage ratio
s Step-down to 0% at 1.50x net first lien leverage ratio

Others

MFN: 50bps (no sunset)
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CREDIT APPLICATION—PROJECTIONS (BASE CASE)

In an LBO transaction, the Sponsor usually provides an equity case that emphasizes the
growth of the target company from the equity investor's perspective. Debt investors such
as the banks care more about the borrower’s debt repayment capacity and would run their
own base case with more conservative assumptions. In the Home Suites LBO transaction,
after receiving the equity case from the Sponsor, the deal team completes its own base
case that focuses on the debt repayment capacity and covenant compliance over the life
of the bank debt facilities.

BASE CASE ASSUMPTIONS—INCOME STATEMENT

The base case assumes an organic growth of 3% of average daily rate (“ADR,” price
charged per room) and revenue from franchised hotels, in line with expected GDP
growth. The number of rooms is projected to grow at an annual rate of 2% as the
Company gradually expands its hotel rooms. The occupancy rate is assumed to be
back to the prior COVID-19 level in 2022 and stabilize at 80%.

The base case also reduces COGS and operating expense as a percent of revenue
as ADR is projected to increase and the Company will realize economies of scale
and improve operating efficiencies over time.

Depreciation and amortization as a percent of revenue are assumed to be at the
same level as 2020 over the projection period.

The tax rate is 34% per opinions from the management and accounting advisers.

BASE CASE ASSUMPTIONS—CASH FLOW STATEMENT AND BALANCE
SHEET STATEMENT

Capex and deferred taxes as a percent of revenue are projected at the historical
average rate of 2016-2020.

Cash related to working capital is calculated as changes reflected on the balance
sheet as calculated by days of working capital items.

AR days are assumed to be 5 days in 2021 and 6 days over the remaining years
of the base case period, a slight increase from 4.87 days in 2020. The base case
assumes the Company will loosen its collecting policy to stimulate sales.

AP days are projected to reduce from 143.12 days in 2020 to 128.14, which is the
prior COVID-192 level. The Company negotiated more favorable terms during the
pandemic, but as business goes back to normal, the AP days will also fall back to
the normal level.
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FINANCIAL CREDIT AND STRUCTURE OF THE LOAN

BASE CASE ASSUMPTIONS—DEBT SCHEDULE

Transaction specifics:

Closing Date: 11/2021, first loan principal payment in March 2022

177

($ 000's)

FACILITIES AMOUNT SPREAD MATURITY

Revolving $400,000 50bps (unfunded) 11/2026
£ + 400bps (funded)

Term Loan A $700,000 £+400 11/2026

Term Loan B $800,000 £+ 550 11/2028

Subordinated Bonds $795,000 9.0% 11/2029

Refinancing of Term Loan B N.A. N.A. N.A.

The interest expenses of the LBO debts over the base case are calculated based
on the closing date and maturity of each facility. The year 2021 only includes one
month of interest expenses of LBO debts given the scheduled transaction closing
of November 2021. Given the loan maturity of November 2026 of Term Loan A and
the maturity of November 2028 of Term Loan B, 11 months of interest expenses
are included in the maturity year for each facility accordingly.

Given the flex of pricing of the facilities, the projections consertively use the upper
bound of the pricing range.

The revolving facility is assumed to be refinanced before maturity to provide liquidity
for the Company’s short-term general corporate and working capital needs.

No drawdown of the revolving facility or refinancing of Term Loan B is assumed
in the base case, as the base case shows the Company generates sufficient cash
through operations. Term Loan A and Term Loan B are assumed to be fully repaid
upon maturity.

Transaction fees are amortized over 7 years post-closing.

BASE CASE RESULTS

The income statement and cash flow statement results show that the borrower'’s
business will continue to recover post-closing of the LBO transaction and show
stable organic growth after 2023. Operating margins also improve over the period.
The base case cash flow results also demonstrate the business'’s strong cash flow
generating ability.In 2028, accumulated cash available for debt service (CAFDS)
covers 116.4% of the total bank debt and 76.1% of the total debt. Cash position
also steadily increases over the base case period, except for 2026 and 2028, as the
Company needs to pay down the entire Term Loan A and Term Loan B upon maturity.
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CREDIT RISK MANAGEMENT AND ANALYSIS

The financial covenants of the transaction consist of the net senior secured leverage
ratio and net total debt leverage ratio. The deal team also sets an interest coverage
ratio to monitor the performance. All of the external and internal covenants have
been comfortably met with sufficient cushions.

CREDIT APPLICATION—PROJECTIONS (STRESS CASE)
Besides the base case, the bank lenders will also run a stress case to test the repayment
capacity and covenant compliance in the “worst-case scenario.” The stress case normally

pressures the borrower’s growth and margin to see if the business will still be able to
meet the debt obligations.

STRESS CASE ASSUMPTIONS—INCOME STATEMENT

To test the borrower's performance during the downturn, the stress case assumes
arecession scenario in 2024: ADR drops by 15% (vs. 13.3% during COVID-19), the
occupancy rate drops from 80% to 55% (vs. 73% to 61% during COVID-19), no
growth in numbers of rooms and no growth in revenue from franchised hotels (vs.
growth during COVID-19). A moderate recovery is assumed afterward.

COGS and operating expenses as a percent of revenue are also projected to increase
during the recession year to further pressure the margins.

Depreciation and amortization as a percent of revenue are assumed to be at the
same level as 2020 over the projection period.

The tax rate is 34% per opinions from the management and accounting advisers.

STRESS CASE ASSUMPTIONS—CASH FLOW STATEMENT
AND BALANCE SHEET STATEMENT

Capex and deferred taxes as a percent of revenue are projected to be the same
prior to the projected recession year. In 2024, as the revenue and profits start to
decline, the stress case assumes the management would cut or postpone Capex to
save cash. Capex is projected to increase as a percent of revenue as the business
starts to recover.

Cash related to working capital is calculated as changes reflected on the balance
sheet as calculated by days of working capital items.

AR days are assumed to increase over the stress case period as management contin-
ues efforts to stimulate growth by offering longer credit period terms to customers.
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CREDIT RISK MANAGEMENT AND ANALYSIS

AP days are projected to reduce from 143.12 days in 2020 to 128.14, which is the
prior COVID-192 level in 2022 and 2023. The Company negotiated more favorable
terms during the pandemic but as business goes back to normal, the AP days will
also fall back to the normal level. After the assumed recession hits the business in
2024, AP days are projected to increase again.

STRESS CASE ASSUMPTIONS—DEBT SCHEDULE

Most of the debt schedule assumptions remain unchanged compared to the base
case, except for the refinancing of Term Loan B, which occurs two years prior
to its maturity. As the business is assumed to be hit by the recession during the
stress case period, the borrower would need to refinance Term Loan B and extend
the maturity to remain in an adequate liquidity position. The new Term Loan B is
assumed to have the same spread as the existing one.

STRESS CASE RESULTS

The income statement and cash flow statement results show that even though
the borrower’s business would decline during the assumed recession period, the
Company would still manage to meet the debt obligations and generate positive
cash flow from operating activities. After refinancing Term Loan B, the borrower
would be able to maintain adequate liquidity.

The base case cash flow results also show that the accumulated CAFDS covers
70.6% of the total bank debt amounts and 46.2% of the total debt amounts. And
the borrower would still be able to pay down the entire Term Loan A at maturity.

Senior leverage ratio and total leverage ratio of the borrower will peak at 7.96x
and 4.94x, respectively, in 2024 because of deteriorated operating results during
the assumed recession. Net senior leverage ratio would remain below the financial
covenant levels. The net total leverage ratio, however, would break the covenant
in 2024, and the Sponsors would need to execute a one-time equity cure to inject
additional equity to remain in compliance with the financial covenant set in the
credit agreement. As the growth resumes in later years of the stress case, leverage
ratios would drop again.

The EBITDA/interest coverage covenant set by the deal team would be violated
in 2024. However, given the cash position in 2024, the borrow would still be able
to make debt payments.
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