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The Bottom Line:™ 

• Some loan documents in the broadly syndicated market have tricky 
provisions that can be used to create synthetic unrestricted subsidiaries, 
and this flexibility could be exploited in an LMT. 

 
 

Overview 
 
Loan documents in the broadly syndicated market frequently allow for designations of “unrestricted 
subsidiaries,” which are subsidiaries that are not subject to the covenants in the loan documents. 
Covenant Review subscribers are likely familiar with the concept. These unrestricted subsidiaries can be 
used in a number of ways that are potentially detrimental to lenders, as has been seen in many recent 
LMTs. However, there are ways in some loan documents that borrowers can achieve essentially the 
same thing without needing to designate an unrestricted subsidiary.    
 
Earlier this year, Xerox executed a transaction using a joint venture that most likely did not meet the 
definition of “Subsidiary” under the bond and loan documents, and as a result was essentially the same 
thing as an unrestricted subsidiary. See our report on the Xerox transaction here and our report on 
whether Xerox could use the same structure for another transaction here. In light of the Xerox 
transaction, Covenant Review subscribers have been asking whether loan documents have other 
loopholes that can be exploited to create such a synthetic unrestricted subsidiary 
 
In this report, we examine certain loopholes that are present in some U.S. loan documents that could 
give borrowers similar flexibility to create a synthetic unrestricted subsidiary. 
 
What are Unrestricted Subsidiaries? 
 
Before we can assess synthetic unrestricted subsidiary flexibility, it is first critical to understand exactly 
what unrestricted subsidiaries are. An unrestricted subsidiary is a subsidiary of the borrower or issuer 
that is not subject to the restrictions and requirements imposed by a debt agreement’s covenants. For 
example, a Debt covenant tells the borrower and its restricted subsidiaries that they can only incur debt 
under certain limited circumstances—unrestricted subsidiaries, on the other hand, are not so beholden 
and can incur debt above and beyond what is prescribed in a negative covenant. 
 
Moreover, unrestricted subsidiaries are also not counted for financial metric purposes (i.e., in calculating 
EBITDA, total assets, or other metrics, unrestricted subsidiaries are ignored). 
 
For purposes of this report, the focus will primarily be on the applicability (or inapplicability) of the 
covenants. In short, a “synthetic unrestricted subsidiary” is essentially any entity that is (1) not an 
unrestricted subsidiary and (2) not subject to the limitations of the covenants of an existing debt 
agreement. 

mailto:kgrondahl@covenantreview.com
https://v2.creditsights.com/articles/20091357
https://v2.creditsights.com/articles/20092028
https://v2.creditsights.com/articles/20092733
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The Xerox transaction 
 
In this report, we will not rehash the full details of the Xerox transaction (subscribers can read our report 
for the full details). The high-level summary is that Xerox created a joint venture, with third parties as the 
joint venture counterparties, that likely did not meet the definition of “Subsidiary” in the credit agreement 
(which generally required that such subsidiaries be at least majority-owned). As a result, the joint venture 
was a synthetic unrestricted subsidiary, as the covenants applies to restricted subsidiaries, and an entity 
must be a subsidiary in order to be a restricted subsidiary. This allowed Xerox to circumvent very tight 
Debt covenants in its bond and loan documents. Of note, is that the Xerox bond and loan documents 
allowed for designations of unrestricted subsidiaries but included a J. Crew blocker that limited Xerox’s 
ability to transfer material IP to unrestricted subsidiaries. Xerox wanted to borrow against IP assets, so 
using an unrestricted subsidiary was not a viable option. Using a synthetic unrestricted subsidiary solved 
this problem, as the bond and loan documents restricted transfers of material IP to unrestricted 
subsidiaries but did not prohibit transfers of material IP to other entities (including entities that are not 
subsidiaries at all). Xerox then borrowed at the synthetic unrestricted subsidiary and distributed the 
proceeds back up to the existing credit group, effectively stripping the existing lenders of the collateral 
invested in the synthetic unrestricted subsidiary and using it to support the new debt. 
 
The Xerox synthetic unrestricted subsidiary structure could likely be utilized by many companies, as most 
credit agreements have similar definitions of “Subsidiary” and the covenants almost always only apply to 
restricted subsidiaries in U.S loan documents. However, it also has its drawbacks. A company would 
need to find a willing JV partner and structuring the entity in a way that keeps it outside of the definition of 
“Subsidiary” while protecting the parties’ interests could have significant challenges. So, while the Xerox 
synthetic unrestricted subsidiary structure could be a possibility under many U.S. loan documents, 
companies may look to simpler options. 
  
Limiting the scope of covenant coverage 
 
Covenants only apply to loan parties 
 
Another means by which some companies have retained flexibility to create synthetic unrestricted subsidiaries 
is to limit the scope of the covenants, particularly the negative covenants. One method of doing this is to limit 
the covenants to the loan parties (e.g., the borrower and the guarantors). With this, any non-loan party 
subsidiary is a synthetic unrestricted subsidiary. An example of this can be seen in the Open Text 
Corporation’s credit agreement (the “Open Text Credit Agreement”).1 The affirmative and negative covenants 
only apply to Loan Parties2. “Loan Parties” is defined to only include the borrower and the guarantors3. Notably 
excluded from the guarantor group are any “Excluded Subsidiaries.” The definition of “Excluded Subsidiary” is 
mostly customary for the broadly syndicated loan market, including exceptions for non-wholly owned 
subsidiaries, immaterial subsidiaries, and entities located outside of the US and Canada (subject to a minimum 
guarantor coverage test)4. As a result of the limited scope of the covenants, Open Text Corporation has 
flexibility to create synthetic unrestricted subsidiaries by forming Excluded Subsidiaries, including entities 

 
1 See the Open Text Credit Agreement here. Although the Open Text Credit Agreement is governed by Ontario law, it is otherwise very 
similar to a U.S.-style credit agreement that would be governed by New York law.  
2 See Sections 6.01 and 6.02 of the Open Text Credit Agreement. 
3 See the definition of “Loan Parties” in Section 1.01 of the Open Text Credit Agreement. 
4 See the definitions of “Domestic Guarantor,” “Excluded Subsidiary,” “Foreign Guarantor,” and “Loan Parties” in Section 1.01 of the 
Open Text Credit Agreement. 

https://know.creditsights.com/
https://www.sec.gov/Archives/edgar/data/1002638/000100263814000004/exhibit101creditagreement.htm#s901BB4984E1CC78870BB985553337253
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outside of the US and Canada (subject to the minimum coverage test). 
 
The case of the Open Text Credit Agreement is of particular note because it does not permit the company to 
designate unrestricted subsidiaries. Lenders may have thought that they had successfully negotiated the 
concept out of the Open Text Credit Agreement while being unaware that they left the back door open through 
synthetic unrestricted subsidiaries. 
 
Other limitations of covenant coverage 
 
There are other means companies can use to have flexibility to create synthetic unrestricted subsidiaries. In a 
transaction seen recently in the market, the covenants only applied to material subsidiaries. As a result, any 
immaterial subsidiary would be a synthetic unrestricted subsidiary. This may not sound too bad, but the credit 
agreement also allowed for immaterial foreign subsidiaries to collectively account for up to 20% of revenue 
(there was also a per-entity cap set at a lower level). Creative lawyers may be able to come up with ways to 
utilize that type of flexibility in an LMT.  
 
Other potential sources of synthetic unrestricted subsidiary capacity may be hiding in plain sight. One example 
can be found in Delek U.S. Holdings, Inc.’s Third Amended and Restated Credit Agreement (the “Delek Credit 
Agreement”).5 The Delek Credit Agreement includes the ability to designate unrestricted subsidiaries6. The 
covenants generally apply to the loan parties and their restricted subsidiaries7. However, there is an unusual 
feature. The definition of “Restricted Subsidiary” expressly excludes any “MLP Subsidiary” in addition to any 
unrestricted subsidiary8. As a result, any MLP Subsidiary is also a synthetic unrestricted subsidiary. The 
amount of flexibility this creates may be limited as the definition of “MLP Subsidiary” is very specific and MLP 
Subsidiaries are themselves subject to certain restrictions9.  
 
The Delek Credit Agreement shows one additional downside of synthetic unrestricted subsidiaries from a 
lender perspective. Section 6.19 includes specified parameters on when the company may designate 
unrestricted subsidiaries. However, these do not apply to MLP Subsidiaries. Because synthetic unrestricted 
subsidiaries are not unrestricted subsidiaries, restrictions applicable to unrestricted subsidiaries do not 
generally apply to synthetic unrestricted subsidiaries (flexibility that Xerox took advantage of with respect to its 
J. Crew blocker). Lenders may think that they have negotiated protections on unrestricted subsidiaries that will 
not apply to synthetic unrestricted subsidiaries, potentially making synthetic unrestricted subsidiaries more 
dangerous to lenders than actual unrestricted subsidiaries. Of course, the MLP component of the Delek Credit 
Agreement is arguably a bespoke feature of the credit (not many BSL issuers have MLPs in their capital 
structure). However, conceptually, the approach taken in the Delek Credit Agreement—i.e., the creation of 
additional categories of subsidiaries outside of the covenant coverage beyond simple unrestricted 
subsidiaries—could easily be replicated in other transactions without an MLP affiliate. 
 
Conclusion 
 
There are sometimes tricky provisions in U.S. loan documents that permit the creation of synthetic unrestricted 
subsidiaries. Investors should therefore have a broader appreciation for exactly what being unrestricted means 

 
5 See the Delek Credit Agreement here.  
6 See Section 6.19 of the Delek Credit Agreement. 
7 See Sections 5 and 6 of the Delek Credit Agreement. 
8 See the definition of “Restricted Subsidiary” in Section 1.01 of the Delek Credit Agreement. 
9 See the definition of “MLP Subsidiary” in Section 1.01 of the Delek Credit Agreement as well as Sections 6.20 and 6.21 of the Delek 
Credit Agreement. 

https://know.creditsights.com/
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(i.e., that unrestricted entities are not subject to covenant limitations). Moreover, they should understand that 
unrestricted subsidiaries are not necessarily the only unrestricted entities possible in the capital structure. 
Companies may increasingly seek these provisions as appetite for LMT flexibility continues to drive the broadly 
syndicated loan market. Covenant Review will continue to assess this situation as it develops.  
 
 
— Covenant Review 

https://know.creditsights.com/
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  Disclosures 
 

This report is the product of Covenant Review. Covenant Review is an affiliate of Fitch Group, which 

also owns Fitch Ratings. Covenant Review is solely responsible for the content of this report, which 

was produced independently from Fitch Ratings. 

 

All content is copyright 2026 by Covenant Review, LLC. The recipient of this report may not 

redistribute or republish any of the information contained herein, in part or whole, without the express 

written permission of Covenant Review, LLC and we will criminally and civilly prosecute copyright 

violations against firms and individuals who unlawfully distribute our work. The use of this report is 

further limited as described in the subscription agreement between Covenant Review, LLC and the 

subscriber. The information contained in this report is intended to generally describe certain covenant 

features. This report is not comprehensive, is not confidential to any person or entity, and should not 

be treated as a substitute for professional advice in any specific situation. Covenant Review, LLC 

makes no warranty, express or implied, as to the fitness of the information in this report for any 

particular purpose. If you require legal or other expert advice, you should seek the services of a 

qualified attorney or investment professional. Covenant Review, LLC does not render, and nothing in 

this report constitutes, legal or investment advice, and recipients of this report will not be treated or 

considered by Covenant Review, LLC as clients or customers except as described in the subscription 

agreement between Covenant Review, LLC and the subscriber. Any covenants discussed herein may 

be based on those contained in the preliminary offering memorandum or draft credit agreement 

distributed by the issuer or borrower in connection with the issuance of the bonds or loans, and the 

covenants published in the final offering memorandum or contained in the final indenture or credit 

agreement may differ from those presented herein. The reader should be aware that the final 

interpretation of any bond indenture, credit agreement, security or guarantee agreement, or other 

bond or loan documents, will generally be determined by the issuer or its counsel, or in certain 

circumstances, by a court or administrative body. 

 

 

 


