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ALTERNATIVES IN FINANCING Investment Bankers

Alternative Financing
Written by Matt Sodl

4 If 20 years ago a casino owner was raising capital for an acquisition or
7 7 a new development, that owner would have had to pursue the most
f g\‘ traditional of funding sources at the time: commercial banks. And that
' - + owner quickly would have been schooled on the hard reality of personal
g ; guarantees.

If during that same time period, this casino owner was looking to take
on an equity partner, he would have had to find a high-net- worth
individual whose background was as “clean as a whistle” due to the
suitability review that casino owners are put through to ensure they
were not affiliated with organized crime.

Well, times have changed. Today, the massive liquidity of the capital
markets has embraced the gaming industry, and that love affair has
driven an unprecedented level of deal activity in the industry, including:
leveraged buyouts (LBOs), mergers and acquisitions, recapitalizations, new builds and
expansions. The various state gaming control boards have become comfortable with
institutional investor entry into “the business,” and that comfort level has played a large part in
the deal frenzy that has emerged. Two large pools of capital on Wall Street have set their
sights on the gaming industry in a big way: private equity funds and hedge funds—with the
liquidity of these two markets estimated at $1 trillion and $1.2 trillion, respectively.

Barriers to Entry

In the past, investors seeking to capitalize on the attractive returns of the gaming industry had
two options: buy the stocks and bonds of the publicly traded companies in the sector or
acquire an ownership stake in a private company. If that ownership position exceeded 5
percent, that investor would be required to secure a gaming license, a tedious and invasive
process involving an in-depth suitability investigation undertaken by the enforcement officers
of each state’s gaming control board. The suitability investigation is intended to ensure the
gaming applicant is an entity that will adhere to statutes as required in that particular gaming
jurisdiction—including paying the required state gaming taxes as well as enforcing the
jurisdiction’s regulations for casino operation.

Given the intent of the suitability requirement, the main focus of the investigation centers on
the integrity and background of the applicant—opening the door for significant investigation



into personal history, finances and previous business relationships. For those individuals and
entities willing to go through this suitability review and become licensed, they became part of
a select group deemed suitable to invest in and operate properties in the gaming sector.
Whether the gaming industry realized it or not, they created a meaningful “barrier to entry” for
the capital markets.

Licensing ‘Technology’

That barrier came tumbling down in 1998 when Colony Capital completed the $405 million
buyout of Harvey’s Casino Resorts, a leading mid-cap resort gaming company that owned and
operated properties in Nevada, Colorado and lowa. It is believed this deal was the first of its
kind—a private equity firm acquiring ownership control of a gaming company. Colony
Capital, a Los Angeles-based firm that manages numerous buyout funds aggregating
approximately $20 billion, utilized a sophisticated legal structure such that its gaming
application was limited to a number of control investors (Colony general partners in this case).
A private equity firm such as Colony Capital utilizes a fund structure where its investment
professionals serve as general partner for a myriad of limited partners that include institutional
investors such as pension funds, university endowments and insurance companies. Colony
Capital was able to use this groundbreaking legal structure and its blue-chip lineup of limited
partners to convince the Nevada Gaming Control Board its suitability review should be limited
to a certain number of Colony Capital general partners.

Colony Capital has used this unique structure to complete a $12.5 billion string of buyouts
over the past seven years—the leveraged buyout of Kerzner International, acquisitions of
Resorts International and the Las Vegas Hilton, the merger of Accor Casinos and Groupe
Barriere forming the largest casino operator in Europe and the recently announced
management buyout of Nevada-based Station Casinos.

With all of the pent-up liquidity in North American private equity firm coffers ($424 billion
raised over the past three years), other private equity shops have taken note of the gaming
industry and the unique legal structure that Colony employed to limit the suitability review of
its funds.

2006: Year of the Mega-Deal
2006 will be remembered as the year of the mega-deal, in which four of the gaming industry’s
large-cap companies were taken private in leveraged buyout transactions.

The landmark transaction of 2006 was the $27.8 billion leveraged buyout of Harrah’s
Entertainment, which was led by two of Wall Street’s most prominent private equity firms—
Texas Pacific Group and Apollo Advisors—which collectively manage over $60 billion of
equity capital.

Colony Capital also played a big role in two 2006 transactions, acting as private equity
sponsor in the $3.8 billion management buyout of Kerzner International and the $4.7 billion
management buyout of Station Casinos.

Columbia Sussex, a Kentucky-based operator of casino and hotel properties, acquired Aztar
for $2.75 billion in an all-cash transaction. Wall Street was in a frenzy over Aztar as numerous
acquirers came to the table, and ultimately a bidding war emerged between Columbia Sussex
and Pinnacle Entertainment.

It is important to note that each of these M&A transactions were all-cash deals fueled by the
robust liquidity of the capital markets. Utilizing a combination of high-yield bonds, syndicated
bank loans, commercial mortgage-backed securities and private equity, the capital structure of
these buyouts is among the most aggressive seen in the history of the gaming segment.
Clearly, investors have bought into the stability and growth prospects of the gaming property



cash flows as well as the intrinsic value of the real estate underlying these properties.

Market Liquidity

A large part of the market liquidity is being driven by hedge funds, which by definition are
investment funds that provide private investors (institutions and high-net-worth individuals) a
mechanism to invest capital —one that has historically generated above-average returns.
Hedge funds typically invest in syndicated bank loans, bonds and public equity securities.
With so much cash liguidity in the market today, hedge funds are increasingly looking for new
opportunities to put their funds to work. The result is the emergence of a large pool of capital
that is now available to small/mid-sized gaming companies.

From Innovation Capital’s perspective, the impact of the hedge fund sector’s aggressiveness
on the gaming industry is significant. Hedge funds provide capital that is generally more
flexible, non-recourse and less dilutive to shareholders of the companies seeking capital. The
result is that gaming companies are able to secure more flexible financing terms that are
tailored to their operations and situations.

The pool of capital available for these types of transactions is substantial. Hedge funds can
invest in all parts of a capital structure—senior debt (first mortgage), mezzanine or
subordinated debt, preferred stock and equity securities (which would require licensing). Most
hedge funds prefer to keep their ownership stakes in gaming companies below 5 percent in
order to preclude them from undertaking the gaming licensing process.

However, hedge funds utilize financial engineering and structure to generate the risk/return
profile of each investment, whether it be senior debt or “junior capital.” Moreover, it is this
flexibility in structure that benefits gaming companies who utilize hedge funds to finance their
projects or acquisitions. These gaming companies may pay a modest amount more in overall
“rate,” but the flexibility of the capital from hedge funds provides greater balance sheet
leverage, longer debt amortization and more flexibility on dividends.

If a hedge fund or private equity investor is comfortable with the credit (i.e., the borrower),
that investor is capable of pricing each security in the capital structure based on risk/return
profile of that security. This mode of thinking is highly typical of today’s competitive
marketplace and is a far cry from the manner in which federally regulated commercial banking
institutions have operated in the past. In the end, it is this aggressiveness of capital market
investors that has benefited companies in the gaming industry.

Tapping the Capital Markets

For gaming companies or Native American gaming entities seeking to access the capital
markets in the future, we encourage you to consider a range of financing alternatives as you
undertake your process. Hiring a trusted financial advisor to help you orchestrate your
financing in the capital markets— whether it be through the conventional route or through
hedge funds—your gaming entity will benefit by running a competitive process which will
likely result in better economic and structural terms.

2006: Privacy Please

It was the year of the private placement in the gaming industry. Many of the industry’s most
successful casinos are now or will be owned by private companies because of the M&A
activity in 2006. While the regulatory transparency doesn’t change, the slavish dedication to
the next quarter’s results sometimes changes in that environment. Other major gaming
companies are also considering the benefits of going private in 2007 and beyond.



Kerzner International

The international gaming company went private in
May with the assistance of Colony Capital. The
company operates its flagshop Atlantis Casino Resort
in the Bahamas, helps manage the Mohegan Sun in
Connecticut and owns a non-gaming luxury hotel
chain, One&Only.

Colony Capital

The first private company to enter the gaming industry with the
purchase of Harvey’s in Lake Tahoe (later sold to Harrah’s) in 1998,
Colony and its chairman Tom Barrack have been deeply involved in
this movement toward going private. Along with roles in the Kerzner
and Station efforts go to private, Colony has formed a gaming
subsidiary, Resorts International, which operates the Las Vegas and
Atlantic City Hiltons, Resorts Atlantic City, Resorts Tunica and
Resorts East Chicago.

Harrah’s Entertainment

The largest deal ever completed in the gaming industry
occurred late last year when private equity firms Apollo
Management and Texas Pacific paid nearly $28 billion
(mcludlng debt) for gaming largest company. While the |mpact
is not yet completely clear, a private Harrah’s would
theoretically be able to streamline operational expenses, as
well as doing its planned expansions.

Columbia Entertainment

The surprise winner of the Aztar auction, Columbia Entertainment is a subsidiary of Columbia
Sussex, which owns non-gaming hotels, along with more than a dozen casinos in four states.
The company plans a massive redevelopment of the Las Vegas Tropicana, along with the
improved operations of the retail and non-gaming expansion that occurred at the Atlantic City
Tropicana over the past few years.

Station Casinos

Management of the Las Vegas-locals giant
announced plans in late 2006 to take the
company private. Frank and Lorenzo Fertitta
(chairman and president, respectively) have
teamed up with former Station executive Blake g
Sartini and Colony Capital to offer $4.7 billion
for the company. A special committee of the
company board is now considering the offer.

Matt Sodl is managing director and co-founder of Los Angeles-based Innovation Capital,
LLC, an investment banking firm with a practice focused on the gaming, leisure and
hospitality segment. Innovation Capital provides expert merger and acquisition, corporate
finance and capital raising, restructuring and valuation advisory services to middle-market
companies in the $15 million to $200 million value range. Sodl can be reached at
msodl@innovation-capital.com.






