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METHODOLOGY

Bingham McCutchen LLP, FTI Consulting, Inc. and Macquarie
Capital (USA) Inc. commissioned Debtwire to interview 100
hedge fund managers, proprietary trading desks and other
asset managers on their expectations for the North American
distressed debt market in 2009. Interviews were conducted
over the telephone in November and December 2008, and
the responses were collated by Debtwire and presented to
the commissioning firms in aggregate.
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THE END IS NIGH, IT’S TIME TO BUY. 
It was a bumpy ride down for distressed investors but this looks like the
bottom. Fund redemptions and kneejerk desk closures on the Street decimated
the ranks of would-be vultures in 2H08 but for those that made the cut, 2009
promises a chance to soar.

What will this restructuring cycle look like relative to its predecessors? First
off it’s going to take a lot longer to work itself out judging by responses to
the 2009 North American Distressed Debt Outlook. It will also be defined 
by scarce liquidity, firesales, government intervention and an unprecedented
focus on the top of the capital structure.

Given the absence of DIP, exit and acquisition financing, fishing for the
fulcrum will prove a riskier play than in cycles past. Longer exit timelines
may also drag down real returns but the sheer scale of distressed situations
should help compensate for that.

CAN I GET AN AMEN? 
Distressed specialists have been preaching the same sermon of imminent
financial Armageddon since December 2005 when Debtwire conducted its first
North American distressed study. Well if you say the same thing long enough,
eventually you end up being right and now participants aren’t just talking the
talk, they’re putting their money to work.

Roughly one-third of respondents say they have allocated more than 60% of
assets under management to distressed debt, while two-thirds of them
anticipate increasing allocations to the asset class in 2009. In comparison, only
16% of participants in last year’s study invested over 60% of their portfolios in
distressed debt and almost three-quarters said they intended to up allocations.

So far, the decision to buy into distressed debt has been a painful one. Hedge
Fund Research’s (HFR) index of distressed and restructuring funds lost 22.54%
of its value in the last four months of 2008 alone and declined 25% for the
year. That ranks the index thirteenth among the 16 non-emerging market
investment strategies HFR tracked last year.

Participants in the study seem to think that short-term pain will give way to long
term gain as 85% of them anticipate returns of over 15% in 2009 and 56%
forecast 20%-plus returns. That marks the highest level of respondents targeting
the 20%-plus category since Debtwire began conducting this survey and far
outstrips the 15% who set their sites over the 20% mark last year.

Despite the HFR distressed index’s disastrous Q4 08, losses did taper to 3.2%
in December from 5.4% in November and 8.1% in October, respectively. Survey
participants think they’ve seen the bottom and 86% of them plan to raise new
funds to catch the rebound. One-third of respondents say they will spend the
bulk of their cash in Q1 09, while another 46% are focusing on Q2 09.

BELTWAY IS THE RIGHT WAY
As far as where to park that new capital, respondents picked financial
services and automotive manufacturing as the two most attractive sectors in
the year to come. A massive 80% of those asked also said they expect the
US government to take a greater or equal role in solving the financial crisis
in 2009 as it did in 2008.

Those two responses bear careful consideration since the financial and
automotive industries pulled in the lion’s share of federal bailout funds last
year. In order to navigate the ups and downs of distressed markets in 2009,
investors would do well to keep one eye on Wall Street and the other on
Capitol Hill. 

Picking which sectors – and subsectors – cash in on rescue funding and
avoiding those that don’t is a must in the year to come. No coincidence that the
construction sector, the most likely recipient of infrastructure spending, ranked
fifth among respondents. That puts builders well ahead of other badly battered
industries like retail and gaming that suffer from unprotected exposure to
consumer spending.

The 100 professionals questioned for this study don’t expect economic activity
to pick up anytime soon. Over 90% of them expect the current recession to last
at least 18 more months and almost one-quarter of them think it will drag on
for more than two years. Since official measures date the recession at 13
months as of January 2008, another 24 months would tie the 43-month
recession that lasted through 1933.

A protracted downturn will chip away at distressed returns by putting off
potential exit events. Distressed investors typically monetize their
investments through exit financings or by converting into equity that is
eventually sold to third-party buyers. Neither outcome looks particularly
likely over the next two years.

Almost three-quarters of those asked expect financing to be equally or
increasingly hard to find in 2009 as compared to 2008. An overwhelming 91%
predict distressed asset sales will increase in 2009 but an even larger majority
of 96% think financing for distressed M&A will be scarce. Expect most auctions
in the near term to close at firesale prices that leave all but the most senior
creditors under water.

The silver lining is that the very lack of capital from traditional lenders will allow
proactive funds an opportunity to leapfrog to the top of the capital structure.
Although only one-third of respondents participated in DIP loans last year,
more than half said they would increase DIP lending activity in 2009.

Matt Wirz
Debtwire

Michael Reilly 
Bingham McCutchen LLP 

DeLain E. Gray 
FTI Consulting, Inc.

Mick Solimene
Macquarie Capital (USA) Inc.
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What percentage of your firm’s overall assets are dedicated 
to distressed debt?

In 2009, do you plan on allocating more, less or the same
percentage of assets to distressed debt than you did in 2008?

• Two thirds of respondents plan to increase their allocation of investment
dollars to distressed debt in 2009.

• That level of overwhelming interest would normally set up more competition
for stakes in fulcrum securities, but the big question remains whether the
size of the overall distressed debt pie will still be expanding in 2009.

“Record amounts of capital have been raised in this asset
class in the face of a long-anticipated acceleration in
corporate default rates and the return to more attractive
risk-adjusted returns. The wild cards on the demand side
will be the pace at which capital is deployed in the very
early stages of this distressed investing cycle as well 
as the impacts on capital availability from hedge fund
contractions and closures.”
Mick Solimene, Managing Director, Macquarie Capital (USA) Inc.
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29%
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Which of the following best describes your firm?

What best describes your core investment strategy?

• Almost two thirds of respondents classified their core investment
strategy as distressed debt.

• The next largest group of investors polled (20%) said they invested in
distressed debt but their core investment strategy was event driven.
More investors are being attracted to the sector due to expectations of
significant default rate increases and liability management strategies.

“There has been a steady stream of new fund raisings 
by private equity groups (PEGs) to invest specifically in
distressed companies. The play is to take advantage of
favorable pricing situations. In 2009, we should see
more transactions by PEGs gaining control of these
companies via opportunistic debt purchases.” 

Ed Bartko, Senior Managing Director, FTI Consulting, Inc., Inc.
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SURVEY FINDINGS
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If you plan to allocate a higher percentage to distressed debt 
in 2009, what is your best guess for the timeframe in which 
you expect to begin to make such distressed debt purchases?

In 2009, what percentage do you expect the US trailing 
12-month issuer based default rate to hit?

• Everyone wants to get in at the bottom but after the beatings investors 
took in 2008, almost half of poll respondents were willing to wait until 
the second quarter of 2009 to start to ramp their investments.

• That said, 33% of respondents believe Q1 2009 is the right time to begin
to make purchases since the bulk of the new administration’s massive fiscal
stimulus plan is expected to be hammered out throughout the quarter.

“Most investors understand that secondary markets for
stressed and distressed debt will remain highly volatile
until primary loan and bond markets settle down further
which most believe will take another quarter or two. The
futility of trying to time an overall market bottom is
manifest by now and many distressed investors are likely
making timing calls on a case by case basis.” 
DeLain Gray, Senior Managing Director, FTI Consulting, Inc.

“Distressed is a huge opportunity today. No one can time
the bottom nor do they have to, being prepared now and
getting involved anywhere near the bottom should result 
in very attractive returns for knowledgeable investors.” 
Phillip Van Winkle, Managing Director, Macquarie Capital (USA) Inc.

• With 59% of participants expecting default rates to pick up to over 9% 
in 2009, the next several quarters are likely to be extremely shaky as the
credit markets remain in a deep freeze for speculative rated borrowers.

• The 12-month trailing US speculative grade default rate increased to 
3.15% through November 2008, according to S&P. The majority of poll
respondents were more bearish in their default expectations for 2009
than the ratings agency who is predicting the US speculative grade
default rate to rise to 7.6% through November 2009.

“What a difference a year makes. Liquidity is shot, and
default rates are rising fast. Cash will be king for those
with the capital and savvy to invest in the right deals 
at the right time.” 
Michael Reilly, Bingham McCutchen LLP

“The vast majority of last year’s respondents correctly
anticipated that default rates would stay relatively low
in 2008 despite the deteriorating economic backdrop
because we were working from such a low starting
point. This year, conversely, a solid majority of
respondents expect default rates to at least approach,
if not surpass, the peak rates experienced in the last
two major default cycles.”
Randall Eisenberg, Senior Managing Director, FTI Consulting, Inc.

“From historic lows in 2007, we move to unprecedented
highs during 2009 for default rates. Most people expected
the PIK features and the low covenant-no covenant loans
to prevent large scale defaults. Not many anticipated the
sharp turn in operating statistics combined with a shut-
down in liquidity opportunities causing defaults to not only
rise cyclically but to levels that may continue throughout
2009. Very few sectors of the market remain untouched
here and there will be few places for companies to turn
but to restructure debt levels dramatically downward...
...or not survive.”
Peter Schwab, Managing Director Macquarie Capital (USA) Inc.
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How long do you expect the US recession to last?

• According to the National Bureau of Economic Research, the recession
had lasted 13 months through January 2008, already making it the
third longest since 1933. 

• 70% of respondents believe the recession will last for the next 12
months at least. 35% of this majority expects the recession to last up 
to two years, making it the longest recession on record since the 43
month long recession that lasted through 1933.

“The NBER’s call of a December 2007 start for the
current recession virtually guaranteed it will be one of
the longest on record, as few believe the US economy
can be lifted out of its morass within the next six
months. If anything, many negative economic and
business trends are just now accelerating. The
percentage of economists and other experts who believe
this recession will last the entirety of 2009 is growing
by the month.”
Kevin Lavin, Senior Managing Director, FTI Consulting, Inc.

“It is now widely accepted that the US economy’s
recovery from the credit crisis will be protracted and
arduous. On balance, quantitative easing from the
Federal Reserve, and the plethora of fiscal stimulus
measures anticipated from 1Q09, suggest that the
weakest quarter of the current recession may have
passed, though these policy initiatives are unlikely to
promote a sharp rebound in confidence and activity.
Arguably, the most important issue now facing US firms
and policymakers is the duration and magnitude of the
deleveraging that is underway in the household sector
and the burden that this will place on the economy’s
internal momentum.”
Richard Gibbs, Global Head of Economics, Macquarie Group Limited

Less than six months

Six to 12 months

12-18 months

18-24 months

More than 24 months

7%

23%

35%

35%

0%

Do you expect refinancing opportunities to be more available,
less available or equally available in 2009 versus 2008?

• The natural corollary of higher defaults means less refinancing opportunities,
so it is not surprising that 54% of respondents believe refinancing
opportunities will be less available in 2009.

“When liquidity is scarce, the only likely options are
restructuring with existing lenders or sale.” 
Jeffrey Sabin, Bingham McCutchen LLP 

“Some major bank lenders have all but said that speculative-
grade corporate lending in 2009 will largely be determined
on a relationship basis. Some refinancings that have gotten
done in the last month have been on much more costly terms
for the borrower–no surprise there. Lenders will be calling the
shots in 2009 and they’re in a high risk averse mode. Deep
junk rated borrowers with large upcoming maturities will be
hard-pressed to find willing bank lenders on any terms.”
Bob Medlin, Senior Managing Director, FTI Consulting, Inc.

“Refinancing opportunities for most distressed debt will come
from non-traditional sources in 1H09 or until such time that
banks can strengthen their own balance sheets.”
Ed Bartko, Senior Managing Director, FTI Consulting, Inc.

“There is no doubt opportunistic refinancings will continue to
be difficult in 2009. We expect, however, that borrowers with
maturities approaching will find lenders more willing to
engage in significant restructurings of their debt, to help
companies with good fundamentals weather the crisis as
lenders seek to limit where possible defaults on their books.
Term extensions, cash sweeps, and the provision of short-term
bridging facilities will be features of this process.”
James Wilson, Senior Managing Director, Macquarie Capital (USA) Inc.

More available

Less available

Equally available

17%

29%

54%
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Which sectors do you expect will offer the greatest opportunities
for distressed investors in 2009?

• Financial Services topped the list of the greatest opportunities for
distressed investors for the second straight year. 

• Aside from Financial Services and Auto Manufacturers and Suppliers, 
it seems that distressed opportunities are expected to be spread over
multiple sectors fairly evenly, reflecting the breadth of the recession. 

“High leverage and low liquidity provide “balance
sheet” opportunities for the distressed investor, 
but some sectors, like automotive and media, for
instance, are simply shrinking or experiencing
fundamental transformation that will challenge
“upside” assumptions.”
Robert Dombroff, Bingham McCutchen LLP

“The two most beat-up sectors of the last two years–
financial services and auto-related–are favored most 
by distressed investors in 2009, who clearly believe 
there is significant realizable value in some of these
sectors’ wreckages.” 
Randall Eisenberg, Senior Managing Director, FTI Consulting, Inc.
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Which sectors did you prefer in terms of your 2008 
portfolio allocation?
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• With the type of carnage registered in 2008, it seemed investors sought
positions in debt from issuers in lower volatility sectors such as Energy,
Healthcare and Industrial. 

“2008 was a year distressed investors either sought safety 
in non cyclical / defensive sectors or outsized returns by
continuing to pursue the global growth story that continued
in the first half of the year. As the realization that the credit
crunch had sparked both a systemic financial crisis and a
global recession, few, if any long biased distressed investors
were able to avoid significant losses in their portfolios.”
Jim Placio, Managing Director, Macquarie Capital (USA) Inc.
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Which instruments do you think will offer the most attractive
investment opportunities for distressed investors in 2009?

• When DIP and exit financing become next to impossible to find,
enterprise valuation techniques lose their usefulness and investors seek
seniority above all else. An overwhelming 78% of respondents consider
first lien bank debt to be the instrument of choice for distressed debt
investors in 2009, while senior secured bonds came in a close second
at 68%.

“Playing it safe at the top of the capital structure did
not protect distressed investors in 2008–the asset class
had its worst year ever. However, with most senior
secured loans trading at 75 cents on the dollar or less
it’s hard to imagine how much downside is left even in
the face of a weak economy.” 
Kevin Lavin, Senior Managing Director, FTI Consulting, Inc.

“First lien debt offers collateral, covenants, and control 
of the restructuring process - definitely the place to be 
in volatile and uncertain markets.” 
Phillip Van Winkle, Managing Director, Macquarie Capital (USA) Inc.
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Which instruments do you think will offer the least attractive
investment opportunities for distressed investors in 2009? 

• If it is junior in the capital structure or structured finance related, it 
is not going to be attractive to distressed debt investors in 2009.
The reason is there are so many situations to play in and such little
competition for positions that the risk surrounding common shares 
and subordinated debt instruments far outweighs the potential returns.

“It’s been demonstrated empirically by the rating agencies
that recovery rates fall below historical norms when default
rates are high–not exactly an endorsement for buying
junior debt securities in 2009, where value is most likely
to be dissipated.” 
DeLain Gray, Senior Managing Director, FTI Consulting, Inc.

“With company and asset valuations getting slaughtered in
Q4 2008, it is no surprise that investors are steering away
from the junior securities (equities and sub debt), and into
the most senior strips of the capital structure.” 
David Miller, Managing Director, Macquarie Capital (USA) Inc. 
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Does your fund invest in international opportunities? What percentage return did you target for your primary
distressed fund in 2008?

• The level of investor interest in international opportunities declined
significantly to 43% in 2008 compared to our survey conducted at the end
of 2007. At that time 59% of respondents said they invested abroad, which
was down from the 79% of respondents who said they invested abroad
during 2006.

• With the wealth of distressed investment opportunities available
domestically, it seems 2009 will continue the trend of investors sticking 
to familiar stomping grounds.

“Unpredictable currency swings have added to the risks
faced by investors in overseas companies and multinationals,
as well as by the companies themselves. Given the range of
opportunities available domestically and the lack of capital 
to invest in those situations, it seems likely that US investors
will continue to pull back from investments abroad -
particularly in those emerging markets where extreme
currency volatility has to be added to political risk. But if the
financial crisis has taught us anything, it is that we operate
in a “global economy”, and I think we will continue to see
debt investors seeking out opportunities to make returns in
the major markets around the world.” 
James Roome, Bingham McCutchen (London) LLP

“With ample opportunities at home there is little incentive
to invest abroad, particularly given international
opportunities come with their own set of structural and
technical issues (e.g. different bankruptcy laws) requiring
specialized skills. With the liquidity and deleveraging
crunch we would expect investors to concentrate on
opportunities in their own backyard.”
Michael Silverton, Senior Managing Director, Macquarie Capital (USA) Inc.

• Approximately 60% of respondents said they targeted returns between
10%-20% for 2008. While those targets were more conservative than
years past, the total meltdown of the credit markets in 2008 resulted
in an average decline of 22% for distressed funds through November,
according to Hedge Fund Research.

“As with all investor classes, realistic targets have had
to be lowered in light of 2008’s financial meltdown.
Almost everybody has been delighted to close the
books on this chapter. Fortunately, many distressed
players are more confident about prospects in 2009
and beyond.” 
Timothy DeSieno, Bingham McCutchen LLP

“There’s no other way to say it; 2008 was a humbling
year, not only for distressed debt investors but all fixed
income investors in the corporate sector.” 
Randall Eisenberg, Senior Managing Director, FTI Consulting, Inc.

“Heading into 2008 most loans were still trading at
par with relatively modest spreads. The events of the
second half of 2008 have brought a global repricing 
of risk - going forward, expect target returns for
distressed assets in the 20%+ range, unlevered.” 
Phillip Van Winkle, Managing Director, Macquarie Capital (USA) Inc.

Yes

No

43%

57%

Less than 8%

8-10%

10-15%

15-20%

Over 20%

7%

26%

5%

28%

34%

MER 871 NA Debtwire 08 AW5.qxd  9/2/09  14:31  Page 9



SURVEY FINDINGS

What percentage return will you target in 2009?

• Respondents clearly view 2009 as a much more lucrative environment
for distressed debt, with 56% targeting over 20% returns for the year.
That is the highest level of respondents targeting the 20% plus category
since Debtwire began conducting the survey in 2005.

“The liquidity constraints confronting traditional
investors in distressed loans, including hedge funds
and certain CLOs, have resulted in attractive current
yield opportunities. This has produced a favorable
market opportunity for special situation investors with
capital to put to work” 
Ford Phillips, Managing Director, Macquarie Capital (USA) Inc.

“The likelihood of two consecutive dismal years must
seem pretty remote to distressed investors, who haven’t
let 2008’s performance dent their confidence for the
upcoming year. They’re probably right given the “off the
charts” outcome for 2008, but return expectations in
excess of 20%–which a majority of respondents are
shooting for–seem rather aggressive in this still very
unsettled credit environment.” 
DeLain Gray, Senior Managing Director, FTI Consulting, Inc.

Less than 8%

8-10%

10-15%

15-20%

Over 20%

11%

29%

3%1%

56%

In 2009, do you plan to raise new funds for investment, stay
constant or give money back?

• An 86% majority of respondents plans to raise more capital in 2009,
significantly higher than the 71% of respondents who said they planned
to raise new money in 2008.

• After a horrific showing last year, existing funds will likely need to 
rebuild capital, while new funds will be started to take advantage of the
distressed debt asset class. The struggle for investment dollars will likely
intensify in 2009 as the recession affects the total amount of capital
available for managers.

Raise new funds

Stay constant

Give money back

86%

1%

13%
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If you did use leverage in 2008, do you anticipate using more, 
less or the same amount of leverage in your portfolio in 2009?

• For those respondents who utilized leverage in 2008, the experience 
was likely uninspiring considering 49% of respondents plan on using 
less leverage in 2009.

More leverage

Less leverage

Same amout of leverage

49%

9%

42%

How much leverage did you use to manage your fund in 2008?

• Leverage remained a dirty word in distressed investing circles last year with
59% of respondents claiming to not utilize the practice to boost returns.
That aversion intensified from the 47% of total respondents who said they
did not use leverage in our 2007 survey.

• For the 41% of respondents who did choose to utilize leverage, 26%
remained relatively conservative keeping leverage between one and two
times. Given the downdraft volatility experienced in 2008, the use of
leverage was likely too risky for most distressed debt investors who typically
take long positions in beaten down corporate debt.

“Leverage has been the dirty word all year long, and many
investors have been seriously damaged or destroyed by
its weight. The increase in the non-leverage players
results as much from industry fallout as from a voluntary
decision to reduce debt. We expect the lack of traditional
and new sources of leverage to continue until credit
market confidence returns. And distressed investment
opportunities are certainly proliferating. Leverage will
come back, it always does.” 
Mark Fucci, Bingham McCutchen LLP 

“The de-leveraging of the global financial system–in all its
many facets–was the economic story of the year in 2008
and there is no reason to believe this storyline will change
in 2009. For distressed investors, there’s enough volatility
out there without high leverage.” 
Kevin Lavin, Senior Managing Director, FTI Consulting, Inc.
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Do you think there will be an increase in the rate of distressed
M&A transactions in 2009?

• Global M&A volume is off over 20% in 2008 compared to 2007.
Leftover LBO deals from a bygone era either had difficulties being
syndicated or blew up completely. 

• An overwhelming 91% of respondents expect the rate of distressed 
M&A transactions to increase in 2009 as consolidation spreads and
forces sellers to scramble to deal with the new economic reality.

“LBO deal activity, which accounted for nearly 30% 
of total M&A volume at the peak of this last cycle, fell
by nearly 80% in 2008 and doesn’t look poised for 
a meaningful comeback in 2009. Distressed M&A, 
by virtue of necessity and opportunistic capital, will
almost surely be an investment hotspot in 2009.
Strategic buyers will likely be the big beneficiaries of
such activity buying either whole businesses or select
assets on the cheap.” 
Greg Rayburn, Senior Managing Director, FTI Consulting, Inc.

“Given both the overleveraged situations and/or upcoming
maturities which will have difficulty refinancing, the
number of “distressed” asset sales will increase. This does
not necessarily imply the asset itself is underperforming,
but simply the seller may need to monetize prior to an
ideal time or not in a timeframe which is value
maximizing.” 
Michael Bruder, Managing Director, Macquarie Capital (USA) Inc

Yes

No

9%

91%

Do you think financial buyers of distressed assets will have
difficulties finding financing?

• Strategic buyers with stable stock prices have currency to invest in
distressed M&A transactions. Financial buyers reliant on financing are much
more constrained. Approximately 96% of respondents believe financial
buyers will struggle to find financing for deals in 2009.

• Private equity firms will have a role to play in 2009, however, managers 
will likely be faced with decisions about committing limited capital to new
transactions or attempting to preserve value by plugging holes in the
balance sheets of companies they already own.

“Despite a robust outlook for distressed deal flow, financial
investors will be disadvantaged due to continued turmoil in
the debt capital markets. As a result, transaction prices
(and closed deal volumes) will likely be depressed,
contributing to a bleak M&A landscape for 2009.” 
Ford Phillips, Managing Director, Macquarie Capital (USA) Inc.
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How much of your portfolio do you allocate to the primary markets
(high yield bonds, convertible bonds, mezzanine debt, equity,
leverage loans and private placements)?

• Heading into 2008, 30% of respondents said they planned a 10%-20%
allocation of their portfolios to primary deals while 34% said they would
allocate less than 10%. Heading into 2009, the appetite for primary deals
has shrunk. Approximately 55% of respondents plan to allocate 10% or less
to the primary, with 40% projecting less than 5% of their overall portfolio
dollars will be steered towards such deals. 

“As predicted, distressed investors’ reliance on primary
markets is evolving rapidly, with the markedly increased
supply of secondary product. We would expect primary
product to continue to be a significant factor for a while, 
if only due to management momentum. But in time,
assuming the markets generally continue on current
trends, that factor will shrink further.” 
Lisa Valentovish, Bingham McCutchen LLP 

“It’s somewhat surprising that respondents’ interest in
primary lending hasn’t picked up more than it has given
how favorable terms have become for lenders, but it’s
likely that the total return opportunity for investors is still
greater in the secondary markets.” 
DeLain Gray, Senior Managing Director, FTI Consulting, Inc.

“Secondary yields are extremely attractive now given the
severe pricing fall off over Q4 2008. This has led new
money to chase “seasoned” deals that are well covered
and are liquid and avoid the inherent risk in primary new
issues. It is simply attractive risk-return pricing that will
lead to significant overweighting of secondary issues.” 
Michael Bruder, Managing Director, Macquarie Capital (USA) Inc.

0 5 10 15 20 25 30 35 40 45

Less than 5%

5%-10%

10%-20%

21%-50%

More than 50%

Percentage of responses

40

15
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Which primary market will recover fastest in 2009?

• Seniority is everything in the opening stages of a distressed cycle, so 
it stands to reason that leveraged loans, which are typically first lien
senior secured paper, will be the most viable asset class for investors
looking at primary deals.

• The recovery of the high yield and convertible bond primary markets
are expected to take significantly longer.

“If you believe the healing process for the banking
system is slowly underway then the primary market for
leveraged lending would have to begin showing signs 
of recovery in 2009, though on a very selective basis.
Without a recovery in leveraged lending we’re not sure
any of these other assets classes can improve, as the
void left by loan-shy banks and institutions simply
cannot be filled by other private capital.” 

Randall Eisenberg, Senior Managing Director, FTI Consulting, Inc.

“The investment grade market is starting to show signs
of recovery, albeit at high yields relative to pre-crisis
levels. We expect the leveraged loan market to be the
next to recover, with improved terms and relative
seniority encouraging investors back into the market.
This market may currently be beginning to strengthen,
with leading indexes yielding positive returns after
shedding 30% of their value in 2008. The recent
demise of large LBOs will help this trend, with the
removal of the large overhang of pre-crisis leveraged
loans restoring some market capacity.” 
James Wilson, Senior Managing Director, Macquarie Capital (USA) Inc. 

Leveraged loans

High yield bonds

Convertible bonds

Equity

Private placements

Mezzanine

8%

15%

6%

46%

8%

17%
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How do you typically finance primary exposure?

• Cash/equity continues to be the vastly preferred method of buying new
primary market deals, with 79% of respondents claiming it to be their
typical purchasing method. 

Cash/equity

Total Return Swap - single name

Term debt

Total Return Swap - portfolio

10%

3%

79%

8%

Has your access to TRS declined in 2008? If so, by how much?

• The massive consolidation within the banking sector in 2008 and 
the ongoing credit crunch significantly reduced the flow of primary 
deals and the amount of TRS exposure offered by underwriters.
Approximately 46% of those polled said their access to TRS declined
significantly in 2008.

“With the banking sector still in a hunker down mood, the
opportunities for investors to put on large TRS positions
with these institutions will definitely be waning.” 
DeLain Gray, Senior Managing Director, FTI Consulting, Inc.

“With the huge decline in both ability to take on risk and the
total risk appetite, in general, the ability to find what had
been a very common way to mitigate risk, may have been
permanently impaired. The banking and insurance playing
field needs to continue to play out and then stabilize before
enough sound counter parties appear to make this market
come alive again. Either people will need to be prepared to
pay much more for risk protection or, more likely, many will
now manage risk in a different way or go without protection.” 
Peter Schwab, Managing Director, Macquarie Capital (USA) Inc.

Declined significantly

Declined slightly

Not declined at all

Impossible to get

28%

8%

46%

18%
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Which one of the following hedging strategies did you use 
the most in 2008?

• While the use of CDS continues to be a significant hedging strategy 
by investors, respondents pulled back during 2008. Only 37% of
respondents said they used CDS as their preferred hedging strategy in
2008, down from the 43% of respondents who claimed to have used 
it most during 2007.

• With the significant declines across all markets in 2008, most hedging
strategies proved ineffectual. Approximately 34% of respondents said they
did not use any hedging strategies in 2008, up from the 11% that answered
the same way in 2007.

“Certainly, the Lehman failure and its fallout, among other
events, have caused growing concern about the utility and
safety of credit derivative products. Counterparty concern
is finally being taken into account, as it should have been
all along. We expect this addition to the diligence focus
will naturally squeeze the use of these products for a
while. On the other hand, we would not expect them to 
go away by any means. They will just be used more
judiciously, even as they return to greater prominence in
the next months and years.” 
Ed Smith, Bingham McCutchen LLP 

“It is clear that the absurd market volatility during 2008
has significantly impact market participants as they have
decided (for the time being) to reduce overall hedging
activity while they wait for the dust to settle. We would
expect hedging activity to increase as the market settles 
in and visibility improves” 
David Miller, Managing Director, Macquarie Capital (USA) Inc.

CDS

None

Short equity

Other, please specify

Short debt

Calls or puts

5%

6%

4%

37%

14%

34%

Which hedging strategy do you expect to use the most in 2009?

• Respondents predict CDS to be used even less in 2009, as only 
28% expect to use it as their preferred hedging strategy.

None

CDS

Short equity

Short debt

Other, please specify

Calls or puts

7%

13%

5%

32%

15%

28%
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How much of your fund is dedicated to short positions?

• More than half of those polled said they would dedicate less than 5% 
of their portfolios to short positions in 2009. With the leveraged loan
and high yield secondary markets already trading at record lows,
respondents are now concentrating their investment strategies on
picking out bargains, not securities that still have more downside.

“The select investors that favored short biased portfolios
in the distressed, high yield and leveraged loan markets
were likely the best overall performers as these markets
were all down 20 to 40 percent in 2008. Few investors
have the courage to remain short biased in 2009 as
history tells us that markets typically rebound after
dramatic sell-offs similar to the ones we witnessed in
2008. However, if deleveraging across all asset classes
persists in 2009, investors that have the fortitude to
remain short-biased may again outperform.” 
Jim Placio, Managing Director, Macquarie Capital (USA) Inc.

Less than 5%

5-10%

10-20%

21-50%

More than 50%

10%

14%

5%

18%

53%

What level of LCDS volume growth do you expect once the new
bullet contract is launched?

• The new bullet LCDS contract has a defined maturity, removes the chance
of being cancelled and comes with new succession definitions that should
assist investors to quickly understand what the protection will reference
should a refinancing happen. 

• Previous iterations of the LCDS contracts have been partially blamed as 
the reason the asset class has failed to catch on with investors. 

• The new contract is likely to lead to at least an 11% boost in volume 
of LCDS overall in 2009, according to 54% of respondents.

0-10%

11-25%

26-50%
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10%
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What regulatory reforms to the CDS market do you expect?

0 10 20 30 40 50 60

Move to exchange

Move to dealer run
clearing house

Further SEC regulation

Further CFTC regulation

Percentage of responses

54

49

46

14

If you buy credit protection, what instrument do you use most?

• Single name CDS continues to be the preferred method of credit
protection for 73% of respondents. 

• While single name protection can be tailored to suit specific holdings
of a portfolio, the indices remain much more liquid and also popular 
among 22% of respondents.

Single name CDS

CDS index

Recovery swap

5%

22%

73%

“It seems inevitable, especially after the Lehman Brothers
failure and the impetus for greater regulation in
Washington, that the CDS market will eventually transition
from an OTC product to an exchange traded product with
some sort of clearing house mechanism so that
counterparty risk is eliminated or greatly mitigated.” 
Kevin Lavin, Senior Managing Director, FTI Consulting, Inc.
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Do you seek equity control of companies via a “loan to 
own” strategy?

• Loan to own strategies are credit and resource intensive, but the current
lack of financing from more traditional sources has spawned more
interest from respondents. Approximately 15% of those polled said it is
a core portfolio strategy compared to the 8% that answered the same
way a year ago.

• The 45% of respondents that claimed to be open to the idea on an
exceptional basis in 2009, is up from the 20% of respondents who 
gave a similar answer last year.

“It is interesting that this “strategy” (which in our
experience is actually employed very infrequently from 
the outset of a deal) appears to be much more top of
mind. One can only presume that this has more to do
with a sense of potential value to be obtained in the
markets, as opposed to specific business plans driven
off of past successes. Our experience has indicated that
loan-to-own strategies are difficult to execute and hard
to justify in terms of normalized returns.” 
David Miller, Managing Director, Macquarie Capital (USA) Inc.
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Yes, as part of our
core strategy

Yes, but on an
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Percentage of responses

15

45

21

19

How much of your portfolio did you dedicate to direct lending
investments in 2008?

Less than 5%

5-10%

10-20%

21-50%

More than 50%

3%

15%

13%

61%

8%

“Direct lending seems to be a niche investment category,
with many respondents indicating a willingness to remain
on the sideline and perhaps decrease their focus on this
strategy. At the same time, some respondents see the
credit crisis as an opportunity and appear ready to ramp
up their direct lending focus to try to compete with the
traditional banks and large financial institutions who have
historically dominated this area. In a climate where
traditional sources of credit may be unavailable, it will 
be interesting to observe whether hedge funds will allocate
increased resources to enter the fray of direct lending to
meet companies’ refinancing demands.” 
Amy Kyle, Bingham McCutchen LLP 
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Do you plan to increase, decrease or keep this allocation 
the same in 2009?

Increase

Decrease

Stay the same

19%

23%
58%

What do you think will be the most common catalyst for
amendments in 2009?

• Liability management has become an important tool for companies
facing sharp EBITDA declines or significant short term maturities. With
54% of respondents already projecting refinancing opportunities to be
less available in 2009, amendments are expected to take center stage.

• Leverage built up in the benign period of the credit cycle will be the
most pressing issue for borrowers to work around, according to 73% of
respondents. Cash burn and minimum liquidity levels are also expected
to be a strong catalyst to drive amendments in 2009 according to 12%
of respondents.

“A large percentage of respondents point towards
leverage and covenant breach as key drivers for
amendments in 2009. With weakened EBITDA
prevalent in many industries during the recent credit
crisis, many companies are at risk in the near term of
breaching the leverage covenants contained in their
current loan documents. While in the past, the “easy-
out” was a debt refinancing in favor of “covenant-lite”
deals, however with such capital no longer as easily
attainable and in light of the increased default rate
expected, we expect issuer requests for amendments
and waivers from investors to be on the rise in 2009.” 
Barry Russell, Bingham McCutchen (London) LLP

“Banks with participations in leveraged loans carrying
‘under-market’ terms, especially those made in 2005-
2007, will aggressively use financial covenant
breaches as an opportunity to bring these loans closer
to today’s market extracting large waiver fees, loan re-
pricing and other substantive modifications, wherever
possible. A simple 50 basis point waiver fee won’t pass
muster with lenders any longer.” 
Bob Medlin, Senior Managing Director, FTI Consulting, Inc.

Leverage/coverage breach

Minimum liquidity

Change of control

Equity cure

Other, please specify

Asset sale carveout

6%

1%4%
4%

73%

12%
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“Without a doubt, most amendments in 2009 will 
be caused by the dramatically lower EBITDA levels
combined with high debt as well as the lack of
refinancing available to most companies. Depending
upon the industry and the lender, this restructuring 
may have limited options available. However, make 
no mistake about it, while covenant breaches will be
causing many of the amendments out there, liquidity
remains the number one concern of most companies
out there. The ability to make it through the duration 
of this cycle and the ability to find additional capital 
as necessary for current operations remains the top
focus of many top management. 
Peter Schwab, Managing Director, Macquarie Capital (USA) Inc.

The technical sell-off in leveraged loans has established 70-80 
as the new par. How long do you think it will take for secondary
markets to recalibrate?

• The 35% of respondents who believe the leveraged loan market will
recalibrate back to normal in 12 months is only slightly larger than the 27%
of respondents who believe it will take 24 months. Both scenarios have
significant implications about the continued strength of the credit crunch
and the difficulties leveraged borrowers will have finding financing.

“Pricing of leverage loans in secondary markets won’t
return to historical norms until conditions improve
materially in the primary market, the risk of quick sell-
downs after syndication that we witnessed in 2008
subsides, and there is a better sense of where default
rates will peak in this cycle.” 
Randall Eisenberg, Senior Managing Director, FTI Consulting, Inc.

“The destruction of the CLO market and the inability 
for loan buyers to obtain leverage will be the biggest
hurdle in the normalization of this market.” 
Jim Placio, Managing Director, Macquarie Capital (USA) Inc.
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Wall Street experienced unprecedented consolidation in 2008. 
How will this affect liquidity in distressed debt trading?

What do you think will happen in 2009?

• The consolidation among banks and fund closures in 2008 is expected to
carry over into 2009, prompting 73% of respondents to predict an overall
decrease of the liquidity in distressed debt trading. That will certainly cut
down on the competition for positions and allow new funds to elbow their
way into the market. Investors are likely to continue to see a buyer’s 
market in 2009, allowing them to be more discerning with where they
commit their capital.

“The recent Wall Street turmoil has left the distressed
market with fewer participants as funds liquidated, banks
consolidated and leverage disappeared. The lack of leverage
in the market has resulted in a repricing of loans and
reduced buying power, and is attracting non-traditional
investors. These investors are attracted to equity-like
unlevered returns from senior secured debt. However, they
are likely to face lengthy hold periods given the lack of exit
opportunities available (i.e. DIPs, refinancings and sales).
Equilibrium will ultimately be restored by the migration of
non-traditional investors into the asset class, the return of
leverage and renewed market confidence. Everyone
recognizes the unprecedented opportunity that distressed
currently presents, but few may be able to capitalize on it.” 

Michael Silverton, Senior Managing Director, Macquarie Capital (USA) Inc. 

“On the downside, these developments also increase the
potential for greater volatility and instability in distressed
debt markets for 2009 and beyond.” 
Kevin Lavin, Senior Managing Director, FTI Consulting, Inc.

Increase liquidity in 

distressed debt trading

Decrease liquidity in 

distressed debt trading

Leave liquidity unchanged 

in distressed debt trading

8%

19%

73%

Increased consolidation 

compared to 2008

Less consolidation than 

what occurred in 2008

Similar amount of 

consolidation as 2008

26%

39%

35%

The United States Federal Government (and other foreign
governments) have taken on a greater role in addressing and
attempting to solve the financial crisis in 2008. Which of the
following do you expect to see in 2009?

US and Foreign 

Governments to take on 

a greater role in 2009 than 

it has thus far in 2008

US and Foreign 

Governments to take on 

a lesser role in 2009 than 

it has thus far in 2008

US and Foreign 

Governments to take on 

a similar role in 2009 to 

that of 2008

21%

66%

13%

• Two thirds of respondents believe US federal and foreign governments
will play a greater role in attempting to address the financial crisis in
2009. With monetary policy stretched to the breaking point in 2008,
fiscal stimulus is largely expected to play a central role in the new
administration.
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“An overwhelming percentage of respondents see the role
of government, in both the US and abroad, to play a
major role in 2009, and most likely a greater role beyond
what has already occurred in the last quarter of 2008.
With the American public and the investing public craving
a quick fix to the economic crisis and assurances that the
credit crisis will not happen again, the markets will find
out very soon how President Obama’s economic stimulus
plan, use of the remaining TARP funding and the federal
government’s oversight of the financial markets will take
form. It will also be interesting to see whether and to what
extent foreign governments will follow the lead of the new
Obama-led administration.” 
Ronald Silverman, Bingham McCutchen LLP 

“The US federal government, in words and deeds, has 
passed a point of no return with respect to preventing
Depression 2.0. It stands ready to do whatever is
necessary to prevent a systemic failure of the global
financial system, as off-putting as this remedy is to 
so many. The key question, of course, is will this be
sufficient? The answer will depend on whether its
actions are too reactive and ad hoc.” 
Kevin Lavin, Senior Managing Director, FTI Consulting, Inc.

“Greater government involvement with respect to
economic activity, confidence and regulatory probity 
is expected to be forthcoming in 2009. With the
traditional drivers of US economic recovery (housing,
consumption and private investment) unlikely to
respond to easier financial conditions in the near-term,
public works projects and tax relief are expected to
feature prominently in defining the business cycle.
Measures to promote confidence, for example through
guarantee schemes, should also hold firm. Furthermore,
with regulatory issues at the root of the financial crisis
and ensuing recession, deficiencies with respect to
financial regulatory oversight need to be urgently
addressed in the coming quarters on a global scale.” 
Richard Gibbs, Global Head of Economics, Macquarie Group Limited

In 2008, did your fund participate as a lender in any Debtor-In-
Possession (DIP) financing transactions? 33% said yes and 67%
said no.

Yes

No

33%

67%

“With nearly one third of the respondents indicating that
they have participated in DIP financings in 2008, we are
seeing that hedge funds are willing to enter the ring to try 
to compete with the more traditional DIP and exit financing
asset-based lenders. With DIP lending, a lender typically
receives a first priority lien on substantially all of the assets
of a company, significant fees, a higher priority claim in
bankruptcy (first right to repayment), as well as confidential
information, access to the Debtor’s officers and a seat at the
table in shaping the Debtor’s business plan and effectuating
the Debtor’s restructuring/exit strategy. Sitting at the top of
the food chain, especially in an economic downtown, could
prove to be a safer bet than a higher-rate instrument at the
bottom of the capital structure. Hedge funds are beginning
to recognize this. Additionally, we are seeing some hedge
funds that are willing to provide DIP and exit financing in
order to realize some recoveries in credits where they had
extended pre-petition unsecured and secured debt to the
now bankrupt companies.” 
Scott Seamon, Bingham McCutchen LLP 
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If so, how active do you expect to be as a DIP lender in 2009?

• The retrenchment of traditional DIP and exit financing lenders has created 
a vacuum for borrowers contemplating bankruptcy reorganizations. Their
officers now have to be more vigilant about cash burn expectations and
whether cash collateral will be sufficient to cover the expenses associated
with an in court restructuring in addition to managing the business.

• This will likely leave an unprecedented opening for distressed investors 
to provide super priority funding for debtors. Approximately 52% of
respondents anticipate being more active in DIP financing packages 
in 2009. 

“It is not surprising that an overwhelming majority of
respondents expect to be at least as active if not more
active in providing DIP financing in 2009. As one third 
of the respondents indicated that they had provided DIP
financing in 2008, it is likely that this number could
eclipse one half in 2009. With the economic crisis
causing a significant slow down in new financing by
traditional asset-based lenders and unprecedented
consolidation among many of the traditional banks and
financial institutions that have dominated the DIP lending
market over the past 10 years, there could be increased
competition from hedge funds and a leveling of the 
playing field in this area. With more corporate bankruptcy
filings expected in 2009, DIP financing needs could be 
at unprecedented levels, providing opportunities for hedge
funds to make such investments. It will be interesting to
see whether and to what extent this increased competition
will impact pricing of DIP and exit facilities.” 
Julia Frost-Davies, Bingham McCutchen LLP

More active in providing 

DIP financing than 2008

Less active in providing 

DIP financing than 2008

About the same as 2008

52%

33%

15%

“Given the near-certain surge in bankruptcy filings 
and the noted exit of certain bank lenders from DIP
lending, this niche will definitely present an
opportunity for private lenders in 2009. However, one
has to wonder if the going terms and conditions of
such financing in today’s marketplace, especially from
a non-bank provider, will be feasible from a debtor’s
perspective for anything other than a quick sale or
liquidation of the company.” 
Bob Medlin, Senior Managing Director, FTI Consulting, Inc.

“Priming DIPs can only be funded to the extent there
is additional unencumbered assets or the value of
collateral exceeds the pre-petition secured debt plus
the new DIP, an uncommon occurrence in this
recession and the proliferation of second lien loans.
The DIP can not make the debtor administratively
insolvent. Many companies contemplating filing will
have to look to their existing lenders to flip their pre-
petition debt to a DIP and extend additional funds to
cover debtor costs.” 
Michael Bruder, Managing Director, Macquarie Capital (USA) Inc.
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The paralysis in global credit markets that began in the late summer 
of 2008 is often referred to metaphorically as a financial tsunami or 
a perfect storm in the business media but the better cataclysmic analogy
would be an earthquake; what we are experiencing now in the real
economy is the ensuing tsunami. What began in late August as a veritable
shock to financial markets that stunned investors worldwide quickly
spilled over to real economic activity by October when manufacturing
activity slowed sharply and consumer spending growth, already in a
slowdown phase for nearly a year, abruptly came to a halt or reversed
course in most discretionary categories. The 2008 holiday season is
thought to be the worst in decades, with an unprecedented year-over-year
decline in nominal sales for the period. In real time it seemed as if
consumers’ collective response to unfolding financial market events was
extreme and fear driven but with the benefit of just a bit of hindsight 
we now recognize that consumers were responding rationally to changing
economic facts on the ground. Subsequent statistics from that pivotal
period tell us that the credit market freeze since September accelerated a
labor market contraction comparable in swiftness and severity to two other
cataclysmic events–the terrorist attacks of 9-11 and Hurricane Katrina
[Exhibit 1]. While the economic impact of those events was sharp but
short lived, this one seems determined to stay with us considerably longer. 

WHERE HAVE ALL THE BUYERS GONE?
BY BOB MEDLIN, SENIOR MANAGING DIRECTOR AND JOHN YOZZO,

MANAGING DIRECTOR, FTI CONSULTING, INC.

MASS LAYOFF EVENTS

EXHIBIT 1

Americans are being reminded–some painfully so–that their most valuable
asset is not the equity in their homes or the stocks in their 401K plans
but their ability to earn a paycheck each week. More troubling than the
11 million Americans who are currently out of work are the record-high
eight million others who are working part-time but want full-time jobs–a
number that has nearly doubled from a year earlier–because a reduction 
in work hours is often a prelude to further layoffs. Corporate layoff
announcements are still accelerating according to recent data from
Challenger Gray & Christmas. The running narrative on the domestic front
in the mass media is now entirely dominated by the jobs situation and it
is really spooking a general public that already has a full plate of financial
challenges. A Crain’s New York consumer survey in December found that

nearly one-quarter of respondents were very insecure about their jobs
while nearly 40% were either fairly insecure or very insecure about being
laid off–double the rate that felt the same way back in 2003 when the
local economy was considerably weaker. Eighty percent of the survey’s
respondents were cutting back on spending. Nothing is more personally
paralyzing, economically speaking, than job loss or the prospect of job
loss in an environment where good jobs are scarce. The enormous
financial losses and subsequent consolidation trend across the banking,
investment and financial services sectors has meant the prospect of job
losses is also reaching into the demographic of the well educated and
highly compensated. Across industries, workforce reductions are occurring
in all functions–on the manufacturing floor, R&D, sales & support teams
as well as corporate headquarters. In short, few workers are feeling
invulnerable these days and such insecurities–real or imagined–influence
personal economic decisions. Is it really such a mystery why auto and
home sales remain moribund despite tremendous monetary stimulus to
date? And so the U.S. economy suddenly finds itself in the grip of a nasty
downward spiral where spending cuts will lead to further layoffs that will
lead to further spending cuts. This feedback loop must be broken before
we can speak confidently about emerging from recession. Meanwhile,
most economists agree–a rare event in itself–that we have yet to feel the
full brunt of this contraction. It is a foregone conclusion that economic
conditions will worsen before they improve, though there is considerable
disagreement over how long the recession will last.

It is against this imposing backdrop that distressed debt investors must
navigate in 2009–sure to be the most challenging year for this group
since…well, 2008. As we look back at response tallies to Debtwire’s
North American Distressed Debt Market Outlook from a year ago (January
2008) we are struck by how many respondents were generally accurate
in their broad assessments of where U.S. economic conditions were
moving (e.g. recession, sharply higher defaults, difficult financing
environment, and fewer M&A opportunities) yet were way off the mark
with respect to perceived investment opportunities and return
expectations. In particular, high seniority loans and bonds, by far the
favored investment securities among respondents in the 2008 survey,
arguably had their worst year ever. Senior leveraged loans ended the year
with negative market returns of nearly 25%, wiping out the previous four
years of returns for this heretofore safe asset class. Yield spreads on high
yield bonds at least doubled across all rating categories [Exhibit 2]. Such
extreme outcomes would have been considered unimaginable prior to last
year and are all the more striking when one considers how much hedge
fund money and other sources of capital were said to be earmarked for
stressed and distressed investing at the end of 2007. Moreover, it was 
widely believed that private equity sponsors would begin to migrate to 
the stressed/distressed investment arenas as new buyout opportunities
became harder to come by or impossible to finance. 
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EXHIBIT 2

Of course, what survey respondents didn’t anticipate (nor did anyone else 
for that matter) was September’s seismic episode in world credit markets 
that drove panicked investors to seek high ground and sparked waves of
unwinds and other indiscriminant selling. A dearth of new money from
CLOs, CDOs and other structured vehicles also played havoc with
supply/demand fundamentals in both the primary and secondary markets
for non-investment grade corporate debt throughout the year. And despite
the spasms and tremors coming from credit markets in late-2007 and
early-2008, few in the corporate fixed income community were braced for
the eruption that followed later in the year. A modest year-end rally pulled
leveraged loan and bond prices up slightly off their lows of the
year…small comfort indeed for fixed income investors but 
a glimmer of hope nonetheless.

As we move into 2009, practically all technical “textbook” distinctions
between high-yield, stressed and distressed debt securities have been
blurred. S&P reports that 85% of all high-yield corporate bonds are
“distressed” by its definition–that is, yielding more than 1000 bps over
Treasuries, while three-quarters of performing leveraged loans are similarly
“distressed”–trading at less than 80 cents on the dollar. Both of these
distress ratios are easily at all-time highs. Most speculative-grade
corporate debt securities are considered distressed by traditional
definitions despite a speculative-grade default rate that remains below its
long-term average of 4.5%. Secondary debt markets, it would seem at a
glance, have overreacted (especially for the most senior tranches) to the
steady stream of grim financial markets news and deteriorated economic
fundamentals since October. So where are all the bargain hunters?

The upcoming year will continue to dangle a tempting proposition for
stressed/distressed debt investors; with leveraged loan yields (YTM) in 
the mid-teens and junk bond yields in the high-teens or better, many
valuations still look dirt cheap despite the recent rally. A majority of
performing senior term loans are trading near 70 cents–close to historical
recovery rates for the asset class. But only fools rush in; primary corporate
credit markets remain highly unsettled and corporate default rates are
poised to increase substantially in 2009. Little more than a year after

FTI Copyright language

indicating they were ready to step it up, distressed investors are still
treading cautiously, looking for some telltale sign of a market bottom. 
And while they wait, prices continue to meander. (Sounds eerily similar 
to the housing market, doesn’t it?)

We believe the caution is warranted despite the fact that many names
may indeed be oversold. From a distressed investing perspective, what
will turn some of these “bargains” into value traps is the rapid speed with
which operating performance is unraveling. We’re not sure everyone fully
appreciates this phenomenon. For example, gaming revenues on the Las
Vegas Strip were down 21% in October and November compared to a
year earlier. We hear that retail sales in some big ticket categories, like
jewelry, appliances and electronics, were also down in the vicinity of 20-
25% for the holiday season at some chains. Auto sales are down even
more. Widespread declines of this magnitude, if sustained for much
longer, are without precedent in the modern era. 

Our monthly analysis of corporate operating performance and capital
structure for all large (sales greater than $100m) SEC registrants that 
file 10Qs indicates that the number of companies at high risk of failure
has nearly doubled from one year ago, to 140 currently. While the retail
sector has been widely singled out as one of the most vulnerable
industries in 2009, we would emphasize that any business with direct 
or indirect exposure to discretionary consumer spending is susceptible 
to further deterioration in operating results. Beyond the usual suspects
(homebuilding and housing-related, auto and auto-related) we would also
include leisure travel and hospitality, retail-related real estate, gaming,
media, entertainment & recreation, restaurants, and apparel & textile
manufacturing as sectors to monitor closely. 

The spending pullback by U.S. consumers witnessed in the final three
months of 2008 is not likely to abate until they feel considerably better
about their job and income prospects–a condition we don’t likely expect
to occur until late-2009 (at the earliest) given how engrained the
negative sentiment is currently. The University of Michigan’s Index of
Consumer Sentiment (ICS) showed that the fewest percentage of
respondents in over half a century reported income gains in the
December 2008 survey, while a majority expected their real incomes
would decline over the next year. Our evaluation of the relationship
between the ICS and discretionary spending growth spanning the last
forty years indicates that real YOY growth in such spending doesn’t turn
positive until the index value is in the mid-70’s. It is currently 60.

For distressed investors, we can’t imagine a year where selection prowess
ever mattered more because value, in many cases, will be a dancing
target in 2009. 

Soure: Moody’s
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The long awaited grand reopening of the distressed loan candy store has
finally occurred. Following an extremely unique period where credit was
seemingly available anywhere and to anyone, and where distressed
investors were sidelined while default rates hovered near zero, corporate
defaults are now soaring, bankruptcies are rising and there are more bank
loans trading at distressed levels than at any point in history. 

Gorging on all of these opportunities, however, may certainly lead to a
nasty stomach ache. An opaque trading environment and a recession
that continues to deepen complicate the distressed investing landscape.
Investors who seek to capture “beta” in this market may find that a new
round of corporate defaults or technical pressures have driven loan prices
into never-before-seen territory – again. Moreover, investing in distressed
assets requires careful selection. Astute investors who navigate the
technical landmines and who are diligent in the assets they purchase 
will enjoy the rewards of what may be the biggest distressed cycle yet.

THE CANDY STORE IS OPEN
From 2005 to 2007, leveraged loan issuance skyrocketed, with
outstanding loans reaching nearly $600 billion by the end of 2007

1

Today, approximately 80% of the loan market is categorized as
“distressed” (trading at a secondary spread of over 1,000 basis points).
This is a seismic change from December 2007 and June 2008, when
only 3% and 13% of loans traded at these levels, respectively. Similarly
the corporate default rate has risen from the grave – moving from near
zero percent in 2007 to a healthy 3.7% in 2008

2
. The level of leveraged

loan debt currently in default, at over $22 billion, eclipses previously
seen levels for the past 10 years and is only likely to grow. To put this in
perspective, if the default rate reached 9%, as is projected by S&P, the
corresponding amount of defaulted leveraged loans would reach $54
billion. We are likely nowhere near done, and default rates could double
or even rise well into double digits.

DISTRESSED INVESTING IN 2009: 

LIKE KIDS IN A CANDY STORE
MACQUARIE CAPITAL (USA) INC. 

MICK SOLIMENE, PHILLIP VAN WINKLE, ASHOK VISHNUBHAKTA
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THE CANDY IS ON SALE
By almost any measure, the candy is on sale, as credit looks cheap
compared to historical levels. Prices on leveraged loans have dropped
precipitously this year. The S&P/LSTA U.S. Leveraged Loan Index dropped
to as low as 62c (% of par) in December 2008, compared to near 94c 
in December 2007

3 
. Much of this drop came between October 1, 2008

and December 26, 2008, when the Index fell 23.8% - over 40 times the
index’s historical average monthly standard deviation of 0.53%.
Moreover, from inception in 1997 to 2007, the S&P/LSTA never had a
negative year. Returns ranged from 2% in 2002 to 10% in 2003, then
fell nearly 30% in 2008.

If price alone isn’t enough, look at yields. As of January 2, 2009, the
average 3-year secondary spread on non-defaulted BB/B loans was
L+2,223 bps – this compares to just L+442 in December 2007 and a
previous 10-year high (excluding 2008) of L+593 in October 2001

4
.At

current levels, investors can achieve equity-like returns and still be at the
top of the capital structure. These figures seem to imply a trough in the
loan markets, begging the question: how could prices ever go lower?
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LEVERAGED LOANS IN BANKRUPTCY AND DEFAULT RATE
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CAVITIES AND STOMACH ACHES
Notwithstanding the statistics, feasting on this inexpensive candy is not
without risks. The markets are different this time around. The introduction 
of covenant-lite loans, which at December 2008 represented approximately
15.5% of the leveraged loan market, as well as second lien loans (5.5% of
the loan market), will likely lengthen time to default and drive loan recoveries
well below the historical average of 70% on first lien debt

5
. There are also

different players – notably, hedge funds and CLO’s – who are introducing a
completely new trading dynamic in the leverage loan market. Additionally,
unlike past cycles, the huge decline in loan prices to date has largely
preceded the expected increase in corporate defaults. Throw in a seizure of
the global capital markets for good measure, and the candy may not look so
appetizing after all – at least not all of it.

Forced selling of loans has played a major role in creating the supply of
distressed debt. First, the banks needed to move the universe of hung LBO
loans; next came the massive unwinding of total return swap (TRS) lines,
hedge fund redemptions and downsizing of portfolios across the investment
community. This deleveraging and unwinding appears to have slowed
recently as is evidenced by the slowing of bids-wanted-in-competition
(BWIC) offerings, but the technical picture is far from clear. An unknown
level of TRS at risk of unwinding and the potential for continued hedge fund
redemptions may still skew prices downward. Moreover, cash flow CLOs will
be pressed to trim exposure to low-rated and defaulting loans as
downgrades and default activity grow. Many CLO’s are also restricted to
investing in loans priced above 80c. These factors have culminated in a
sizable void in the bid side of the market.

Like the technical picture, the fundamental picture is not much clearer. We
have likely only seen the tip of the iceberg with respect to defaults – rates are
only near 4% potentially en route to over 10%. Additionally, the global
economy continues to sink deeper into recession with no obvious catalysts 
for positive change in the near future, calling into question how much further
earnings will fall before reaching a trough. The impact of the seizure of the
capital markets may also play a big role in the ultimate valuation and
recovery of loans. Companies could be forced to liquidate or self-finance their
restructurings if debtor-in-possession (DIP) financing continues to remain
unavailable. Asset valuations may be unrealistic if there are few buyers and
no leverage to finance their purchase. These factors and the lack of liquidity
in the market will test investors as to how long they may need to hold assets
to achieve an expected exit outcome. Accordingly, the opaqueness of the loan
market, deteriorating credit and valuation fundamentals and the lack of
visibility to a positive market catalyst may give cavities and stomach aches
for investors who move indiscriminately into the loan markets.

PARENTAL SUPERVISION
What does this all mean for distressed investors? Should they avoid the
market today and wait for technicals and fundamentals to become clear?
Pursuing a “beta” play in the market today seems fraught with risk, and
so, like kids in the candy store, investors will need the benefit of some
parental supervision. Utilizing disclipline and knowledge of the markets
should reward the alpha investor handsomely. The following
considerations should be good first steps for investing in the market today:

• Beware the front of the cycle – the worst companies are often the 
first to default and file for bankruptcy

• Contemplate existential risk – whether the market has a need for
a specific company’s products or services

• Focus on defensive, non-cyclical industries

• Consider market leaders in asset rich industries

• Understand the importance of liquidity and staying power for
companies in today’s market

• Think strategically about the impact on asset prices and restructuring
processes caused by CLO’s

• Anticipate the potentially conflicting motivations of investors seeking
cash flow preservation, those seeking asset appreciation and those
seeking control (loan-to-own situations)

• Understand your investment exits in the current market environment

Adhering to these principles will help distressed investors to navigate 
the technical landscape and reduce the risk of compounding company-
specific weaknesses on top of the current market dislocation. With
patience, perseverance and common sense, investors should be able 
to avoid the stomach ache and reap attractive returns.

1
Standard & Poor’s Leveraged Commentary & Data

2
Standard & Poor’s Leveraged Commentary & Data

3
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