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METHODOLOGY

Bingham McCutchen LLP, FTI Consulting 
and Macquarie Securities (USA) Inc.
commissioned Debtwire to interview 101 
hedge fund managers, proprietary trading 
desks and other asset managers on their
expectations for the North American distressed
debt market in 2008. Interviews were
conducted over the telephone in November 
and December 2007, and the responses were
collated by Debtwire and presented to the
commissioning firms in aggregate.
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FOREWORD

Distressed is back. The credit crunch of 2007, spurred on by the subprime mortgage market’s
meltdown, hit the leveraged loan and high yield bond markets in full force during the third
quarter. Investors quickly headed for the exits, resulting in a massive sell off in the secondary
markets and a virtual standstill in the primary markets. 
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As the dust settled, distressed debt buyers began to search out
opportunities, while the supply/demand imbalance that previously favored
primary issuers became antiquated. The second half of 2007 taught us 
that the days of easy credit and wide-spread issuer friendly concessions 
are finally over. Yet, the massive backlog of committed LBO financing,
alongside continued pressure on bids in the secondary market has distressed
debt investors licking their chops. Judging by the responses to the Outlook
2008, the year to come will not only feature an increase in the amount of
distressed debt product available, but also a rise in the dollars allocated
towards chasing it.

All dressed up
An overwhelming 72% of poll respondents said they planned to allocate
more of their investment portfolios towards distressed debt in 2008
compared to 2007, signaling expectations of outsized returns for the 
asset class. It is no surprise that one of the largest pockets of liquidity for
distressed debt is expected to come from investment managers who had
previously steered funds towards M&A related opportunities in 2007. A 
third of the hedge funds, institutional funds and prop desks polled said 
they expected to allocate less assets to M&A related investments in 2008.
Those respondents went on to name the distressed debt asset class as the
overwhelming new home for their funds. 

So the dollars will be there, but will the product? Respondents were divided
on how much new distressed opportunities will materialize in 2008. Almost
40% of poll respondents believed default rates would rise from their historic
lows to the 2%-3% range, while nearly half of all respondents considered
the 3%-4% area more likely. That’s a much more conservative estimate than
the forecasts put out by ratings agencies. In early January 2008, Moody’s
revised its US speculative grade default rate estimate to 5.3% by the end of
2008, from its previous 4.7% rate. 

Despite the differences in opinion on where actual default rates will end up,
there is little doubt among participants that refinancing opportunities will 
be less available in 2008. The inability to source cheap financing in 2008 
is expected to be an added wrinkle for leveraged borrowers already facing
expectations of a weak economic backdrop. More than 55% of respondents
believe that the US economy will lapse into a recession in 2008, while less
than 10% were comfortable completely ruling it out.

Where to look
The top sectors favored by distressed debt investors for 2008 reflect
expectations for intensified fallout from 2007’s credit crunch. Financial
Services, Construction and Retail were pegged as respondents’ top three
plays for the coming year. That is a distinct move away from the energy and

chemicals, industrial and auto supplier sectors that distressed debt investors
favored in 2007. The subprime market’s meltdown has left a width swath of
carnage in its wake, but there is a sense of opportunity. Despite some of the
inherent difficulties in valuing mortgage backed securities, more than half of
this year’s poll participants said they expected to allocate upwards 
of 10% of their portfolio towards distressed MBS in 2008. 

Meanwhile, the once hoped for soft landing in the residential construction
industry has turned into a free fall that may still be far from bottom. The
glut of unsold homes nationwide continues to be a massive overhang on the
industry, driving the amount of housing starts in 2007 down to levels not
seen since the early 1990’s. According to the latest National Association 
of Homebuilders/Wells Fargo Housing Market Index (HMI), homebuilders'
confidence was stuck at an all-time low of 19 in November 2007 (on a
scale of 0-100, with 100 representing maximum confidence). The low score
indicated that an overwhelming number of builders viewed conditions as
poor and that few are optimistic about the prospects for a recovery in the
near term. 

Participants in the 2008 Outlook report agreed, as 48% of respondents said
they were net short the residential construction industry in 2007, and 42%
said they anticipated positioning their portfolio to be net short the industry
again in 2008. Worsening economic conditions and the overall decline in
housing prices are also expected to create serious headwind for retailers.
Almost 50% of respondents identified retail in their top three sectors
expected to offer the greatest opportunities for distressed investors in 2008. 

As economic conditions worsen, it is no surprise that distressed debt
investors expect to position themselves higher up the capital structure. 
After several years of increased exposure to preferred and common equity,
distressed debt investors look like they plan to return to fundamentals in
2008. More than 70% of respondents ranked first lien secured bank debt
among the three most attractive securities in 2008, with senior secured
bonds and second lien loans also expected to be increasingly appealing.

It also will not be unusual to see distressed debt investors taking a more
active role in the primary markets in 2008, as arrangers desperate to move
the backlog of buyout financing commitments on their books are more
willing to cut deals at big discounts. Roughly 30% of respondents said they
planned to allocate between 10%-20% of their portfolio to primary issuance
in 2008, while 21% said they intended to reserve between 21% - 50%.
Rescue financings are expected to play a bigger role in 2008, as 24% of
respondents expect to increase the amount of their portfolio allocated to
direct lending, a field that could become lucrative as traditional avenues of
financing are less available. Activist investment strategies are also forecast
to benefit from a stepped up number of consent solicitations by borrowers
seeking relief from financial reporting and covenant violations in 2008. 
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What best describes your core investment strategy? What percentage of overall assets is dedicated to 
distressed debt?

• Almost two-thirds of respondents describe distressed debt or high 
yield investing as their core strategy, while 20% consider themselves
event driven.

• Of the 15% that listed their core strategy as “other”, half defined
themselves as multi-strat.

• A slim majority of prop-desk respondents describe themselves as
distressed debt specialists while 60% of institutional investors picked
high yield investing as their core strategy. Roughly 40% of hedge funds
that participated focus on distressed debt and a large minority of 30%
characterize themselves as event driven.

• Roughly two-thirds of study participants allocate 20% or less of their
assets to distressed debt. We view that as evidence that the fixed
income market remains relatively richly priced and susceptible to
further market corrections in 2008.

• Only 16% of respondents said they parked over 60% of their portfolio
in distressed investments.

“The bankruptcy wave in the early part of this decade
created a lot of internal expertise among funds in
handling distressed debt, thereby creating lots of
demand for that type of paper. Just as a large number
of people in the investment community became new
‘experts’ in distressed debt, the quantity of available
distressed paper declined precipitously, leaving an
overhang of excess demand. In my view, the prices of
distressed debt rose higher than their inherent value in
many circumstances, burning investors who were late
to the distressed debt party. Given this lack of supply
that still exists, it is no surprise that fewer investors
are now reporting large allocations to distressed debt.” 
Carlyn Taylor, Senior Managing Director, FTI Consulting
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In 2008, do you plan on allocating more, less or the same
percentage of assets to distressed debt?

Do you expect the US trailing 12-month issuer based default
rate to increase, decrease or remain the same in 2008?

• Almost three-quarters of those asked said they intend to place more of
their assets in distressed debt in 2008, while none said they would
reduce their allocations to the asset class. 

“We are seeing a significant shift in funds sitting on
the sidelines expecting to enter the distressed investing
arena. This shift should be likened to race car drivers
starting their engines and waiting for the green flag 
to be waived. Further, a substantial amount of capital
has been specifically raised for this asset class over 
the last couple of years in anticipation of a yet-to-
materialize increase in corporate default rates. There
will be no shortage of dry powder for the next
distressed investing cycle.”
Mick Solimene, Managing Director, Macquarie Securities (USA) Inc.

• Corporate default rates in the US fell to a nine-year low of 1% in
November 2007, according to Moody’s Investors Service. No surprise
here, 98% of respondents predict that rate to rise in 2008. 

“With the market awash in liquidity in recent years,
underperforming companies have been able to
refinance themselves out of trouble and avoid default.
However, as the credit markets have tightened and
liquidity has started to evaporate, we can expect that
the historically low default rate will evaporate too.” 
Michael Reilly, Bingham McCutchen LLP

More

The same

72%

28%

Increase

Decrease

98%

2%

S
U

R
V

E
Y

 F
IN

D
IN

G
S

5

MER 560 NA Debtwire 07 AW2.qxd  15/1/08  17:15  Page 5



SURVEY FINDINGS

If you expect the default rate to increase in 2008, 
do you expect it to hit:

Do you believe the US economy will lapse into a recession 
in 2008?

• The ratings agency is predicting that rate to spike over the next 12
months to 4.2% but participants in this study expect a moderate climb
with 39% anticipating a default rate of 2%-3% by the end of 2008 and
47% expecting a 3%-4% rate.

• Proprietary trading desks proved the most bearish of study participants 
with almost one-quarter calling for default rates to exceed 4% this year.
Institutional investors were the most bullish with half predicting a rate 
below 3% and the other half predicting a rate of 3%-4%. 

• Core strategies may have colored those expectations as 52% of prop
desk participants specialize in distressed debt while only 17% described
high yield as their focus. In contrast, 60% of institutional investors listed
high yield as their core strategy and only 13% picked distressed debt.

“It will take longer into the next down cycle for default
rates to rise due to fewer covenants or less stringent
covenants in many debt instruments. Other features
like PIK options or equity cure rights are also more
prevalent than in previous business cycles. I expect
that default rates will trail the actual rate of underlying
corporate distress more markedly than in previous
business downturns. Wall Street eliminated the
tripwires in many deals and by the time actual defaults
occur, potential recovery rates will have deteriorated.”
Carlyn Taylor, Senior Managing Director, FTI Consulting

• A majority (56%) of those asked said the US economy will slip into
recession in 2008 but, once again, opinions differ depending on
respondent type. That is slightly more pessimistic than the opinions of
several leading economists who placed the chances of a recession in
2008 between 40%-45%, according to Goldman Sachs.

• 70% of prop desks predicted recession and none ruled a recession out. 
57% of hedge funds said they expect a recession and only 43% of
institutional investors said the same.

“Clearly the headwinds buffeting the US economy 
have intensified in the past six months and suggest
that at best the economy is set for a sustained period
of sub-trend GDP growth. As this episode of waning
momentum follows a prolonged period of favorable
business conditions and elevated asset values; for
many firms the ensuing conditions will be as severe as
a fully-fledged recession. Needless to say, whether or
not the US economy actually experiences a 'technical'
recession in 2008 will only be of academic interest for
many firms and investors.

With the US economy remaining burdened by high
levels of household indebtedness, persistently high
energy costs and fractious credit market conditions;
ongoing efforts by the US Federal Reserve to reflate
the economy are unlikely to result in a sharp rebound
in GDP growth during 2008.” 
Richard Gibbs, Global Head of Economics, Macquarie Group Limited 
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Do you expect refinancing opportunities to be more available, 
less available or equally available in 2008 versus 2007?

In terms of portfolio allocation in 2007, what were 
your top sectors?

• Investment bankers struggling to offload their hung LBO financings 
shouldn’t expect relief anytime soon, according to this year’s study. 
A clear majority (81%) expect refinancing opportunities to be less
available in 2008. That compares to 43% of respondents to last year’s
Outlook who anticipated refinancings to be less available in 2007. After
reaching a peak in 2Q07, issuance of US leveraged loans in 3Q07 fell
46% compared to the prior year period and 4Q07 issuance was
trending even lower, according to RBC Capital Markets.

“A tighter credit market means fewer refinancing
opportunities generally as many traditional lenders 
will be on the next ‘flight to quality’. At the same time,
the tighter credit market will provide distressed debt
investors, many of whom are flush with capital, with 
an opportunity to do some overdue bargain hunting.”
James Roome, Bingham McCutchen LLP

“The second-half of the year made it clear to 
everyone that the days of a high risk credit biding 
its time via easy refinancing opportunities are gone 
for the foreseeable future. Henceforth, challenged
borrowers and their lenders will need to find
constructive ways to work through performance 
and liquidity issues together.”
Randall Eisenberg, Senior Managing Director, FTI Consulting

• In 2007, oil proved the most popular play among respondents with
53% picking it as one of their top three allocations. Manufacturers and
Automotive Manufacturers and Suppliers took silver and bronze with
45% and 37%, respectively, while Consumer Products (29%), Telecom
(26%) and Healthcare (22%) ranked high as well.

• In our 2007 study, respondents allocated the most to the automotive
sector with Energy and Telecom close behind.

• Respondents doubled down on energy in recent years, reflecting both
the scarcity of distressed investing opportunities and the meteoric rise of
oil prices. As liquidity in credit markets tightens and oil closes in on the
$100 mark, allocations in 2008 look poised for a radical change. Only
9% of respondents consider Energy & Chemicals to offer the greatest
opportunity in 2008.

“The top industry sectors by asset allocation in 2007
were a mixed bag with respect to sector fundamentals
and prospects, reflecting the often contrasting
investment objectives of high yield and distressed 
debt investors. Some were prosperous or recovering
sectors – such as industrials and telecom – that likely
benefited from a stretch for yield by high-yield
managers, while others were troubled or weakening
sectors – such as auto parts and consumer products –
that likely saw selective investments on both the long
and short sides.” 
DeLain Gray, Corporate Finance Practice Leader, FTI Consulting
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SURVEY FINDINGS

What sectors do you expect will offer the greatest 
opportunity for distressed investors in 2008?

What securities do you think will offer the most attractive
investment opportunity for distressed investors in 2008?

• Write downs be damned, two-thirds of participants picked Financial
Services as one of the top three greatest distressed investing
opportunities this year. Despite a rash of charges and equity injections
into the banking sector in 4Q07, respondents are betting that the fallout
from the subprime crisis will continue to play out in 2008.

• The slowdown in the US housing market will also carry over, according
to respondents, 59% of which said the Construction sector ranks among
the top three opportunities in 2008. As home prices slip, consumer
spending also looks slated to dip judging by the 49% of participants
who picked retail as a top-three allocation for this year compared to 
the 17% that selected the sector as a top-three allocation in 2007.

“Could this be the year that the U.S. consumer finally
disappoints? Distressed investors jumped the gun in
last year’s survey, anticipating a large uptick in retail
sector distress that never materialized. Unfazed, they
remain convinced that such opportunities will present
themselves in 2008. Recent bearish comments from a
wide swath of retailers about sharply slower consumer
spending seem to support this general expectation. 
The relatively large number of retail LBOs over the last
three years should increase the potential for distress in
the sector this year.”
Randall Eisenberg, Senior Managing Director, FTI Consulting

“Financial Services and Housing related industries 
have been bearing the brunt of the subprime fallout.
However, consumer related businesses will feel the
pinch of declining home values, higher energy prices
and an economic slowdown thus providing significant
investment opportunities for distressed investors 
in 2008.” 
Lisa Neimark, Managing Director, Macquarie Securities (USA) Inc.
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• Debt is the new equity. Participants established a clear consensus in
their lack of appetite for equity in the year to come. Forty-three percent
ranked preferred shares and mezzanine among the three least attractive
distressed investment opportunities for 2008, while 39% selected
common shares. That marks a significant swing in opinion as many
funds ostensibly specializing in distressed debt significantly boosted
their baskets for shares in 2006 and 2007.

• Respondents also agreed on their preferred spot in the capital
structure, favoring the top, specifically first lien loans and secured
bonds. Almost three-quarters of those asked listed first lien loans
among the three most attractive instruments for next year and only
17% singled out the loans as one of the three least attractive
investment opportunities. Senior secured bonds also showed well 
with 54% of votes for most attractive instruments and only 9% for
least attractive.

“As the default rate trends up and economic growth
slows down, many survey respondents are looking to
climb up the capital structure, with a heavy emphasis
on purchasing first and second lien paper. While it’s
well settled that courts will respect lien subordination
and payment subordination under § 510(a) of the
Bankruptcy Code, whether courts will enforce
provisions in intercreditor agreements that take away
fundamental bankruptcy rights remains a grey area.
Given the anticipated increase in bankruptcy filings,
undoubtedly this will become a hot inter creditor topic
for creditors and the courts.”
Ted Perrault, Bingham McCutchen LLP
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What securities do you think will offer the least investment
opportunity for distressed investors in 2008?

Does your fund invest in international opportunities? 

• The middle of the capital structure proved somewhat more controversial 
as senior unsecured bonds were picked as most attractive by 38% of
participants and as least attractive by a comparable 28%. While half 
of those asked selected second lien loans as the most attractive
instruments to buy this year, a respectable minority of 25% listed 
them as among the worst investment opportunities. Ambivalence about
both instruments reflects both the priming effect of second liens on
unsecured bonds and uncertainty about the legal standing of the 
junior loans in restructurings.

• In terms of structured finance, investors participating in this study seem
tentative, with only 22% picking ABS bonds as a top-three instrument
for 2008 and 13% listing them as their least favorite. Whole mortgages
ranked top three among 14% of respondents, 11% identified the loans
as offering the least investment opportunity. That may reflect the
difficulties inherent in valuing and pricing mortgage-related securities.
In addition, there are significant resources required by investors in the
asset class who are relatively new to the product.

“CDOs have been big investors in the ABS and
leveraged loan markets over the last few years, and
with so many respondents still viewing the investment
potential of the CDO vehicle unfavorably it is hard to
make the case that liquidity in these markets will
improve appreciably in 2008 – unless some other
constituent fills that void on the demand side.”
DeLain Gray, Corporate Finance Practice Leader, FTI Consulting

• Interest in international distressed investing waned significantly over the
past 12 months with only 59% of respondents invested abroad. That
compares to 79% of participants that said they allocated funds to
foreign investments in last year’s study. With more homespun distressed
product expected to be available in 2008, there is less of a need to
pursue overseas opportunities.

“With US economic and business conditions ebbing,
investors in the distressed debt sector rightly perceive
that the majority of their investment needs will be met
by the domestic market. This emphasis on domestic
opportunities also reflects a desire to minimise
exchange rate and foreign market risk, in a climate 
of reduced risk appetite in key asset classes.
In the next year or so, we should expect to see
investment managers increasingly placing a premium
on those debt markets that display high levels of
marketability, liquidity and price-making efficiency. 
It is likely that investors in the sector will find that
these key characteristics of market integrity are most
apparent domestically. But the longer term trend
should still see increased cross border investment as
laws in foreign jurisdictions develop and make it easier
for distressed investors to buy and restructure.”
Michael Silverton, Executive Director, Macquarie Restructuring & Special Situations 

“Very few corporations are just 'domestic' or just
'foreign', as nearly all sizeable corporations have
international assets, operations and key constituents.
Global experience and perspective will be critical to
navigating successfully the cross-border issues that 
will dominate the upcoming wave of restructurings.”
Michael Reilly, Bingham McCutchen LLP
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SURVEY FINDINGS

What percentage return did you target for your primary
distressed fund in 2007?

What will you target in 2008?

• While 93% of participants targeted returns exceeding 10% for their
primary distressed funds in 2007 and 47% predicted returns of over
15%, the asset class only returned 6% through November, according 
to data from Hedge Fund Research.

• Hedge funds predicted markedly more conservative returns than 
either institutional investors or proprietary trading desks in both 
2007 and 2008.

“Even though many survey respondents targeted 
returns exceeding 10% for 2007, last year’s historically
low default rate caused some tough sledding and
pushed down returns for distressed debt investors. 
An anticipated sharp spike in the default rate in 
2008 should result in more distressed product which,
in turn, should help distressed investors achieve the
levels of returns that they (and their investors) have
come to expect.”
Barry Russell, Bingham McCutchen LLP

• Despite underwhelming performance, 95% of respondents predicted
returns over 10% for 2008 and 63% are shooting for 
more than 15%.

“Some might think that projecting mid-teens returns 
or better is merely wishful thinking, but for those
distressed investors who do their homework, anticipate
correctly and show some patience, opportunities that
allow them to achieve these ambitious targets should
become available in 2008 – especially with volatility
returning to fixed income markets.” 
Michael Eisenband, Senior Managing Director, FTI Consulting
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In 2008, do you plan to raise new funds for investment, stay
constant, or give money back?

How much leverage did you use in managing your 
fund in 2007?

• Institutional investors and hedge funds both took a bullish tone
concerning liquidity in 2008 with 86% and 74%, respectively, saying
they plan to raise new funds. Only half of prop desks said they would
seek new investments, reflecting the beating Wall Street banks took in
2007 as a result of the subprime crisis. 

• Unlike previous years when the benign credit environment and low
default rates prompted some distressed debt funds to return capital to
their investors due to a lack of opportunities, 0% of respondents said
they planned on giving money back to investors in 2008.

“The second half of 2006 saw the first chinks in the
economy's armor as the housing market began to show
signs of stress. It ultimately culminated in the subprime
crisis and the credit crunch the markets experienced in
the summer of 2007. While distressed opportunities
remain limited, distressed fund managers have been
sharpening their pencils and raising capital in
anticipation of the long awaited uptick in default rates.
Investor appetite has kept pace and not surprisingly,
2007 saw distressed players with established long track
records exceed their fundraising targets.”
Phillip Van Winkle, Managing Director, Macquarie Securities (USA) Inc.

• While roughly 55% of all investors asked said they used leverage in
2007, institutional investors and proprietary trading desks borrowed
more heavily against their balance sheets than hedge funds.

• Almost 10% of prop desks admitted to using 4x-8x leverage and 8% 
of institutional investors said they used more than 8x leverage.

“Given the lack of distressed product in 2007, it’s no
surprise that a majority of survey respondents used
leverage in an attempt to reach targeted returns. It will
be interesting to see how accommodating banks will be
in lending to distressed investors in 2008, particularly
as many banks are trimming their balance sheets as 
a result of recent heavy losses in the debt markets.” 
Ronald Silverman, Bingham McCutchen LLP
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SURVEY FINDINGS

If you did use leverage in 2007, do you anticipate
using more, less or the same amount of leverage in your
portfolio in 2008?

• The volatility of 2007 seems to have taken its toll on the most leveraged
portfolio, as 62% of institutional investors said they plan to cut leverage
in 2008, versus a 20% average of respondents.

“In the restrictive credit environment we are
experiencing, the availability and cost of that leverage
might also become an issue in 2008 – especially if
financial institutions must rein in their more aggressive
lending activities.”
Keith Cooper, Senior Managing Director, FTI Consulting
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If you did not use leverage in 2007, do you anticipate using 
it in 2008?

• Most of the more cautious investors polled do not plan on deviating 
from their investing approach in 2008. Nearly 85% of respondents 
who did not use leverage in 2007, plan to avoid it again in 2008.

“These findings are in contrast to last year's survey
where 77% of respondents were seeking additional
leverage in 2007. However, these results are not
surprising. As 2006 and the first half of 2007 showed
the benefits of leverage, the second half of 2007
illustrated the pain of de-leveraging.” 
Michael Silverton, Executive Director, Macquarie Restructuring & Special Situations
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How do you typically finance that exposure?

• No surprise that more selective hedge funds and prop desks fund the
majority of their new issuance purchase with cash/equity. Roughly, 
75% of hedge fund respondents and 90% of prop desk respondents 
said it was their preferred method of buying primary market deals.

• Established buyers taking positions in a wider swath of primary deals 
are generally more comfortable entering into total return swaps on a 
single name basis with arrangers. Over a third of institutional investors
confirmed their use of the strategy as the typical way they fund their
primary market exposure.

Cash/equity

Total return 
swap - single name

Total return
swap - portfolio

Term debt

46 36 9 9

90 10

74 8 8 10
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How much of your portfolio do you allocate to taking positions 
in the primary markets?

• Debt issuance in the primary market decreased substantially in 2H07,
however, deep discounting by arrangers began to attract more
investment dollars usually allocated to distressed debt. Original Issue
Discounts (OIDs) and Most Favored Nation (MFN) clauses in new deals
were among the concessions arrangers used to attract potential
investors as the credit markets locked up.

• While 40% of participants identified distressed debt as their core
investment strategy, a third of respondents said they allocate between
10%-20% of their portfolio to primary market issuance. A slightly
smaller percentage of poll respondents said they allocate between 21%-
50% of their portfolio to new issuance, signaling the continued buyers
market for new debt will continue well into 2008.

“These responses indicate that a significant percentage
of respondents are currently investing substantial sums
in new-money lending opportunities. As markets begin
their shift toward a more favorable distressed
investment environment, it will be interesting to
observe whether the enticements being offered for
primary market investments trump the potentially
oversized returns of distressed investments and, if 
so, how quickly a shift in preference occurs.” 
Joe Basile, Bingham McCutchen LLP
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Which one of the following hedging strategies did you 
use the most in 2007?

• CDS was the most widely used method of hedging in 2007 among poll
participants outpacing the next two hedging methods combined; CDS
increased its dominance with 43% of respondents using it in 2007
compared to 35% in 2006. Those figures correspond with statistics
provided by the Bank for International Settlements that said total
positions in CDS grew 49% in the first half of 2007 to $43 trillion,
compared to a 41% increase in the last six months of 2006.

• The accessibility and expanding breadth of the CDS market continues
to provide investors with the most amount of flexibility to tailor a hedge
against underlying cash instruments. New products such as loan CDS
ballooned in 2007 as contracts on an estimated $90bn in loan debt
outstanding were written, up from $5bn as of January 2007, according
to Lehman Brothers.

• In previous years, growth in the CDS market was attributed to the
difficulty of selling short into a market flooded with liquidity. However,
this year, poll participants said shorting debt and equity instruments
was increasingly desirable as volatility in cash markets resulted in 
more dramatic price swings to the downside. 

“The low default rates of the past several years have
provided sellers of default protection through CDSs
with tremendous revenue opportunities. However, 
as the default rate trends up over the next several
months, we’ll see exactly how well sellers of protection
have assessed pricing risk and whether they’ve
established sufficient reserves. If sellers have
misjudged their exposure, which seems plausible, 
CDS purchasers may actually find their ‘protection’ 
to be worthless based on their counterparty’s inability
to pay.” 
Ed Smith, Bingham McCutchen LLP
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How much of your fund is dedicated to short positions?

• Volatility can be an investor’s best friend or worst enemy. For managers
who like to go short, too much volatility can backfire if it results in a
sudden need to cover their positions. Accordingly, 25% of poll
participants said they allocated less than 10% of their portfolio to the
practice while 40% said they only reserved between 10%-20% to short
positions.

• Nevertheless, almost a third of respondents said they dedicated between
21%-50% of their portfolio to short positions, signaling diminished
expectations for economic growth. 

“After several years of ever expanding leverage
multiples and loosening credit standards, the second
half of 2007 was no surprise to investors and finally
produced results for many on the short-side. With
many looming and unresolved issues in the US and
world economies, investors clearly expect more pain 
in 2008 and the question is really not ‘if’ but rather
‘when’ additional pain will occur.” 
Phillip Van Winkle, Managing Director, Macquarie Securities (USA) Inc.
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Which one do you expect to use the most in 2008?

• No surprise that investors polled expect to increase their use of CDS 
as a hedging strategy in 2008.

• Investors plan on decreasing their use of the ABX index as a hedging
mechanism heading into 2008, foreshadowing the anticipated demise
of the index.

• Between going short debt or equity in 2008, participants clearly favor
shorting debt. That marks a reversal from responses to last year’s
Outlook concerning planned hedges for 2007 and reflects expectations
of renewed distressed debt supply after a long drought.

“With such incredibly heavy reliance on CDS in the
asset management community for both hedging and
speculative activities, let’s hope that ‘counterparty risk’
doesn’t become the new financial buzzword of 2008.” 
DeLain Gray, Corporate Finance Practice Leader, FTI Consulting
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Do you expect total leveraged loan issuance in 2008 to be:

• Only 10% of poll respondents expect the amount of leveraged loan
issuance in 2008 to surpass 2007’s total which was already stunted 
by a weak second half of the year. During 3Q07 primary issuance in
the leveraged loan market fell 46% to $119bn, and new high 
yield bond issuance declined 79% to just $11.5bn, according 
to Reuters LPC.

• Almost half of all respondents expect issuance to decline in 2008
compared to 2007, as the volume of new LBO related financings 
fizzles, and the existing backlog of committed deals affords investors 
the ability to be more selective.

“There's no question that issuance of leveraged loans
will be well down on the record levels seen over the last
few years, but the nature of new issuance should see a
significant change. Investors should expect to see
higher yields, partly reflecting changed supply/demand
dynamics as well as risk premiums reflecting a more
sober economic outlook. Leveraged loans will also see
the return of more investor friendly covenants. Having
said all that, in the more defensive industries, we
expect issuance to hold up well. We also expect
sponsors who've demonstrated a solid track record and
support for their investments to have continued access
to the market.”
James Wilson, Managing Director, Macquarie Securities (USA) Inc.
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Less than 2007

10%

44%

46%
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Which primary market will grow most significantly in 2008?

• Issuance in the high yield bond market is expected to outpace issuance
in the leveraged loan market in 2008 as risk continues to be repriced
and CLO investors remain largely absent from the loan market. As LBO
risk falls out of favor, study participants predict a return to more
traditional refinancings and corporate financings via bonds.

• The poll results could also mean there is more demand built up for 
fixed rate instruments such as bonds compared to adjustable rate
instruments like loans as investors anticipate further rate cuts by 
the Federal Reserve.

• The backlog of committed LBO financing may take up to six months to
churn through, weighing significantly on the amount of new leveraged
loan issuance. 

• Mezzanine debt is also expected to grow more significantly than equity
signaling diminished appetite for the second lien loans that replaced
mezz in recent years.

“Noting that the respondents were asked about relative
growth, not absolute size, it’s not surprising that high
yield bonds were identified as the greatest primary
market growth area – with recent history demonstrating
few new issuances as a benchmark. Perhaps more
interesting is the projected significant growth in
leveraged loans and mezz debt – recent economic
developments would seem to make predictions 
of growth in those areas rather bold.” 
Steven Wilamowsky, Bingham McCutchen LLP
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Do you seek equity control of companies via a “loan to 
own” strategy?

• Loan-to-own strategies are very credit and legal intensive. That 
said, there was a pick up of direct lending to distressed issuers
in 2007, particularly those issuers linked to commodities or the
housing downturn. 

• Proprietary trading desks proved most willing to take loan-to-own
positions with 10% dedicating resources to the investment strategy 
and another 27% engaging in it on an ad-hoc basis.

• While hedge funds expressed the least interest in loan-to-own, 
they were the most comfortable with swapping debt for minority 
equity stake.

“We view loan-to-own strategies, though increasingly
popular in some circles, as too risky, time consuming and
resource demanding for most distressed debt investors.”
Greg Rayburn, Senior Managing Director, FTI Consulting
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Do you plan to increase, decrease or keep this allocation 
the same in 2008?

• While the vast majority of poll respondents are comfortable keeping
their portfolio’s allocation related to direct lending in 2008 the same as
2007, the percentage of respondents that actually plan to increase their
allocations fell 2% from the 2007 Outlook.

“The lending market is incredibly competitive and many
‘alternative’ lenders found it difficult to source and
close worthwhile deals in 2007. However, as the
restructuring market picks up steam in 2008 these
same firms will likely find increased opportunities to
provide ‘rescue’ or other types of financing to pre/post
restructuring companies” 
David S. Miller, Managing Director, Macquarie Securities (USA) Inc.

How much of your portfolio did you dedicate to making 
direct lending investments in 2007?

• Direct lending is still a niche investment category, reserved for investors
that have the staff, time and resources to dedicate to the approach.
Approximately half of poll respondents said they did not allocate
anything to direct lending, preferring to focus their investment dollars 
on existing securities. 

“Direct lending/investing has been an important avenue
for more traditional 'distressed' investors during the
recent period of global liquidity and low defaults. Direct
lending/investing has provided well-staffed investors
with yield opportunities that might otherwise have been
unavailable to them. As the market turns, however, it
will be interesting to see whether this investment
method retains its attractiveness, or whether investors
shift their focus so as to address what may be an
increased flow of existing facilities and securities 
that are distressed.”
Tim DeSieno, Bingham McCutchen LLP
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What do you expect to happen to fees for consent solicitations 
in 2008 vs 2007?

What do you think will be the catalyst for consent solicitations 
in 2008?

• With economic conditions generally expected to slow in 2008, and
default rates expected to rise, 83% of poll respondents expect the
number of consent solicitations and loan amendments to increase.

• That figure is up sharply compared to the 52% of poll respondents
that expected an increase heading into 2007. This signals investor
anticipation that the highly levered LBOs of recent years will face
tightening liquidity even as they struggle to comply with their covenants.

“Fewer financing options for risky borrowers in the
current credit environment will translate into higher
fees for consent solicitations – it’s that simple. It 
seems to me that the lenders are back in the driver’s
seat again.”
Kevin Lavin, Senior Managing Director, FTI Consulting

• While overall, poll respondents agreed that the total number of 
consent solicitations would increase in 2008, the main catalyst was
generally split equally between financial reporting, sufficient protection
and “other”.

• Covenant violations as a result of deteriorating financial performance
was the biggest reason given by respondents that selected the other
category.

• Only 8% of respondents believed that change of control consent
solicitations would be ubiquitous, signaling a poor outlook for M&A
activity in 2008.

“Over the last several years of high liquidity and
creative solutions, the playing field has favored the
companies. For 2008, consent solicitations look to
increase and the field begins to tilt back towards the
bondholder/investor side. Despite the large number 
of covenant-lite deals struck during 2006 and 2007,
more than enough deals were struck in the 2003-
2005 range to now create either covenant issues,
interest payment defaults or other refinance issues to
begin the inevitable battle. With the economic clouds
hovering, once again operations will be under pressure
with no easy outs. Additionally, the ever-growing
amounts of money set aside for distressed investment
directly and from eager PE funds looking to put money
to work, will add more fuel to the game of aggressive
bondholders looking for their next meal.” 
Peter Schwab, Managing Director, Macquarie Securities (USA) Inc.
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Issuers attempted to limit bondholder leverage in consent
solicitations this year by setting holder-of-record dates that 
preceded launch of their solicitations. Do you expect that
practice to continue in 2008?

Do you think covenant-lite loans will continue to be 
discounted in the secondary market in 2008? If so, 
by how much on average?

• As bondholders became more aggressive in their enforcement of
technical and actual defaults during 2007, issuers counterattacked 
by being proactive in consent solicitations. 

• Setting a holder of record date prior to launch provides some built in
insurance against bondholder organization, since often the holder of
record trades out of the debt instrument but still retains ownership 
of the vote and accompanying fee.

• 86% of respondents believe the practice will continue as consent
solicitations are expected to grow in number during 2008.

• Covenant-lite loans, a phenomenon of the peak of the leveraged 
lending market in 2007, are generally shunned by investors resulting 
in a built in trading discount in the secondary market.

• On average, more than half (52%) of poll respondents believed that
covenant-lite loans should trade more than 100bps wide of comparable
loans that benefit from covenant packages.

• Only 15% percent of respondents believed that covenant-lite loans
warranted a 50bps or less discount in the secondary market.

“How much is it worth to exercise some control over a
deteriorating credit? For today’s sophisticated investors,
it’s worth a lot. Consequently, covenant-lite loans
should be and will be discounted in the secondary loan
market, particular if the U.S. economy weakens further.
This discount should theoretically compensate for the
potential erosion in recovery value resulting from a
lender’s inability to intervene timely in a troubled loan.
It’s no stretch to say that in the current credit
environment there will be a sharp reduction in new
covenant-lite loans for leveraged borrowers in 2008.” 
Michael Eisenband, Senior Managing Director, FTI Consulting
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The subprime meltdown of 2007 and ensuing market volatility hit
many hedge funds this year. Do you think hedge fund liquidations
will increase, decrease or stay the same in 2008?

What is the risk of a systemic shock in the hedge fund industry 
in 2008?

• 74% of respondents predicted that hedge fund liquidations would
increase in 2008, matching feedback from participants in last year’s
Outlook when asked to forecast liquidations in 2007.

• While fund liquidations in 2006 were blamed by concentrated
commodity risk and outright fraud, several high profile collapses in
2007 can be traced directly to the subprime crisis. With subprime
related securities treated as toxic waste by investors, liquidity risk was
the major factor in determining the survival of funds holding such
securities, such as CDOs, SIVs and synthetic CDOs.

• While the overall market for hedge funds contracted, a greater
percentage of new dollars raised went to funds managing over 
$1bn with more established risk controls.

“Continued tightness in traditional credit markets and
anemic activity within the CLO market will put further
liquidity pressure on a broad population of hedge
funds. As the survey suggests, the larger, more
diversified hedge funds should fare better in 2008 as
compared to smaller specialized funds with narrower
access to capital sources. As a result, we expect to see
further liquidations of specialist funds this year, and
especially those with outsized exposure to structured
credit products.”
Ford Phillips, Managing Director, Macquarie Securities (USA) Inc.

• The risk of a systemic shock came to the fore in 2007, as the credit
markets choked on the market’s sudden repricing of risk and, in the
case of the leveraged loan market, the extremely large amount of
committed LBO financing in the pipeline.

• Roughly 10% of respondents to the 2008 Outlook predicted a 50%-
75% risk of a shock, compared to zero respondents in last year’s study.

• That said, 70% of those investors polled believed that the risk of
systemic shock in 2008 was still less than 25%.

“One of the lessons of this survey is that the hedge
fund respondents are not homogeneous and that their
investment strategies vary widely, so it's not a surprise
that informed opinion leans away from suggesting a
systemic shock. That said, the credit market events of
2007 caught many participants by surprise, not by the
shifts in the subprime market so much as the wide-
ranging consequences of those shifts.”
Scott Falk, Bingham McCutchen LLP
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Will your firm allocate more, fewer or the same assets 
to M&A related investments in 2008 as in 2007?

If your firm plans to allocate fewer assets to M&A related
investments in 2008, where are you most likely to reallocate
those resources? 

• Despite a significant pull back in M&A towards the back half of 2007 
61% of poll respondents said the portion of their portfolio allocated to 
M&A related investments would stay the same in 2008.

• A third of those polled said they would curtail their investment in M&A,
while only 6% said they would increase the amount.

“There is still plenty of potential demand for fixed
income investment opportunities emanating from 
M&A related activity – but deals will have to be
structured more conservatively and pay more
generously than they have in the recent past in order 
to entice credit investors. Whether these demands 
are workable for deal sponsors and other acquirers 
is really the pertinent issue.”
Randall Eisenberg, Senior Managing Director, FTI Consulting

• Of the 33% of respondents that confirmed a pull back in portfolio
allocation to M&A in 2008, 65% said they would increase their
distressed debt bucket.

• Prop desks are expected to reallocate their resources to distressed 
debt most significantly compared to their hedge fund and institutional
investor counterparts. That could be a signal that prop desks will
become bigger players in the distressed debt markets over the next year.

“As we enter 2008, with a considerable amount of
hung LBO debt remaining and a lingering chill in 
the credit markets, it isn’t that surprising to see
opportunistic, fast money prop traders announcing an
increased allocation to distressed debt and away from
M&A. There is clearly sizeable and growing interest in
distressed debt investing going into 2008. The euphoria
we’ve seen in the LBO market over the past few years is
clearly muted and, as the liquidity chill takes longer to
thaw, distressed investors -with ice in their veins- will
have increased capital to work their way through a
growing supply of distressed opportunities in 2008.” 
Mick Solimene, Managing Director, Macquarie Securities (USA) Inc.
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Is your portfolio net long, short or neutral the residential
construction industry?

Do you anticipate positioning your portfolio net long, short 
or neutral the residential construction industry in 2008?

• No quarter was given to the residential construction industry in 2007,
as 48% of total respondents were net short the sector during 2007,
while 33% were neutral.

• Only 19% of all poll participants were long the sector during 2007.

“This response shows an interesting diversity of
perspectives among various investor groups. We wonder
whether this reflects differing views on (or information
about) prospects for the retail construction industry, or
rather reflects institutional biases and preferred
investment strategies. Only time will tell, but what
seems certain is that this sector will generate
significant opportunities for vigilant investors in the
new year.”
Jonathan Alter, Bingham McCutchen LLP

• Fast money prop desks are the most bearish on the housing sector 
heading into 2008, with 62% of respondents in the sub-class
forecasting going short the residential construction market in 2008. 

• Overall, respondents were slightly more cautious heading into 2008 
with 42% anticipating a neutral portfolio position regarding the 
construction industry.

“The lack of market participants intending to be long
on residential construction appears consistent with the
consensus view that the housing market is still a long
way from recovery. The apparent split between neutral
and short positions likely reflects an agreement about
continued negative trends in 2008, but uncertainty
whether this sector – the worst performer in 2007 – 
is already oversold.” 
Ron Greenspan, Senior Managing Director, FTI Consulting
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Fallout from the subprime meltdown this year created a
distressed market in mortgages, mortgage backed bonds and
CDOs virtually overnight. As a result, will your firm allocate
resources to invest in mortgage-related distressed debt this year?

If yes, what percentage of your assets under management 
will you allocate to mortgage-related investments?

• Mortgage backed securities and related products present significant
opportunities to pick up deeply distressed assets for those investors 
with the infrastructure and specialty know-how to both value them 
and work them out.

• Given the amount of resources involved, half of the respondents 
said they would likely steer clear of the sector in 2008. However, 
prop desks were once again the most aggressive of the three poll
respondent sub classes, with 64% forecasting a greater allocation of
resources to mortgage-related distressed debt. Broker-dealers may be
looking to make back some of the losses they booked in 4Q07 from
their ABS exposure. 

“While there has been considerable attention given to
distressed mortgages and related credit products, many
investors remain on the sidelines in anticipation of
further declining prices. To date, much of the market
activity has focused on acquisitions of whole loans and
the senior tranches of MBS. In order for market
liquidity to return for junior MBS tranches and CDOs,
investors will likely require more transparency into the
performance of those asset classes. However, the
timing of this is very uncertain, especially given the
anticipated high level of interest rate resets on
subprime mortgages in 2008 that could lead to even
higher delinquency levels and losses.”
Ford Phillips, Managing Director, Macquarie Securities (USA) Inc.

• Among those investors that will allocate a portion of their portfolio to
distressed MBS in 2008, over half (53%) are only comfortable with a
slight allocation between 1%-10%. 

• Only 13% of all respondents said they would allocate more than 20% of
their portfolio to the sector, signaling distressed MBS is likely to remain
a niche corner of the distressed debt investment playing field in 2008.

“We see this combination – that only a small majority
of respondents are willing to invest in distressed MBS,
and that a small fraction of those investors seem willing
to do more than get their toes wet – as an indication
that respondents don't see a clear path from distressed
debt to restructured debt in this sector. Which leaves
the obvious question – for those willing to enter this
distressed space, is there additional opportunity
created by the lack of marketplace interest?”
Robert Dombroff, Bingham McCutchen LLP
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If no, what is the largest hindrance to participating 
in distressed MBS?

• For those respondents who said they would not allocate any of their
portfolios to distressed MBS in 2008, lack of a liquid market, lack
of resources and lack of accessible information were all roughly
equal deterrents.

“No liquidity, no pricing transparency – no market!
Considering the drubbing that MBS-related investments
endured in 2007 it’s noteworthy that so few
respondents have warmed up to the sector. Clearly,
distressed investors remain highly circumspect about 
MBS-related opportunities.”
Kevin Lavin, Senior Managing Director, FTI Consulting
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CASE STUDY DELTA AIR LINES INC. 

Situation Overview

• Bingham McCutchen LLP served as counsel to the Ad Hoc Committee 
of Senior Secured Aircraft Lenders of Delta Air Lines, Inc. in connection
with the reorganization and chapter 11 filing of Delta. Delta filed for
bankruptcy on September 14, 2005.

• The Ad Hoc Committee consisted of over sixty investment firms,
insurance companies, hedge funds and other institutional lenders who
held approximately $1.6 billion in debt instruments secured by aircraft
in Delta’s fleet. Members of the Ad Hoc Committee held majority
interests in eighty-eight aircraft (the “Aircraft”). 

• Most Aircraft were financed and operated under a leverage lease
structure whereby an Owner Participant beneficially owns an Aircraft
through an Owner Trustee, and the Lenders beneficially hold the
outstanding debt certificates relating to such Aircraft through an
Indenture Trustee. The Owner Trustee leases the Aircraft to Delta and
pledges the aircraft (including the lease and related rights) as collateral
to the Indenture Trustee for the benefit of the Lenders.

• The Delta restructuring was a complex and multi-faceted transaction
involving the negotiation of new lease terms (which became the model
for Delta’s fleet), the foreclosure of Owner Participant interests, the
prosecution of administrative claims, the repossession and sale of
rejected aircraft, the pursuit of more than $1.5 billion of unsecured
deficiency claims, the defeat of antitrust litigation brought by the Official
Committee of Unsecured Creditors against the Ad Hoc Committee and
litigation with Delta and Owner Participants over entitlement to
unsecured deficiency claims.

Transaction Summary

• Rejection and Sale of Aircraft

• Delta rejected numerous aircraft at the onset of its bankruptcy
including six McDonnell Douglas MD-11s controlled by members of
the Ad Hoc Committee. These MD-11 aircraft were sold on terms
favorable to the Lenders. The Lenders received the sale proceeds as
well as the significant unsecured deficiency claims relating to each
MD-11. 

• Ad Hoc Committee negotiated new leases for eighty-eight aircraft.

• After extended negotiation with Delta, the Ad Hoc Committee entered
into a Term Sheet (as supplemented from time to time), establishing
the specific terms relating to, among many other items, monthly rents,
lease expiries, the methodology for calculating unsecured deficiency
claims, and the return conditions. The negotiations were further
complicated because the Aircraft consisted of four different aircraft
models (767ERs, 767s, 757s and MD-88s) each requiring separate
treatment and analysis, yet the negotiation was done as a “package
deal” for all 88 aircraft, or none.

• Restructuring Agreements for each of the Aircraft were entered into on
April 30, 2007. Aircraft were operated under the pre-petition lease
and the Restructuring Agreement until a new lease and other related
documentation could be filed with the FAA.

• For many of the Aircraft, proceedings foreclosing the interest of the
Owner Participant were required in order to implement the new
lease. At each such public foreclosure auction the aircraft was sold
to the highest bidder, who could have been the Indenture Trustee
who had been directed to credit bid the outstanding debt on the
relevant aircraft at auction.   

• Unsecured Deficiency Claims

• Unsecured deficiency claims were calculated, negotiated, and filed 
for each Aircraft. The total filed claims relating to the Aircraft totaled
over $1.5 billion. Under Delta’s Plan of Reorganization these claims
received distributions of reorganized Delta’s stock.

• Delta and certain Owner Participants are currently litigating
entitlement to a portion of the unsecured deficiency claims. The
Owner Participants have filed tax indemnity claims on each of the
Aircraft totaling over $700 million. Delta has asserted (so far
unsuccessfully) that the unsecured deficiency claims of the Ad Hoc
Committee and the tax indemnity claims of the Owner Participants 
are duplicative and, therefore, should not both be paid by Delta in
full. Many of the Owner Participants’ and Delta’s arguments relating 
to these claims are currently pending before the Bankruptcy Court 
and in some cases, on appeal.

• Successful Strategy

• Most of the Ad Hoc Committee held crossover interests in various
Aircraft, so most had a mutual interest in the treatment of all Aircraft.
By joining together, the lien holders on Aircraft of varying value and
importance to Delta’s fleet were able to maximize their overall position
for the benefit of the group, and not be “cherry picked” over Aircraft
rentals, and return conditions.
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CASE STUDY REFCO INC.

Situation Overview

• From April to December of 2006, Bingham McCutchen LLP served 
as counsel to the Chapter 11 Trustee (the “Trustee”) of Refco Capital
Markets, Ltd. (“RCM) – the largest of the Chapter 11 debtors in the
bankruptcy cases of Refco Inc. and its various subsidiaries and affiliates.
Since the confirmation of Refco’s bankruptcy Plan in December of 
2006, Bingham has served as counsel to the Plan Administrators of 
all Refco estates.

• Prepetition, the Refco estates operated a multi-billion dollar enterprise,
providing, among other things, execution and clearing services for
exchange-traded derivatives and prime brokerage services in the fixed
income and foreign exchange markets. In addition, Refco was a clearing
member on virtually all major domestic and international derivatives
exchanges, including the CME, CBOT, Eurex, the London Metal
Exchange, NYMEX and the IPE, and offered customers access to 
a broad range of derivatives contracts.

• In October of 2005, just two months after an IPO of its common stock,
Refco plunged into bankruptcy following the disclosure of financial
statement irregularities and the criminal arrest of its then current CEO.

• The Trustee was appointed, and Bingham retained as counsel to 
the Trustee, five months after the filing of Refco’s bankruptcy cases. 
The inter-debtor and intercreditor disputes that waged at the time 
were extensive.

• Within nine months of his appointment, the Trustee, with Bingham’s
assistance, had played a central role in formulating and confirming a
consensual Chapter 11 Plan for all Refco estates – a Plan that resolved
all key outstanding inter-debtor and intercreditor issues. Moreover,
during that same period, the Trustee, with Bingham’s assistance,
successfully administered the significant majority of the 2,500 claims
asserted against RCM. On December 26, 2006, the effective date of 
the Plan, the Trustee was able to make an initial distribution of $1.486
billion to RCM creditors.

• Following confirmation of the Plan, Bingham was retained as counsel 
to the Plan Administrators of all Refco estates. In that capacity, Bingham
has worked with the Plan Administrators on a variety of matters,
including the resolution of the approximately 15,000 claims asserted
against the estates – claims which “asserted” approximately $150
billion in Refco liabilities. By January 1, 2008, approximately one 
year after the Plan’s effective date, all but approximately 300 
claims had been resolved, and approximately more than $3 billion 
in distributions had been made to Refco creditors.

Transaction Summary

• Formulation of the Plan required extensive negotiation and resolution 
of then outstanding disputes, including the following:

• Disputes waged between Refco and various creditors, as creditors
(typically account holders) asserted actions in trust and constructive
trust for return of their account balances in full;

• Disputes waged as to the avoidability of certain prepetition long 
term indebtedness and related guarantees of the same;

• Disputes waged between creditors of the different Refco estates, 
each of which had to wrestle with the proper treatment of
intercompany claims in light of Refco’s prepetition conduct, which 
had included hundreds of thousands of intercompany transactions
aggregating well over $3 trillion;

• Disputes waged between creditors of the different Refco estates, 
each of which had to wrestle with the proper allocation of recoveries
between estates from the various legal actions that would derive
against third parties as a result of Refco’s crash into bankruptcy;

• A dispute waged between creditors of RCM, as certain creditors
moved for conversion of RCM’s case to a stockbroker liquidation case
under subchapter III of Chapter 7 – a result that would have favored
the moving creditors (namely, securities customers) over general
unsecured creditors given the priority schemes of subchapter III.

• The Trustee, together with Bingham, applied a multi-tiered process 
for reaching the successful development of a Plan for all estates:

• First, the Trustee and Bingham focused on resolution of issues as
between RCM creditors – negotiating and agreeing on the terms of 
a settlement agreement that would, among other things, govern the
priorities of distributions as between RCM creditors and eliminate 
the rights of parties to pursue actions in trust or constructive trust.

• Next, with that agreement completed, the Trustee and Bingham
opened negotiations with the other debtor estates and their 
primary constituents regarding the terms of a possible plan support
agreement – which agreement would resolve the various inter-debtor,
avoidance action and other disputes described above.

• Immediately upon completion of the Plan Support Agreement, the
parties worked toward drafting and confirming Refco's Plan –
all of which culminated in confirmation of the Plan on December 15,
2006, and the better than $3 billion in distributions that have followed.
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MOODY’S INVESTORS SERVICE RECENTLY UPPED ITS U.S. SPECULATIVE-GRADE BOND
DEFAULT RATE TO 4.7% BY YEAR-END 2008 COMPARED TO ABOUT 1.0% CURRENTLY. 
THE MAGNITUDE OF THIS INCREASE IS ITSELF NOTEWORTHY, CONSIDERING THAT IT
OCCURS UNDER MOODY’S BASELINE “NO RECESSION” SCENARIO. 

If a recession were to occur, Moody’s puts this default rate estimate at
close to 10%, approaching default rates that prevailed in 2001 and
1990-91. With estimates of high-yield bonds outstanding approaching 
$1 trillion, the incremental volume of bond defaults implied in the event
of a recession would amount to nearly $50 billion–not to mention tens of
billions more in leveraged loan defaults if a recession were to occur. With
so much riding on a “slow growth but no recession” scenario, we thought
it would be worth considering just how likely such a scenario is for 2008. 

The maddening thing about recessions is that they are easy to recognize
in retrospect but hard as heck to forecast in real time. This aspect is
humorously conveyed in that aged joke about the famous economist who
had predicted eight out of the last four recessions. While most economic
experts today rule out a U.S. recession in 2008 as their prevailing
scenario, almost all acknowledge that the probability of a recession has
increased markedly since mid-year. Most estimates now peg the
probability of a U.S. recession in 2008 at between one-third and
one-half. Nobel Prize winning economist Joseph Stiglitz is perhaps the
most prominent name in the 50% camp. Even former Fed chairman Alan
Greenspan has recently acknowledged that the likelihood of a recession 
is greater than he previously believed. Despite restrictive credit market
conditions that are quite capable of inducing an economic contraction
should they persist far into the New Year, U.S. equity markets have been
surprisingly sanguine until just recently that a recession will be averted.
Perhaps; but a look back at the last six U.S. recessions (1990-91, 1981-
82, 1980, 1974, 1970 and 1960) indicates that the current economic
environment shares more than a few similarities with the economic
backdrops leading up to those downturns. (We’ve omitted the 2001
recession which, in retrospect, was exceptionally mild and short lived by
historical standards. Some, in fact, argue that it technically didn’t qualify
as a recession.) The most evident similarity is the housing downturn, a
phenomenon that preceded each of these previous recessions with the
exception of 2001. 

It is a curious thing that housing—specifically homebuilding—should
figure so prominently in past economic downturns given its relatively 
small direct contribution to the overall U.S. economy. As Exhibit 1
indicates, homebuilding (or residential construction, as it is referred to in
the GDP accounts) has only accounted for approximately 4.8% of annual
U.S. GDP on average in the post-War era. Exhibit 1 also demonstrates
that the 2005-2006 peak of the most recent homebuilding boom that
began in 2002 was practically off the charts, so to speak, and at 6.2% 
of GDP represented its largest share of the domestic economy since the
decade of rebuilding that followed World War II. Much of today’s
persistent glut of builders’ inventory is the residue of this period of
overbuilding. With about nine months of new home inventory on hand
at current sales rates (not to mention record-levels of competing existing
homes currently for sale), it’s a safe bet that homebuilding’s share of GDP
will fall well below its long term average by the time this supply overhang
is worked down to historically normal levels. 

THE $50 BILLION QUESTION FOR 2008
BY: KEVIN LAVIN, SENIOR MANAGING DIRECTOR AND JOHN YOZZO, 

MANAGING DIRECTOR, FTI CONSULTING
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Exhibit 1

It is, of course, the indirect impact of the homebuilding sector that causes
it to have such an outsized effect on the national economy. Other large
sectors, such as building and construction materials, infrastructure,
consumer durables and consumer finance, rely on a strong homebuilding
environment to drive their own prosperity. Acting more as a catalyst than a
cog, it takes several quarters for events in the homebuilding sector to work
their way through the larger economy, hence the tendency of housing to
lead the country into and out of recessions.

Every trough of the six recessions we previously identified roughly coincided
with a housing cycle bottom, as seen in Exhibit 2. Alternatively stated, each
recession was preceded by a housing cycle peak that occurred anywhere
from six months to two years prior to the onset of recession. With respect to
these attendant housing cycles, the largest peak to valley movement occurred
between 4Q72 and 1Q75, when housing starts contracted 60%. That
particular recession of 1974 was a nasty one, lasting some 16 months. The
housing cycle busts associated with the three recessions of 1990-91, 1981-
82, and 1980 were on the order of a 40%-50% contraction in housing
starts, while those attendant with the 1960 and 1970 recessions were the
mildest, with housing starts declining approximately 30%. As a general
observation, there appears to be a fairly strong relationship between the
severity of the housing downturn and the severity of the recession that
accompanies it. The current homebuilding downturn already represents a
40% decline from the peak rate of 2.1 million starts in 1Q06, with no relief
in sight at the moment. There is ample precedent for housing starts to move
considerably lower from its current rate of 1.3 million starts. A bottom in the
range of 1.0-1.1 million starts would not be out of the question.

The only unambiguously false signal given off by the homebuilding sector 
was in 4Q66, when a 39% decline in starts from a year earlier did not give
rise to a recession. 

Residential and Non-Residential 
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One can only conclude from this body of statistical evidence that
downturns in the U.S. homebuilding cycle boast an impressive track 
record of foretelling recessions. Six of the last seven significant downturns
in homebuilding activity ultimately resulted in recession. These are not
good odds for optimists. For those who speak with conviction that the 
U.S. economy will avoid a contraction in 2008, we pose one simple
question: Why will it be different this time?

Today’s national economy bears many of these same hallmarks, namely
that those sectors attached to homebuilding have peaked and are
beginning to trend downward while the broader sectors move sideways, 
as seen in Exhibit 4.

Economic history is not preordained to repeat itself because the
accumulated wisdom of past experiences assumedly prevents the same
mistakes from being made again. In short, we do learn from history to a
degree and look to it for guidance in times of uncertainty. For example,
what we now understand about the role of misguided monetary policy 
in prolonging the Great Depression makes it highly unlikely that such
mistakes would be made under similar circumstances. However, the
present always has a clever way of disguising circumstances and fact
patterns so that it’s not easy to recognize parallels with past events or
scenarios even for those who are vigilant about such things.

There is nothing inevitable about a recession in 2008 but those quick to
dismiss the possibility of one should understand that any upbeat outcome
would defy relevant historical experience. 

GDP Growth (left axis) Housing Starts (right axis)
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Exhibit 2
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Real GDP Growth vs. Housing Starts

Those who contend that the overall U.S. economy is in decent shape with
the exception of housing overlook one glaring historical pattern; that’s the
way it always seems until the full effect of a housing slump finally reaches
other sectors of the economy, particularly the consumer sector. History tells
us that housing leads the way down. We looked back at the recession of
1990-91–which officially began in 3Q90–and the performance of various
S&P industry indexes in the months leading up to that downturn. It is
manifest in Exhibit 3 that the homebuilding, building materials and trucking
sectors peaked little more than a year in advance of that recession’s onset
and were on well-established downward trajectories by the time the broader
market was hit. One could have easily concluded that the industrial and
consumer sectors looked to be in fine shape in early-to-mid 1990–only to 
be proven wrong within a few short months.
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Exhibit 3

S&P Index Returns (measured cumulatively 
from October 1987)
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Exhibit 4

S&P Index Returns (measured cumulatively 
from October 2001)
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ABOUT MACQUARIE

THE MACQUARIE GROUP (MACQUARIE) IS A DIVERSIFIED INTERNATIONAL PROVIDER 
OF BANKING, FINANCIAL, ADVISORY AND INVESTMENT SERVICES, WITH
APPROXIMATELY US$200 BILLION OF TOTAL ASSETS UNDER MANAGEMENT (AS OF
SEPTEMBER 30, 2007). HEADQUARTERED IN SYDNEY, AUSTRALIA, MACQUARIE GROUP
LIMITED (ASX: MQG) IS A TOP 20 COMPANY LISTED ON THE AUSTRALIAN SECURITIES
EXCHANGE WITH A CURRENT MARKET CAPITALIZATION OF OVER US$19 BILLION.

Macquarie has grown substantially since its beginnings in Australia in 
1969 and, more recently, has reported successive years of record profits
and growth since 1992. Macquarie now employs more than 11,700
people in 25 countries.

Macquarie’s strategy is to expand selectively and enter markets only where
its particular skills and expertise deliver real value to clients. This
approach provides the strategic flexibility to enter new sectors and regions
as opportunities arise and to respond to the specialist requirements of
individual markets. As a result, Macquarie has established leading
positions in a diverse range of markets.

In Australia and New Zealand, Macquarie is a market leader in investment
and financial services. In Asia, Macquarie offers a full range of investment,
financial market and advisory products and services and in Europe, the
Middle East, Africa and the Americas, Macquarie focuses on particular
business areas in which its expertise delivers value to clients. 

Macquarie has been active in the Americas for over a decade, establishing
its first office in New York in 1994. Today Macquarie has more than
1,500 professionals in 25 locations in North and South America.
Macquarie continues to grow its North and South American activities by
expanding existing businesses, forming joint ventures with local partners
and making niche acquisitions.
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With an unprecedented level of uncertainty in financial markets, 2008
promises more treacherous terrain for the US economy. While the current
consensus forecast for GDP in 2008 remains a relatively buoyant 2.2%,
this consists of particularly weak growth in 4Q07 and 1Q08, with a
narrow margin between heading into a recession and narrowly avoiding
one. Respondents to Debtwire's 2008 North American Distressed Debt
Market Outlook survey are uncertain as to which way this will go, with
56% expecting that the economy will lapse into recession.

While we think that the US economy may skirt a recession, and that any
contraction in growth will be modest, it is likely that GDP growth will
remain tepid for a sustained period. 

Subprime related write downs have been at the epicentre of the
shockwaves which have rippled through financial markets creating
uncertainty, leading to a lack of liquidity in many markets. Regardless 
of whether this leads to a technical recession, it has created earnings 
risk for many companies in certain industries. 

Financials look set to be the most troubled sector in 2008. With
valuations of subprime mortgage-related securities nosediving in recent
months, financial institutions have suffered a hit to earnings and
consequently to their stock prices. Q4 earnings results for some major
investment and commercial banks confirmed that write downs to the
value of mortgage-related assets delivered a nasty hit to balance sheets. 

As a result, the weighting of financial sector stocks in the S&P500 has
dropped considerably, reflecting falling market capitalizations in the sector.
Comprising around 22% at the end of 2006, financials finished up 2007
at less than 18% of the index.

THE ONLY CERTAINTY IS UNCERTAINTY
ATTRIBUTION: MACQUARIE RESEARCH ECONOMICS

Investors remain on edge 

With losses stacking up, a lack of liquidity is also a threat to the sector.
For example, banks are now facing their looming off-balance sheet
liabilities, and in the absence of buyers for securitised investment
vehicles and products, are also stuck warehousing assets. Consequently,
firms need to either raise capital, now constrained by credit woes, or sell
assets, likely at a discount as panic takes hold. 

Clearly, financial engineering firms, which outshone in a high-leverage
environment, will likely suffer significantly on the back of rocketing
defaults. And an unexpectedly sharp drop in the pace of growth would
push the default rate even higher. Much of this suffering is linked to the
proliferation in credit derivatives in recent years, effectively multiplying
losses. With appetite for these risky products now soured and distressed
investors still reluctant to pick up high-yield loans, the path out of the
credit market logjam is not a straightforward one. 

These factors are the foundations for a broader liquidity problem.
Financial market tensions have potentially wide spillovers into other
sectors outside of financials, making refinancing tougher, corporate
defaults rise and leveraged buyout activity more sparse.

Still, there are large stockpiles of foreign capital that can alter the 
outlook for troubled sectors this year. The end of 2007 saw large
sovereign investors out of the Middle East and Asia inject capital into
major US banks. 

Buoyed by persistently high commodity prices, and also swelling current
account surpluses, these Sovereign Wealth Funds (SWFs) have expansive
foreign exchange reserves and are hungry for assets and superior returns. 
This has been evident in their investment in private equity. For example, 
last year China Investment Corporation’s took an equity stake in
Blackstone, and the Abu Dhabi Investment Authority purchased a 7.5%
stake in the Carlyle Group. 

With healthy yields over US treasuries, portfolio investment in US banks
remains an attractive investment proposition for SWFs, and will likely be 
a mainstay for 2008. This acts as a cushion for write downs and
liquidity problems. 

And SWFs can be expected to play a broader role. In their hunt for yield,
it is likely that flows will spread beyond financials to other industries.
Investments in distressed debt instruments, either directly or through
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US financial stocks are drastically
underperforming the market
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Building Permits (LHS) NAHB Index (RHS)
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Housing construction is unlikely to 
recover anytime soon 

However, the high levels of housing overbuild means that there will be a
long period of inventory workout which will weigh heavily on any pick up
in construction activity. And with the previously lax lending standards 
and credit conditions which fuelled the previous boom now gone,
homebuilders and building product manufacturers will feel the strain 
for sometime.

Whether the US economy enters into recession or not, retailers will find
conditions particularly challenging. The spillover effects from the subprime
debacle are beginning to weigh heavily on consumers. Firstly, slower
housing activity also means that there will be fewer new homes to fill with
new goods. Furthermore, with housing market activity in terminal decline,
house prices are now falling, with the Case-Schiller house price index
falling over 6.5% in the past year, which has negative wealth effect
implications. And with refinancing terms now more stringent, the ability 
of consumers to withdraw equity from their home is now more difficult. 

Those in mortgage stress may also increase rapidly, with adjustable rate
mortgages (ARMs) set to rollover to significantly higher rates. Policy
developments here will be critical, with the Bush administration’s plan
to lock in teaser rates on ARMs potentially alleviating pressure.

hedge funds, can also be expected. The Dubai International Finance
Centre recently flagged that investment houses in the region were starting
to look at distressed assets in the US. 

Construction is another industry identified in the survey as presenting
excellent opportunities for distressed debt investors. Weakness in the
housing sector is not new, with housing construction a significant drag 
on growth for the best part of 18 months. However, the outlook for this
sector continues to get worse despite its already parlous state, with the
NAHB index, which measures homebuilder confidence, slipping to a
record low level and building permits plunging 24% compared to last year. 

Policy action will have an effect in curbing the downturn. The easing in
monetary policy has already led to a marked improvement in affordability.
Other policy developments will also be critical for a number of reasons.
For example, policy measures aimed at subprime borrowers should help
stall foreclosures and improve confidence. 

Furthermore, food and oil prices are soaring, which will take up a large
portion of households budgets. With consumer sentiment moderating
under the weight of these factors, the outlook for discretionary spending
looks particularly poor. 

The strength of the labour market is one factor which could mitigate a
broad-based moderation in consumption. However, this is showing signs
of cracking. The unemployment rate has rapidly ticked up to 5.0%, the
highest levels in two years, with markets on edge as to whether this
deteriorating trend will continue. Should this be the case, the retail sector
will likely be increasingly attractive to many distressed debt investors.

With the situation fluid and uncertain at present, the immediate prospects
for growth are at the forefront of the concerns of financial markets.
However, investors will also have to be wary of the longer-term impacts 
the current crisis will have on growth. The consensus expectation is 
that the economy will bounce back in the second half of 2008. But it 
may be the case that while the US economy may avoid recession, it
may experience an extended period of lacklustre growth.

While attention is firmly fixed on the prospects for growth, inflationary
pressures cannot be ignored in 2008. Higher energy and food prices have
boosted headline inflation to above 4%. And though slower growth will
prevent a sharp rise, a weaker US$ and rising import prices from Asia 
will give underlying inflation a lift. This may be one factor restraining 
more aggressive policy action from the Fed.

While some of the big questions for 2008 are yet to be answered, it is
clear that investors will need to remain fleet-footed to take advantage 
of opportunities as they arise. 
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Source: Datastream, Macquarie Research, January 2008

Rising inflationary pressures cannot 
go unnoticed

THE ONLY CERTAINTY IS UNCERTAINTY
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