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The Laws of Nature in the
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he laws of nature can be extrapo-

lated across disciplines, and the sci-

ence of investing is no exception.

Aristotle once said, “It is clear that
generation of the elements will be circular,
and this mode of change is very easy because
corresponding qualities are present in adjacent
elements.” As the cycle of the rotation of water
occurs in nature, a similar principle is evident
in the private capital marketplace.

Regal Cinemas, XO Communications,
McLeod USA, Loewen Group, AMF
Group—what common denominator do all
these names have? Well, they are the losers in
the portfolios of various buyout groups that
purchased them at multiples to cash flows that
reflected the robust state of the markets at the
time of their purchases. The high multiples
paid for companies by buyout firms in the mid
and late 1990s, when very few industries dis-
played cyclicality, counted on the continued
profit growth and, as a result, overleveraged
the balance sheets of those companies, leaving
very little room for adjustment. Buyers made
acquisitions projecting linear growth in com-
panies’ sales and cash flows. In the deteriorat-
ing margin environment, those companies
crumbled under the weight of their debt ser-
vice, creating opportunity for buyers of dis-
tressed paper across all layers of the capital
structure.

The recent slowdown in growth and
profitability was a rude awakening for private
equity managers and investors. It was easy to

make and exit investments in an upward-mov-
ing pricing environment. It was even easier to
raise capital in an environment when many
investors were caught up in the whirlwind of
success stories of fast IPO flips and stratospheric
IRRs. The acquisition multiples paid for com-
panies were also a reflection of the unprece-
dented amount of capital raised by buyout
firms since the mid 1990s ($525 billion from
1994 thru 2001, according to Venture Eco-
nomics), which they desperately needed to put
to work. What strategy should the investors
pursue now when the harsh reality is finally
setting on their private equity return figures,
as the general partners are adjusting their port-
folio valuations to reflect the fact that many
companies have ceased to exist or will raise
follow-on financing at valuations equal to a
fraction of those of the previous capital-rais-
ing rounds?

The concept of the rotation of water in
nature seems to repeat itself in the private
equity markets. “Fallen angels” of the buyout
fund portfolios are seeing a lot of interest from
distressed securities investors. Because of over-
leverage, those companies tend to be more
susceptible to cash flow fluctuations, even
though many, but by no means all, are qual-
ity companies, particularly in the industrial
and consumer product space, that have passed
the rigorous due diligence and scrutiny of the
buyout fund managers. Businesses are in des-
perate need of restructuring, representing a
perfect opportunity for distressed players.
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ExHIBIT 1
High Yield Debt New Issue Volume
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Therefore, by investing in the distressed asset class, investors
in the buyout funds would not only take advantage of the
best environment for distressed investing since the early
1990s, but also create a sort of hedging strategy for their
buyout portfolios. By investing capital with a distressed
manager, investors pursue a de facto dollar-cost-averag-
ing strategy on the underperformers within their buyout
fund holdings.

So how should investors approach the distressed
marketplace? Let us start by examining the history of this
sector and the dynamic forces behind its formation.

BACKGROUND AND HISTORY

Distressed debt investing became an asset class in its
own right about 10 years ago, with the unprecedented
number of distressed investment opportunities available
to investors in the early 1990s. As a result of corporate
excess and overleverage during the heyday of the 1980s,
many U.S. businesses with subpar balance sheets faced
serious cash flow squeezes that triggered panic liquidations
by the companies’ debt holders. The unusually high sup-
ply of distressed debt, coupled with the widespread effort
to liquidate positions, opened up the opportunity for
savvy investors to purchase securities below their intrin-
sic values. Successtul investors, having held positions
through various stages of the restructuring process, even-
tually profited significantly via subsequent sales of secu-
rities in the market, asset liquidations, or sales to strategic
buyers.
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As recognition of the opportunities in distressed
investing grew, more capital was invested in the asset class,
and the investment landscape for distressed investing began
to change. By 1993, the distressed market reached its sat-
uration point, as investors allocated more capital amid
shrinking supply. The U.S. economy was getting stronger
day by day, companies improved their balance sheets, and
the capital markets became much more generous. With
fewer and fewer companies getting in trouble, resulting
in significantly lower default rates, distressed securities
investors found it more difficult to deploy capital at the
rates of return available only a few years earlier.

Additionally, many companies that may have been
likely to suffer liquidity problems in the previous years
were able to finance their way out of trouble because of
the significant supply of capital into the debt and equity
markets. Consequently, the default rate on high yield
bonds stayed below 2% every year from 1993 until 1998.
Even in the rare cases when defaults did occur, the abun-
dance of capital in the marketplace halted the slide in
price. Clearly, these were tough times for finding good
opportunities in the distressed area, putting many dis-
tressed investors on the sidelines.

During the late 1990s, high yield issuance grew,
with companies issuing between $60 billion and $140 bil-
lion of high yield bonds in each year from 1996 to 1999
(see Exhibit 1). This period also witnessed a record inflow
of investment capital into buyout funds, which were cre-
ated to take advantage of the untapped value within many
U.S. companies. This led to further increase in the invest-
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ment pace and significantly increased investors’ risk tol-
erance. Encouraged by the low default rates, commercial
banks and other financial institutions also contributed to
the tremendous growth in high yield supply by lowering
their credit quality requirements and being much more
generous on pricing. The investor appetite seemed insa-
tiable, and investment banks kept feeding it, relaxing their
underwriting standards to bring more new issues to the
marketplace.

Amid strong investor appetite for high yield issues,
their pricing adjusted, reflecting the imbalance between
growing demand and relatively scarce supply. In fact, high
yield debt began trading at historically low spreads to U.S.
Treasury issues, despite deteriorating credit quality. Issues
that should normally trade with a spread of 1,000 basis
points or greater to comparable Treasury issues were being
priced much lower, discounting the risk of default.

By 1998, the profile of a typical distressed issuer had
changed. The strong businesses with overleveraged bal-
ance sheets that dominated the market in the early 1990s
gave way to an increasing number of poorer quality com-
panies that suffered from fundamental problems, such as
weak product demand, operating issues, and subpar man-
agement. Investors in those issues relied heavily on the
strong and healthy equity markets to create value through
appreciation of postrestructuring stock. High yield bonds
became an increasingly risky game, as some investors were
accepting small-cap-equity-like risks in exchange for,
albeit high, debtlike returns.

The investment business is cyclical, and it was time
for investors to pay the price for overallocation to risky
assets. In the aftermath of the Asian crisis in autumn 1997,
the default of the Russian government on its sovereign
debt in August 1998, and the Long-Term Capital Man-
agement debacle in September 1998, investor sentiment
gradually turned away from higher-risk issuances toward
safer securities, leading to widened credit spreads for high
yield bonds, lower new issuances, and tighter capital mar-
kets. This new phenomenon became known as the “flight
to quality”” The market for the higher-risk issuers, espe-
cially for transactions under $200 million, had virtually dis-
appeared. The slowed economic growth and the aftermath
of the excesses of “New Economy” investments further
aggravated the eftect of lowered credit standards and exces-
sive new issuance. And now, in 2002, the current eco-
nomic and market forces may finally be ready to deliver
what distressed securities investors have been waiting for
since the early 1990s: historically high default rates and
the resulting abundant supply of distressed securities.
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THE CURRENT ENVIRONMENT

Last year has been officially recognized as the worst
year for the U.S. economy in the last 10 years, plagued
by disappointing earnings and business failures. The Fed-
eral Reserve Bank had been tightening credit and lend-
ing standards until 2001 in an effort to prevent the
economy from overheating and make a preemptive move
on inflation. With market conditions deteriorating, com-
mercial banks and other financial institutions became
much more risk averse and tightened their underwriting
standards. While the Fed eased rates throughout 2001 to
avert an economic slowdown, banks have maintained strict
underwriting standards and appear to continue to do so
for the foreseeable future. The resulting tighter credit
environment, aggravated by the unreceptive public mar-
kets, has led to an increase in default rates and bankruptcy
filings. Consequently, 2000 and 2001 witnessed record
default volumes and low market-to-face-value ratios of
high yield and bank debt securities.

High yield defaults in 2001 totaled $64 billion, more
than double the amount recorded in the previous year
and more than triple the amount in 1990 and 1991,
according to Edward I. Altman, a New York University
professor and a recognized authority in the field. Default
rate in 2001 of 9.8% of principal amount of high yield debt
outstanding topped the 5.3% default rate in 2000, and
both years’ default rates far exceeded the low (less than
2%) rates for the six years since 1993. Thus, we have an
environment in 2002 that looks a lot like that of 1990
and 1991, when default rates exceeded 10% (see Exhibit
2). The sector outlook considers early 2002 to have been
the peak for defaults, with the rate for the entire year to
be in the range of 7% to 8%. The greatest opportunities
for investing in distressed securities have historically fol-
lowed peaks in the default rates.

The combined size of the distressed and defaulted
debt market, both public and private, now stands at
approximately $400 billion in market value, double the
amount of 10 years ago. According to data from Salomon
Smith Barney, more than one-third of all high yield issues,
as measured by face value, are trading at distressed levels,
i.e., yields of 20% or higher, or are in detault (see Exhibit
3). Moreover, a record of $294 billion of private paper val-
ued at market is in distress or in default, according to
Edward Altman’s Salomon Smith Barney report. The
recovery rate on defaulted bonds in 2001 stood at 25 cents
on the dollar, while the recovery rate on bank loans was
alow 55 cents on the dollar.
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EXHIBIT 2
High Yield Market Size and Default Rates
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EXHIBIT 3

Distressed and Defaulted Debt as % of Total High Yield Market
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Further contributing to the abundant supply of dis-
tressed paper in recent years, defaults have been occurring
sooner than they have historically in the life cycle of high
yield bonds. Edward Altman estimates that 59% of high
yield securities defaulted in 2001 did so within the first
three years of issuance, and in 2000, an unprecedented 69%
failed within three years of issuance. A primary reason for
this phenomenon is the relaxed underwriting standards
employed in the period from 1996 to 1999, as Wall Street
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tried to satisfy investors’ seemingly insatiable demand for
new high yield paper. Moreover, current pessimistic earn-
ings expectations and poor prospects for new financing in
2002 forced many companies to default much sooner.
Another major factor contributing to the abundant
supply of distressed paper is the changed constituency of
sellers in the marketplace. Following the reign of the high
yield powerhouse, Drexel Burnham Lambert, in the late
1980s and during the subsequent bull market for distressed
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securities in the early 1990s, the main participants in the
restructuring give-and-take game were the commercial
banks and the holders of the high yield bonds created pri-
marily by Drexel Burnham. Now, with banks taking a
more risk-averse approach to lending and syndicating the
loans, they became more facilitators of the lending pro-
cess, rather than creditors themselves. Prime rate mutual
funds targeting better than money market yields displayed
rapid growth in the late 1990s and assumed much of the
credit risk away from the banks. The proliferation of col-
lateralized loan obligations (“CLOs”) and collateralized
bond obligations (“CBOs”), which are structured secu-
ritization vehicles, further diversified the lending risk away
from commercial banks.

The new entrants have drastically altered the lend-
ing landscape and the corporate restructuring process.
The mutual funds, the CLOs, and CBOs are not equipped
to participate in restructurings and are also required to
maintain certain quality covenants within their portfo-
lios. As a result, they are the forced sellers of many prob-
lem credits in today’s high-default environment, adding
to supply available to distressed buyers.

There is currently a long list of household-name
companies whose debt is trading at deep discounts to par
value. Entire industries, such as movie theaters, funeral
homes, long-term health care, telecommunications, chem-
icals, and steel, have undergone or need to go through
restructuring to regain viability. Almost every year, selected
industries come across surprising adverse events that trig-
ger multiple defaults. There are sectors, however—take
telecommunications and technology as examples—where
many business models do not make any fundamental sense
and where the recovery value of the asset base is uncer-
tain. In addition to the abundant supply in the U.S., Asia
is providing select opportunities for distressed investors.
Massive distressed assets have been accumulated in the
region, as overleverage has plagued companies, particu-

larly in Japan and South Korea.

The demand side of the distressed market equation
also represents a compelling case for the sector. Faced
with diminishing supply in the mid 1990s, many distressed
funds withdrew from the marketplace, not being able to
deploy capital to deliver adequate rates of return. While
the current compelling case for the distressed sector is
attracting many seasoned players as well as new entrants,
the supply side, valued at market, has far outpaced the
inflow of capital at a ratio, by our estimates, of 10 to 1.
Few asset classes display such an overwhelming supply/
demand imbalance and promise such compelling eco-
nomics on a risk-adjusted basis.

All of this 1s welcome news for investors skilled in
distressed investing who can take advantage of the newly
created inefficiencies in the marketplace. In many respects,
the market is looking a lot like the dawn of the golden days
of the early 1990s. And investors are rolling up their sleeves.

DIVERSITY OF STRATEGIES WITHIN THE
DISTRESSED MARKETPLACE

The universe of distressed securities managers
encompasses funds that difter sharply by investment strat-
egy, approach, and geographic focus. We classify the dis-
tressed investment strategies along a continuum that
measures the relative level of involvement of the distressed
manager in the restructuring process, ranging from pas-
sive investors who hope to profit from simply trading dis-
tressed securities all the way to investors who hope to
gain control of the distressed company. Exhibit 4 high-
lights the “distressed strategy continuum.”

Trading strategy. A relatively passive strategy of buy-
ing distressed securities, either long or short, on the expec-
tation that inefticient pricing, subsequent events, and the
efforts of other participants in the bankruptcy/reorgani-
zation process will yield positive returns.

ExHIBIT 4
Distressed Strategy Continuum

Trading Strategy Influence the Control the
Restructuring Restructuring Acquire the
Long Short Outcome Process Company
< >
Passive Active
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Influence the restructuring outcome. A strategy of
acquiring less than a controlling position in a class of dis-
tressed securities, yet participating in the reorganization
process through creditor committee membership and/or
consultations and alliances with other creditors.

Control the restructuring process. A proactive strat-
egy of buying a sufficient percentage of a class of an issuer’s
distressed securities to block approval of a reorganization
plan, with the goal of increasing the recovery for that class
at the expense of other claimants.

Acquire the company. The most proactive strategy,
entailing the purchase of a sufficient percentage of one or
more classes of an issuer’s distressed securities to take con-
trol of the reorganization process, with the goal of favor-
ably restructuring the existing debt, or converting one’s
holdings to equity and owning the restructured company.
This is essentially an LBO strategy for distressed compa-
nies. A related proactive strategy is “turnaround” invest-
ing, which entails taking control of an operationally
troubled company that may not yet have fallen to truly
distressed levels.

Few distressed debt investors fall neatly into only
one of the above categories—rather they fall somewhere
along the continuum. Furthermore, even the most proac-
tive investors frequently realize gains and losses from pas-
sive investments—either “toehold” investments that never
matured into more active strategies or pure opportunis-
tic buying when compelling value is perceived. Active
investment strategies involve proactive investor participa-
tion in the reorganization process. An active investor may
choose to submit his or her own reorganization plan to
the company’s claimholders, as well as a business plan for
the company postbankruptcy.

One cannot make generalizations about the risk-
reward trade-oft along the distressed strategy continuum;
much depends on the individual investments and the per-
formance of the market. A passive trading approach is
more sensitive to market timing, since buying at the bot-
tom is the core of that strategy. The more active strate-
gies are less affected by the point of entry because of the
value-added element but involve greater illiquidity risk,
both because of the size of the positions and some of the
issues that arise (i.e., fiduciary duty, insider information)
when one takes an active role in the reorganization pro-
cess. The higher level of involvement and expertise
required of the more proactive strategies makes execu-
tion and illiquidity risk higher for active than for trad-
ing-oriented strategies. Therefore, return expectations
gradually increase as one moves along the continuum
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from passive to more active approach.

Investing along the distressed strategy continuum
fundamentally carries less inherent risk, as compared to
other private equity asset categories. The level of success
of a distressed manager in the restructuring process is pre-
determined by his or her ability to predict the following
two variables: 1) how long would the restructuring pro-
cess take, and the window here is typically easier to ana-
lyze than, say, the length of time it would take a
venture-capital-backed biotechnology company to bring
anew drug discovery to market; and 2) the terminal value
of the company at the end of the restructuring process and
how that value would be distributed among various classes
in the capital structure. The latter implies correctly iden-
tifying the fulcrum security in the capital structure and
your debt class’s position relative to that security.

THE INEFFICIENT MARKET HYPOTHESIS

Contrary to the common use of the term, “ineffi-
cient market” does not mean that asset prices within that
marketplace are low. Inefficient market means that there
exists one of the following components: 1) a mispricing
of the intrinsic value of certain assets relative to others
within the same class; 2) asset classes are mispriced rela-
tive to each other in a global context; and 3) access to
information and skills vary among players in the asset class.
Inefticient markets exist due to long-term structural dis-
locations among their driving forces and difterences in
the access to information and skill set of their participants.

The imbalance between supply and demand in the
distressed universe creates mispricing of assets and pre-
sents a compelling picture of a less efficient market. Other
contributors to market inefficiency in the distressed secu-
rities sector are uneven distribution of information and
the lack of established transparent trading markets. In con-
trast to equity and investment grade debt securities mar-
kets, analyst coverage of distressed securities is spotty, and
little published information is available. Hence, distressed
securities managers must comprehensively research source
documents, such as SEC and bankruptcy filings, and often
must generate their own market research. Management
of bankrupt companies might be less than forthcoming
about asset valuations and business prospects, making costly
independent appraisals and consulting work necessary.
Caretul reading and interpretation of contractual provi-
sions of indentures and other documents is also required.
As a result, the information playing field is far less level
in the distressed securities market than in broader mar-
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kets, and disciplined, well-staffed fund management teams
can enjoy a competitive advantage over their peers.
Many distressed securities are not traded on estab-
lished exchanges. They are often purchased directly from
the original lenders or bondholders, or through specialized
boutique securities dealers. Trading skill and experience,
deep knowledge of the market, and comprehensive contacts
with holders of distressed securities and their intermedi-
aries are all prerequisites to successful distressed investing.

OLIGOPOLISTIC BEHAVIOR OF THE
DISTRESSED SECURITIES MARKET

The invisible hand envisioned by Adam Smith at the
end of the 18th century identified the process as one in
which the outcome is produced in a decentralized way,
with no explicit agreements between the acting agents.
The eventual outcome is the by-product of unintentional
and uncoordinated actions of these agents. The system in
which the concept of the invisible hand is most often
assumed to work is the free market where there is suffi-
cient competition. Many modern markets, however,
behave oligopolistically, as they are dominated by a rela-
tively small number of players, and barriers to entry are
sufficiently high.

Operating in the distressed space requires special-
ized knowledge and expertise, which is concentrated in
relatively few hands. The invisible hand concept seems to
be less evident in the distressed markets, as the outcome
is centralized in the hands of the players that control the
restructuring process. Relatively few parties are capable
of overcoming the barriers to entry in the sector, which
include knowledge and understanding of the legal and
business aspects of the bankruptcy process, adequate cap-
ital base to accumulate debt positions of size to be able to
influence the process, necessity to assume certain legal
liabilities associated with owning paper of a bankrupt
entity, and many others.

The oligopoly is also driven by external forces, i.e.,
the limited partners setting a clearing price for their cap-
ital and setting expectations of a rate of return of 15% to
20% or higher, depending on the strategy. In turn, pric-
ing by the distressed managers has remained virtually
unchanged since the industry’s formation over a decade
ago, with most distressed market participants charging an
annual fee of 1% to 2% and a carried interest on the gen-
erated gains of 20%. All these factors combined point to
the oligopolistic nature of the distressed securities mar-
ketplace and therefore an opportunity to achieve a supe-

SPRING 2002

rior return, compared to other assets classes with more
abundant competition.

CONCLUSIONS—
ENHANCING PORTFOLIO ALPHA

Notwithstanding the thought and practice of many
alternative investment consultants, private equity invest-
ing is about opportunities at a point in time. It requires
identifying areas of capital starvation and market inefti-
ciency and exploiting them in portfolio structuring. Ever-
green allocations across all private equity asset classes
cannot be expected to consistently produce above-aver-
age returns. Properly exploiting opportunities at a given
point in the market cycle should. As such, diversification
should be viewed over time rather than at a point in time.

Markets are cyclical, and distressed investing is clearly
no exception. This article has attempted to present the
overwhelming case of the supply/demand imbalance in
the distressed marketplace today and convince you that the
time to allocate capital to this asset class is now. With the
supply of distressed and defaulted debt reaching unprece-
dented levels and a relative scarcity of capital investing in
the sector, distressed securities investing provides oppor-
tunities today for high risk-adjusted returns that have not
been available since the early 1990s.

Some markets are less efficient than others, and the
distressed sector presents an illustrative case of less effi-
cient behavior. Skilled investors can exploit the inefti-
ciencies in the distressed universe to consistently produce
a positive alpha in their portfolios. Moreover, given the
variety of investment strategies, approaches, and struc-
tures used by funds addressing the sector, investing in a
diversified pool of managers can provide the best oppor-
tunity to optimize the risk-reward characteristics of dis-
tressed investing.

As buyout funds brought investors superior returns
in the early and mid 1990s, all the components are in
place for the distressed securities to be one of the top per-
forming asset classes for the next several years, and it
undoubtedly deserves a place in investors’ asset allocation
models.

To order reprints of this article please contact Ajani Malik at
amalik@jiijournals.com or 212-224-3205.
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