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Distressed investors feel no distress

Financial crisis creates opportunities for special situations funds

THE DEBT SIDE OF THE CAPITAL
structure offers a handy alternative
1o the equity side traditionally
targeted by mainstream private
equiity firms, as an investrment
destination. Internationally, many
commentators are talking of a new
age of distressed/special situations
nvesting, where leading firms in
the space step forward to assume
the mantle hitherto worn by the
top buyout firms. Even in Asia
Pacific, where overall economies
have suffered least from the global
crisis, market opportunity remains
strong, proponents argue. Whether

Benjamin Fanger

NPLs, single credits, distressed real
estate, financial restructurings or
other approaches, the portfolio

of distressed products presents
interesting and thought-provoking
comparisons — and challenges - 1o
private equity.

Distress approaches

As indicated above, not all distress
players invest in the same spaces.
There is a spread of asset types
comparable to the growth capital
and control approaches seen in
private equity, with corresponding
skill sets for each. Furthermore,
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these perform differently to

both public equities and private
equity-related approaches, and can
usefully offset both,

Howard Marks, Chairman of
leading distress firm Oaktree Capital
Partners, indicates the range, and
potential, of his firm’s investment
choices.“The opportunity in the
areas we're interested in — distressed
debt, distress for control, and other
forms of unlevered value investing
— has been attractively anti-cyclical
over the last several years.

Benjamin Fanger, Co-Founder
& Maniaging Director at Shoreline
Capital Management, enumerates
his firm's own strategies."We
specialize in Chinese NPLs,
distressed real estate, restructuring
of single credits, and special
situations financing.’

However, Asia Pacific distress
tends to lean towards the bank
loan market, as most corporate and
other debt in Asia is still originated
by banks. Senior secured bank loans
are therefore frequently the base
currency of Asian debt investing,
with public bonds also strongly
favored, though Asia’s public bond
market is also still maturing, with
high-yield debt comprising roughly
10-15% of its total size. Real estate
and other hard assets tied to debt
also often come into the Asian
debt investor's focus. Other more
sophisticated debt investment
classes, such as structured credit
products, have yet to make
significant inroads in Asia.

Jean-Louis Lelogeais, Partner at
Strategic Value Partners, illustrates
one strategy, known in some cases
as'loan to own' or distressed for
control’;:“One of our private equity
pools of capital is focused on
distressed for control. One of the
primary avenue to take control
of companies is by accumulating
enough debt (51% or more or at
least 33% which is veto control)
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and through a debt for equity
restructuring own the company and
not only create value in the financial
restructuring but also drive the
operational turnaround.’

In other jurisdictions, this
approach has resulted in distressed

permitted substantial fundraising

in 2007, and when the distress
arrived in late 2008, investment
opportunities approached once-in-
a-lifetime levels,’ he affirms. “This has
been a great time for a contrarian
discipline’

“This has been a great
time for a contrarian

discipline.”

— Howard Marks

investors becoming owners and
managers of assets as diverse

as any seen in private equity or
infrastructure investment, as when
Bluebay Value Recovery Fund
became part-owner of the UK's
Eggborough Power Station earlier
this year, or when Octavian Advisors
moved into sporting goods
manufacturer Head NV. However,
applications of this strategy have
been fewer in Asia, at least to date.

Prospects and competitive dynamics
The distressed investment universe
remains a substantial pool for
potential players.

“We estimate there's about $3.7
trillion of outstanding leveraged
loans and junk bonds primarily
between the US and Europe”
says Lelogeais. And some more
committed debt investors have
been able to benefit from growing
LP interest, better competitive
dynamics, and an expanding target
asset base,

As awareness of distress began

to sink into the financial community,

fundraising began in advance of
the supply of new distressed assets,
according to Marks, coordinating
nicely with the economic cycle.
“The imminence of distress

Some distressed investors of the
pre-crisis era, notably certain types
of hedge fund, found their own
business models under pressure
during 2008, and in some cases had
to retrench. Rob Petty, Managing
Partner at Clearwater Capital
Partners, foresees: ‘consolidation
of investors or simply the decline
in investment teams and dollars
dedicated to the business.
Specifically, those firms funded on
balance sheets or through shorter-
term structures that migrated into

Not every distressed transaction is
handled through the courts, but the
legal environment is very important.
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