CORPORATE DISTRESSED INVESTING

Executive Summary:

Distressed investment managers will most likely
have an attractive multi-year opportunity set in
which to invest as a result of the macroeconomic
slowdown and global deleveraging process that
has accelerated since the Spring of 2008. Many
market participants have moved away from a
multi-year period of embracing increasing levels
of risk to a more cautious approach. With increas-
ing levels of defaults expected over the next few
years due to deteriorating fundamentals, over-
leveraged balance sheets and debt maturity
schedules, a supply-demand imbalance of capital
is likely to continue for a significant period creat-
ing market inefficiencies which can be exploited
by focused and experienced investment teams.

Consequently, both the sheer number of situations
and the potential for unlevered returns across the
distressed opportunity set are among the highest
they have been in many years. Current rates of
return vary depending on the level of risk being
assumed: the most senior securities, debtor-in-
possession (DIP) loans, are yielding high single/
low double digit returns while many illiquid credits
are being priced to yield significantly higher rates.
Individual security selection as well as market tim-
ing will play key roles in developing successful
investment portfolios.

Driver of Success = Fundamental & Crediit
Analysis + Timing

Distressed Opportunities Characteristics:

Generally, distressed investment opportunities
are the result of financially troubled companies
who may have difficulty in meeting their financial
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obligations and may ultimately file for bankruptcy
protection. To compensate investors for the risks
associated with this investment strategy, the debt
of the company usually trades significantly below
par, the current yield is significantly higher than
other debt instruments and the market value of
the equity is negligible. In certain strategies, the
manager will buy distressed hard assets (i.e. real
estate, aircraft) at deep discounts to their intrinsic
values.

MANY ILLIQUID CREDITS ARE BE-
ING PRICED TO YIELD ATTRACTIVE,
RISK-ADJUSTED RATES OF RETURN

Distressed Investment Strategy Definitions:

Debtor-in-Possession Financing
(“DIP Financing”):

DIP financing is a special form of working capital
financing provided for companies in financial dis-
tress or under the Chapter 11 bankruptcy process.
Most often, DIP securities are more senior than
any other debt or equity securities issued by the
company. These loans have traditionally been re-
garded as interim, short term instruments with a
duration of 12-24 months that allow company man-
agement to remain in control of the bankrupt es-
tate, as opposed to a court appointed Trustee.
This process gives the troubled company a new
start, albeit under strict conditions, until the DIP
loans are retired by first lien bank debt. Thus, DIP
financings are usually one component of a dis-
tressed investment manager’s strategic arsenal.
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Distressed Debt Trading Strategy:

Distressed debt trading involves the purchase of
debt obligations trading at a distressed level - for
example at 40% of par value - in anticipation of
reselling those securities over a relatively short
period of time at a higher level, generating a trad-
ing profit.

For managers pursuing a trading strategy, the in-
vestment decisions are based primarily on techni-
cal and credit analysis rather than fundamental

DISTRESSED DEBT IS OFTEN VERY
ILLIQUID AND GENERALLY TRADES

AT WELL BELOW PAR VALUE

analysis, and sell decisions are usually triggered
by short term price appreciation. Distressed debt
is often very illiquid and generally trades at well
below par value, in most instances because there
is some perceived risk that all or a portion of the
debt may not be repaid. Distressed debt focused
investors fall along a continuum that has, at one
end traders who focus on buying and selling dis-
tressed debt, and at the other, managers who ac-
quire debt with the intent of converting it to eg-
uity in a restructuring and taking control of the
company. In practice most managers employ a
combination of these strategies.

Non-Control (Significant Influence) Strategy:

The distressed for non-control strategy involves
the attempt by managers to own a significant po-
sition of a particular class of debt in a distressed
company in order to sit on its creditor’'s commit-
tee during a restructuring or bankruptcy proceed-
ing. Active non-control managers typically do not
hold positions much beyond the reorganization
process and aim to capture the value generated
as a byproduct of the restructuring process.

For investment managers pursuing an active re-
structuring strategy, in addition to technical and
credit analysis, the Fund will do a great deal of
fundamental analysis, looking at the company’s
business lines and related industries. Investment
managers are looking to gain a position of influ-
ence in the restructuring process in which the

value of securities - and indeed the nature of the
end securities exchanged - is negotiated in bank-
ruptcy in order to maximize returns. Often times,
the investment manager will gain influence over a
company by participating in ad hoc or formal
creditors’ committees, or as a board observer or
member.

Control Strategy:

The distressed for control strategy combines ele-
ments of both private equity and hedge funds.
Distressed for control managers make a profit
from companies that are on the brink of bank-
ruptcy. Managers employing this strategy gain
equity control, augment or replace the manage-
ment team, implement new strategies and renego-
tiate labor and supplier contracts.

Managers pursuing a distressed for control strat-
egy build a controlling position in the fulcrum se-
curity in a bankruptcy proceeding in order to ef-
fectively gain control of the target company
through the bankruptcy process, either alone or
as part of a syndicate. With this strategy, the ac-
quisition of the distressed debt position is in
many respects the start of a much longer process.
Once in control of the target company, the dis-
tressed manager takes the company through a
multi-step process similar to that of a buyout
manager: right-sizing the company through a com-
bination of cost cuts and incorporating opera-
tional industry best practices, installing new man-
agement, and maximizing profitability through a
combination of strategic growth initiatives and
operating efficiencies.

The main risks associated with this strategy in-
volve the inability of a company to survive the
time it takes to execute a turnaround strategy and
a further deterioration of asset values.

Turnaround Strategy:

The distressed - turnaround strategy primarily
involves control equity and equity-related invest-
ments, bridge financings, and other similar invest-
ments in companies that are under-performing
their potential. Managers who employ this strat-
egy only do so if they; a) can become comfortable
that the company can be turned around; b) can
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control the process; and c) have a viable exit
strategy.

Turnaround focused managers are a subset of
distressed managers that focus on under-
performing companies. Funds managed by these
managers often acquire the equity of distressed
companies, in certain cases out of bankruptcy or
emerging from bankruptcy proceedings, and to
effect operational turnarounds or financial re-
structurings. The best turnaround focused manag-

DISTRESSED OPPORTUNITIES HAVE A
LOW CORRELATION TO EQUITY MAR-

KETS AND ALTERNATIVE ASSET CLASSES

ers often have talented in-house operational ex-
pertise, a detailed understanding of the bank-
ruptcy process, and financial restructuring capa-
bilities. These turnaround specialists generally
acquire companies that are experiencing poor
operating performance or that are inappropri-
ately capitalized for low multiples of depressed
cash flow.

Typical sellers include corporations that are un-
dergoing restructuring and selling non-core or
under-performing divisions, founding entrepre-
neurs or family business owners whose busi-
nesses have outgrown them, and other private
equity managers without operational expertise.
Once they have acquired a suitable company,
turnaround managers often put that company
through a three stage process that involves stem-
ming losses by right-sizing the business, re-aligning
strategy and pursuing expansion and growth.

Analysis Performed in the Evaluation of Dis-
tressed Investment Opportunities:

Technical Analysis:

Technical analysis is used to forecast the future
direction of prices of securities through the study
of past market data, primarily price and volume. It
is widely used among traders and financial profes-
sionals. Technical analysis ignores the actual na-
ture of the company, market or industry segment
and is based solely on the chart, which conveys
price and volume information.

Credit Analysis:

Credit analysis is a method by which one calcu-
lates the creditworthiness of a business. Credit
analysis involves a variety of financial analysis
techniques, including ratio and trend analysis as
well as the creation of projections and a detailed
analysis of cash flows. It also includes the exami-
nation of collateral and other sources of repay-
ment as well as credit history and management
ability.

Fundamental Analysis:

Fundamental analysis is the most comprehensive
study of a business that builds upon credit analy-
sis techniques and considers both quantitative
and qualitative factors. Fundamental analysis in-
volves an analysis of a company’s financial state-
ments, management, competitive advantages and
its competitors and markets with the goal of mak-
ing financial forecasts and determining current
intrinsic and potential future value.

Portfolio Construction:

Distressed opportunities should be included in a
private equity program. These investment strate-
gies provide: (i) strategy diversification to a pri-
vate equity program; (ii) reduced risk via the use
of debt securities, which offer downside protec-
tion to default by residing higher in the capital
structure, and (iii) low correlation to the equity
markets and other alternative asset classes.

Portfolio Structure:

In making a recommendation for including a dis-
tressed opportunity allocation, we consider the
need to mitigate manager, strategy and vintage
year risk associated with the private equity pro-
gram. These risks are addressed by appropriately
sizing the commitment to each manager, pursuing
a diversified allocation effort and by committing
to an investing program over a multi-year period.

Portfolio company risk can be addressed by in-
vesting in managers that build well diversified
portfolios or investing in multiple managers with
different target markets. When compared to
other strategies in a private equity portfolio, the
distressed opportunities strategy is expected to
generate distributions within a shorter time pe-
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riod either through a manager’s trading strategy
or a rapid restructuring. Managers will typically
exit their positions within 24-36 months.

Market Opportunity:

The current opportunity set in distressed securi-
ties is a direct result of a number of factors that
have transformed the credit markets over the last
few years. These include:

THE U.S LOST 7.6 MILLION JOBS IN
THE 24 MONTHS ENDING DEC.

2009, RAISING THE UNEMPLOY-
MENT TO 20 YEAR HIGHS

e Massive global liquidity spurred by petrodol-
lars, financial institutions, foreign govern-
ments, global money expansion, etc;;

o Tremendous growth in participation by lev-
ered players including hedge funds, collateral-
ized loan obligations, structured products,
etc.;

o “Golden Age” in the Private Equity/LBO mar-
ket characterized by unprecedented activity
and size of transactions;

o Growth of the institutional loan market, espe-
cially leveraged loans to finance the M&A ac-
tivity;

o Easy credit standards by both bank and non-
bank lenders; and

o Record low yield spreads in credit that culmi-
nated in June 2007.

Over the past number of years, the average U.S.
consumer had been seduced by the proliferation
of financial products and less stringent lending
standards across all segments of the economy
from housing to automobiles to consumer credit
and consequently, had been accustomed to living
beyond its means. Since the consumer economy
represents two-thirds of the overall spending in
the US economy, the central underpinning of this
crisis has been the rapidly declining employment

statistics. The Bureau of Labor Statistics re-
ported the U.S. has lost 7.6 million jobs from De-
cember 2007, when the recession began, through
December 2009, swelling the unemployment rolls
to 10.0%, levels not seen for over twenty years.
This figure does not include an additional 2.5 mil-
lion people who have been looking for work for
over twelve months and a further 9.2 million part-
time workers who are looking for full-time work.
As the jobs market began to crack, consumer bad
debt levels began to rise across large areas of the
economy:

o Housing: Mortgages, especially Multi-Family
Housing

e« Consumer Finance: Credit Cards and Con-
sumer Durables

« Automobile Financing: Car Loans

This has had a ripple effect through the rest of
the economy as many retail chains are either re-
ducing their real estate footprint by reducing
their store count or going out of business com-
pletely. Declining household income has a dra-
matic effect on discretionary purchases such as
travel and entertainment. The travel and enter-
tainment industry affects numerous components
of the economy including the airline, hotel, casino,
restaurant, car rental and state and local munici-
palities heavily dependent on tourism and tax dol-
lars. This cycle culminates with the industrial and
corporate complexes. These organizations are
forced to rationalize their costs and operations
which results in giving up non-essential real estate
and pursuing rental rate reductions on remaining
leases.

As depicted in the following two charts, the credit
markets began to deteriorate in the Spring of
2008 as high yield bond spreads began to widen-
historically an ominous sign for future default
rates. The world quickly moved away from a multi-
year period of embracing increasing risk levels to
a systematic avoidance of risk during the Winter
of 2009, followed by the more recent thawing out
process whereby investors who were able to es-
tablish or hold on to their credit positions prof-
ited handsomely from credit spreads tightening.
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Corporate Yields vs. 10-yr Treasury Spreads
Sol

urce: Bloomberg Financial Markets / LehmanLive
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WHAT HAPPENS TO THE $1.3 TRIL-
LION IN LOANS THAT MATURE IN

THE 20m-2014 TIME FRAME?

However, we expect default rates for high yield
bonds and leveraged loans over the next few
years will likely be higher than average due to:

o The volume of the maturity schedule for High
Yield Bonds and Leveraged Loans; and

« Adiminished set of buyers willing to take on
this type of risk.

High-Yield and Leveraged Loan Default Rates

(Historical and Projected)
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The collapse of Lehman Brothers in September
2008 signaled a new phase in the deleveraging
process and sparked a complete reversal of the
trends in the credit markets. Many lenders have
exited a wide spectrum of the loan market perma-
nently or for at least the foreseeable future, caus-
ing some dislocations. This “Great Deleveraging
Process” that has been working its way through
the global credit markets can be broken down
into three segments or phases:

o  First Phase: Subprime Credit: Residential real
estate and consumer credit specifically the
Residential Mortgage Backed Securities Mar-
ket, (‘RMBS”) and the consumer portion of
the Asset Backed Securities market, (“ABS”);

« Second Phase: Structured Credit: High Yield
Debt and Leveraged Loan Market; and

e Third Phase: Commercial Real Estate: Com-
mercial Mortgage Backed Securities Market

As we begin 2010, we are in the third phase of
this process. Due to the record new issuance vol-
umes in 2006-2007, upcoming maturity volumes
are significantly larger than can be expected to be
financed by the remaining set of loan buyers. The
big question is what happens to the $1.3 trillion in
loans that mature in the 2011-2014 time frame?
For the time being, many large borrowers and
banks are delaying the pain by extending maturi-
ties further into the future, “kicking the can,” hop-
ing for a better economic and financing environ-
ment in the years ahead.

The following chart shows the expected maturi-
ties by year for Commercial Real Estate Debt,
Leveraged Loans and High Yield Bonds for 2009
through 2017.

Projected Maturities of Commercial Real Estate Debt, Leveraged
Loans and High-Yield
Source: Credit Suisse Levaragzd Finance Qutlock, Geldman Sachs
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The estimate of market losses for loans and secu-
rities is a rapidly changing target as illustrated in
the figure below. The International Monetary
Fund, IMF, has tried to estimate mark to market
losses for the components of the credit market. In
just the last 18 months, the revised estimate has
ballooned to $3.4 trillion, a change of nearly 3.5
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times the April 2008 estimate of $0.945 trillion
and nearly 2.5 times the October 2008 figure of
$1.4 trillion. The projected losses related to con-
sumers continue to grow at a rapid pace. The
takeaway from this analysis is that only a small
portion of these losses is currently realized, sug-
gesting a large volume of defaults/losses is still to
come.

DRIVER OF SUCCESS = FUNDAMEN-
TAL & CREDIT ANALYSIS + TIMING

The following chart compares the IMF projections
of mark to market losses from April 2008 through
October 2009.

overly leveraged balance sheets. Two of the larg-
est DIP lenders in 2009 were governments, The
US Department of Treasury and the Export De-
velopment of Canada.

Lenders in 2009 were governments, The US De-
partment of Treasury and the Export Develop-
ment of Canada.

To illustrate this point, lenders in the DIP market,
the safest portion of the capital structure, are
now earning double digit unlevered returns due
to the absence of normal market participants and
the spike in volume of bankruptcies. A few dedi-
cated DIP funds were raised in 2009 to take ad-
vantage of this supply-demand imbalance, the key
risk being how long this anomaly exists as op-
posed to the risk of loss of principal capital loss.
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In the near-term, lenders have little choice but to
extend maturities or experience tremendous
waves of default. The rising volume of DIP loans,
shown on the next page, is expected to continue.
Under more normal conditions, high credit
spreads increase lending by existing lenders and
induce new competitors to enter the market. His-
torically, the largest DIP lenders by volume have
been many of the major commercial and invest-
ment banks as well as some specialty finance
firms such as GE and CIT Group. Many of the mid
-large distressed debt control investors also main-
tain a presence in this market. However, this has
not been the case recently, as many of the large
DIP lenders including the large investment banks
and specialty finance institutions have been rele-
gated to the sidelines due to their own issues with
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J.P. Morgan put it plainly in fourth quarter of
2008, “the opportunity to acquire greater down-
side protection with the upside of equity-like re-
turns un-leveraged should lead high yield bonds
and loans to outperform equities...” Since March
2009 through year end, this statement proved to
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be prescient as the high yield index rocketed
60.4%, the best performance in its history, rivaling
the broader based S&P equity rally which earned
67.8% during this time period. The question is
whether this opportunity for outperformance still
exists going forward?

Strategy Risks:

Distressed debt managers will most likely have an
attractive multi-year opportunity set in which to

invest. However, the excess leverage and liquidity
which characterized the 2006-2007 vintage loans

BANKRUPTCY LAW: THE INTERESTS OF
THE SHAREHOLDERS ARE SUBORDINATE

TO THE INTERESTS OF THE CREDITORS

(which make up 80% of loans available for pur-
chase in today’s market) created loan-heavy capi-
tal structures. Senior secured leverage levels
reached all-time highs. Therefore, the best dis-
tressed investors will selectively pick from among
possibly the most borrower friendly leveraged
loans ever arranged and not be overly seduced by
the attractive pricing levels of the overall index.
Individual security selection as well as market tim-
ing will play key roles in developing successful
investment portfolios.

Driver of Success = Fundamental & Credit
Analysis + Timing

A key unpredictable variable affecting security
selection and overall strategy in the distressed
area is the involvement of the US Government in
the bankruptcy process. For the credit market to
function properly, market participants must feel
confident that the rules of contract law will pre-
vail. In the most recent Chrysler bankruptcy case,
the company’s senior creditors’ rights were com-
promised by the Government out of a perceived
national interest in keeping Chrysler operating.
Chrysler shareholders much further down the
capital structure were given large equity stakes in
the pro-forma enterprise before the senior credi-
tors’ claims were fulfilled. To help explain this is-
sue, it is useful to review the basics of a bank-
ruptcy process.

Overview of the Bankruptcy Process:

Chapter 1:

Chapter 11 of the U.S. Bankruptcy Code recog-
nizes the corporation as a going concern. This
allows the troubled company to be protected
from its creditors while attempting to work
through its operational issues. The company,
working under Chapter 1 proceedings, will pro-
pose a plan of re-organization that describes how
creditors and shareholders are to be treated un-
der the new business plan. Claimants in each
class of creditors are entitled to review and vote
on the plan. This process is show in chart below:

Debtor Co.
files for
Protection et Bankmptcy
mdarCh 1L N Court approval
concument with
Bankruptey o 11 fling.
Cowt stays all
dgfzﬂtmum\ T
Pre-Packaged
Plan? Ha
Seek
Debtor 120 w
Day Exclusive nfjp]_mhiu al
period fo file
re-org plan \ Yan
Debtor 60 days | | Do ¥ Number Any Party in
to comvinee and 2/3 Value 1°. Inferect may
creditors fo of Each Class submit Re-arg
Accept Plan? Plan
Bankruptey AndlerPo Dabtor sbanity Does Debtor
Court forces 2 ety ::nﬂ-ﬂmini accept [ —
Cramdown craditers Alternate Flan? | You

Under the bankruptcy code, the re-organization
plan places the various claims in particular
classes; to be in a class, each claim must be sub-
stantially similar to other claims in that class. The
ranking of the various classes of securities in or-
der of seniority follows:

o DIP Loans - loans provided post declaration
of bankruptcy

o Secured bank loans - most senior loans pre-
bankruptcy

o Subordinated debt - junior in the debt struc-
ture

e Preferred stock - most senior equity tranche

o Common equity - most vulnerable position in
the capital structure
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Thus, one of the tenets of bankruptcy law is that
the interests of the shareholders are subordinate
to the interests of the creditors.

During the first 120 days of the company seeking
Chapter 11 protection, the company or debtor has
the exclusive right to file a plan of reorganization.
If filed during this time period, the company then
has a further 60 days to lobby its creditors to ac-
cept the plan. No other party during this 180 day
exclusive period may file a plan of reorganization.
As shown in the chart above, the plan is accepted
when all classes of claimants vote in favor of the

THERE IS AN OPPORTUNITY TO TAKE
ADVANTAGE OF THE ILLIQUIDITY

PREMIUM PRICED INTO THE MARKET

plan (hence, any one class of creditors can block a
reorganization plan-a key strategy among dis-
tressed debt holders).

To constitute an acceptance of a plan or re-
organization, either :

1. Class must be completely unimpaired (paid
back in full) by the plan or;

2. In number and 2/3 in value of claims in class
vote in favor of the plan.

Thus, importantly for a distressed debt inves-
tor, a single creditor can block a plan of reor-
ganization if it holds 1/3 of the dollar amount
of any class of claimants. This blocking posi-
tion will force the company to negotiate with
the blocking investor.

Importantly, all claims within a class must receive
the same treatment.

Other Options to Filing Chapter 11:

o Pre-Packaged Bankruptcy Filing:

Sometimes, the debtor company agrees in
advance with its creditors on a plan of reor-
ganization before it files for protection under
Chapter 1. Creditors may take concessions
up front in exchange for equity in the re-
organized company (another commonly exer-

cised distressed debt investor option). In this
instance, the debtor company quickly files
with the court, submits a pre-negotiated reor-
ganization plan and quickly emerges with a
new structure.

Chapter 7 - Liquidation:

Under a Chapter 7 Liquidation filing, the troubled
company is not considered a going concern. In
this case, the bankruptcy oversees a process
whereby the company auctions off its assets to
satisfy the claims of its creditors in order of prior-
ity. This is generally viewed as the least desirable
option by creditors and shareholders alike in
terms of maximizing value.

Comparison of Corporate Distressed Strategies:

Matching the Distressed Strategy with the Mar-
ket Opportunity:

DIP Lending: Usually the lowest return strategy
due to its position of seniority in the capital struc-
ture. Attractive in times of extreme financial dis-
tress and capital dislocation, where access to
capital is paramount and hence, the providers of
capital earn outsized returns. Usually this period
is short-lived; hence this is most opportunistic of
distressed debt strategies.

Trading Strategies: These strategies prosper dur-
ing times of extreme volatility and dislocation in
the market where trading acumen can exploit
short term inefficiencies and reap outsized re-
turns on senior paper that trades at depressed
levels due to poor market sentiment, systematic
risk, or temporary supply-demand imbalances in
the buyer universe for distressed debt.

For the most part, managers focused on trading
do not buy distressed debt with the intention of
holding for an extended period of time. The best
of these managers are accomplished at identifying
mispriced debt securities in a very illiquid market
and at being able to deliver control or blocking
positions to investor groups that become involved
in the actual restructuring. Certain managers dis-
tinguish themselves by investing in only the most
senior debt securities, while others consider the
full spectrum of available debt. This strategy was
well suited for the initial recovery phase of the
market in the back half of 2009. The most liquid
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Characteristics

Debtor In

Pofsess_i'on

Trading

Significant
Influence

Control/Turnaround

Targeted
Investments

Private and OTC/Publicly-
traded securities

OTC/Publicly- traded
securities

Private and
OTC/Publicly-traded
securities

Private and OTC/Publicly-traded
securities

Investment
Position

Most senior security

High Vield Debt

Senior debt, second lien
debt, equity

Senior debt, second lien debt,
equity

Primary Source
of Return

Current Income-Shart
Duration

Current Income and Shert-
Term Capital i

Current Income and

Current Income and Long-Term

Capital

Capital

Timing of
Entry/Exit

Entry: During restructuring
Exit: Immediately Post
restructuring

Entry: Pre-restructuring
Exit: Pre-restructuring

Entry: Pre-restructuring
Exit: Immediately Post
restructuring

Entry: Pre and during restructuring
Exit: After business transformation

Competitive
Landscape

Large
commercialfinvestment
banks

Control oriented distressed
investors

Hedge Funds
High Yield Bond Managers
Proprietary Trading Desks

Distressed Managers:
Hedge Funds and
Private Equity

Distressed Managers
Buyout Funds

Manager Value
Add

Legal/bankruptey process
expertise

Trading abilities as well as
network and research
capabilities

Knowledge of legal and

Knowledge of legal/ bankruptcy
and

and industry expertise

industry expertise

Follow-on
Capital
Investment
Required

Limited

Usually to build a
position/manage portfolio

Usually to build a
position in the fulcrum
security

Often during business
transformation process

Risk Mitigation

~Super Priority Security
~Duration
- Legal contract governed

Senior debt offers downside
protection as holders are
contractually first to get paid

Senior debt protection
and potential receipt of
equity. Optionality via

Senior debt protection and
potential receipt of equity

NE
HC

YOU DEMAND MORE. So do we. ™

by U.s. (exception: Chrysler).
Bankruptcy Code Liguidity.

pursuing liquidity.

Board Member

or Observer He Ne

situations really ran in 2009 and are not nearly as
attractive today.

Non-Control/Significant Influence: Rising default
rates and market distress are environmental char-
acteristics that typically signal attractive opportu-

nities in this segment of the distressed market-
place. Relying more on fundamental analysis
these managers often focus on event driven or
more illiquid situations than do trading orienting
strategies which are shorter in duration. As the
current macroeconomic situation shows signs of
stabilization, this may be an opportune time to
practice this strategy.

Control/Turnaround: The key elements of suc-
cess to this strategy are:

o Time: an ability of the troubled company to
survive the time it takes to execute a turn-
around strategy and a possible further dete-
rioration of asset values

« Going Concern: a strong belief by the dis-
tressed investor that the company is funda-
mentally a good company and is under-
earning its potential or is being hampered by
its over-levered balance sheet.

Therefore, this strategy is dependent on the dis-
tressed investor’s ability to assess current value
and perform fundamental analysis to project fi-
nancial forecasts of cash flows. During periods of
severe macro-economic distress, it may be more
difficult for these managers to time the purchase

No, but may serve on
creditors’ committes or Yes

as BOD observer

of their positions and/or have confidence in pre-
dicting future financial performance. During sta-
bilization periods or early periods of recovery,
this strategy has often yielded very attractive risk-
return options.

Recommendations for Present Conditions:

The last two years have been marked by dramatic
swings in the credit markets due to broad global
macroeconomic forces. In 2008, with the markets
awash with systemic risk, credit participants were
penalized for taking on any form of risk and re-
turns suffered greatly. The pendulum swung in
the opposite direction in final three quarters of
2009 and every segment of the credit market re-
bounded strongly with the riskiest credits per-
forming the best. In short, the last two years have
been an exposure call; in 2008 no exposure was
ideal and for the majority of 2009, full exposure
was rewarded.

Looking forward, there is an opportunity to take
advantage of the illiquidity premium priced into
the market. Due to the shocks to the system over
the last two years, most investors and investment
managers have a strong preference for liquidity.
Thus, there are attractive risk-reward opportuni-
ties for strong fundamental managers with flexible
investment mandates to pursue inefficiencies in
less liquid markets such as small/midcap corpo-
rate credits and longer duration non-control and
control distressed situations. We expect security
selection to play a greater role in generating re-
turns in the years ahead.
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