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FOREWORD

Welcome to the European Distressed Debt Market Outlook 2008, which Debtwire is
delighted to present in conjunction with Cadwalader, Wickersham & Taft LLP and Rothschild.

Now in its fourth year, and more relevant than ever, the report provides a
comprehensive survey of the opinions and expectations of 100 European
and US hedge fund managers, prop desk traders and long-only investors
on the outlook for the European distressed debt market going in to 2008. 

In the light of last summer’s subprime-triggered credit crisis, European
investors are now licking their lips over a feast of potential stressed and
distressed opportunities in 2008 and beyond. Indeed, a key finding from
our survey is that respondents are targeting higher returns in 2008 than
in 2007. But as to be expected, the deciding factor for respondents on
when this eagerly anticipated wave of distressed credits breaks is the
severity and timing of any deterioration in the economic climate.
According to 59% of respondents it is the middle two quarters of 
2008 that will witness a substantial increase in stressed or distressed
credits as economic conditions bite.

The origins of the credit crunch in the US subprime meltdown is
expected to be mirrored by hard times ahead in European real estate –
both commercial and residential. Indeed, it is the sectors of Property,
Financial Services and Construction that respondents select as offering
most opportunities for distressed investors in 2008. There is also
expected to be a retreat to the high ground of senior debt, ahead of
mezzanine. Another finding is that three quarters of respondents expect
hedge funds to continue to move towards longer-horizon strategies 
in 2008.

Debtwire, Cadwalader, Wickersham & Taft LLP and Rothschild would like
to thank all the respondents that took time out to contribute to what we
believe is the definitive market outlook for distressed players in Europe.
Any feedback you may have on this year’s research would be welcome,
as would comments and suggestions on what you would like to see
covered in future editions of the report.

Andrew Merrett
Managing Director, Co-head of European
Restructuring, Rothschild 
andrew.merrett@rothschild.co.uk

Richard Nevins 
Partner
Cadwalader, Wickersham & Taft LLP
richard.nevins@cwt-uk.com 

Carrie-Anne Holt
Managing Editor
Debtwire
c.holt@debtwire.com
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DISTRESSED INVESTOR SURVEY

59% of respondents expect Q2 and Q3 
of 2008 to witness a substantial increase 
in stressed or distressed credits
In light of recent credit cycle developments, when do you
expect to see a substantial increase in the number of credits
entering stressed or distressed territory?

Q1 2008

Q2 2008

Q3 2008

Q4 2008

2009 or beyond

13%

25%

34%

12%

16%

 

Economic climate and leverage levels most
likely to determine timing of debt restructuring
Which of the following factors are most likely to determine 
the timing of a debt restructuring?

• As intimated earlier, the level and severity of debt restructuring
opportunities will be driven by two main variables: the state of the
economy and extent of leverage across various company situations.
Indeed, 45% of respondents believe the economic climate is the most
prevalent factor to determine the timing of a debt restructuring.
Meanwhile, 38% of respondents identified the level of leverage in 
certain situations as the most likely determining factor. 

“The fourth quarter of 2007 has seen an unprecedented
series of financial events - banks hoarding cash, 1
month Libor 100bp higher than the Base Rate, and the
absence of a syndication market. The lack of liquidity
from the major commercial banks has caused the
subprime crisis to spread far wider. The refinancing
option is much harder for many corporates and those 
in difficulty will need to restructure, raise equity or 
sell assets.” 
Andrew Merrett, Rothschild London

The economic climate

Leverage

Management/business plan

Liquidity

45%

38%

13%

4%

 

• The second and third quarters of 2008 are identified by respondents
as periods for a significant increase in stressed or distressed credits –
34% and 25% respectively. In large part this is because many
anticipate the economy will slow during these periods. Elsewhere,
12% of respondents nominate the final quarter of 2008, with 16%
holding a longer-term outlook of 2009 and beyond.

• One hedge fund respondent, in addition to the credit crunch, outlined
a range of macro-economic factors that were driving his expectations
for a second quarter uptick in stressed and distressed credits: “There
are a number of factors: fewer exports to the United States; a strong
Euro and a slowdown in the European economy.” 

• Meanwhile, a proprietary trader who predicted a Q3 increase in
distressed situations explained that, “A lot of companies will start to
default roughly a year after the credit crunch.” Another agreed that,
“A lot of credits do not have repayments until this period.” A prop
trader also backing Q3, summarised that, “The technical issues will
become fundamental as economies slow and high leverage takes its
toll. However, the covenants are loose so it will take a while for
credits to encounter difficulty, but defaults will rise in 2008.”

“After the credit crunch in July and August there was
an uneasy calm when people came back after the
summer holidays. Three months on and there is a very
clear signal that companies across a number of sectors
are struggling to stay within their bank deals.” 
Richard Millward, Rothschild London

“The evaporation of liquidity, which has accelerated
following completion of the survey, has now emerged
as the single factor most likely to trigger an increase 
in true restructurings (as compared to refinancings 
or recapitalisations).”
Tony Horspool, Cadwalader

In November and December 2007, we interview 55 hedge
fund managers and long only investors and 45 prop desk
traders in Europe and the US regarding expectations for the
European distressed debt market in 2008 and beyond.

MER 559 Euro Debtwire 07 V7.qxd  10/1/08  12:47  Page 4



D
IS

T
R

E
S

S
E

D
 IN

V
E

S
T

O
R

 S
U

R
V

E
Y

5

Property, Financial and Construction are
picked as sectors offering most opportunities
for distressed investors in 2008
What do you expect to happen to the number of opportunities 
for distressed investors in the following sectors in 2008?

Property

Financial

Commercial/
Residential

Construction

Consumer -
Retail

Insurance

Chemicals
& Materials

SIVs/
other funds

Paper &
Packaging

Computer
Hardware/

Software

Increase

Remain the 
same

Decrease

23 869

5 887

81082

141274

62668

202159

31 1158

212158

73756

10040 60 800 20

Percentage of Responses

Meanwhile, Media, Energy, Aerospace
ranked the least promising

• That Energy is the least promising is perhaps not surprising. Since
the onset of subprime related problems, infrastructure related
companies have continued to perform strongly as they often 
provide services that are necessities, and so are the last to slow
during times of economic downturn. Likewise the demand for 
good information arguably becomes more important at such times,
hence the perception amongst respondents that Media will not 
offer too many distressed opportunities.

“Industrial sectors such as paper and packaging and
chemicals have weathered 2007 better than many
predicted. The high oil price has not led to the
problems that might have been expected.” 
Alistair Dick, Rothschild London

• The spark lit by the US subprime meltdown, and the gradual
unwinding of the property boom witnessed in many leading European
markets in past years, is expected to drive significant distressed
opportunities across the three sectors most closely associated with it.
Namely, respondents identify the Property sector, Financial Services
(which has financed the mortgage backed boom), and finally,
Construction, which feeds and bases itself on demand for property. 

“Sectors related to the housing markets will continue
to find raising finance difficult - mortgage lenders,
housebuilders, building materials suppliers,
brokerage firms are already evidencing the
difficulties of raising more debt.” 
Richard Millward, Rothschild London

Computer
Services

Leisure

Consumer -
Home/

Lifestyle

Auto/
Auto parts

Telecom/
Cables

Industrial
Manufacturing

General
Industries

Media

Aerospace

Energy

38 656

173251

163747

163747

153946

163945

49 1140

224434

155431

264529

10040 60 800 20

Percentage of Responses

Increase

Remain the 
same

Decrease
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DISTRESSED INVESTOR SURVEY

50% of respondents believe strong 
European corporates and sound economic
fundamentals are holding off restructurings 
for the time being
Post summer 2007, why have we not seen an immediate or
significant increase in the number of restructurings?

• Half of respondents talk with some optimism about the strength of both
European corporates and the economy in preventing or at least stalling 
a significant increase in the number of restructurings. As one hedge fund
says, “European companies have cash and headroom and are not looking
like they are about to run out of cash.” Meanwhile a proprietary trading
respondent is even more dismissive of the impact of the credit crunch,
stating that “Banks in Europe were not too much exposed to the crisis.”
The implication, however, among many of these respondents is that the
low level of restructuring is completely contingent on the continuation of
this economic situation. 

• Indeed, a further 32% of respondents more boldly state that it is only a
matter of waiting for an increase in the number of restructurings. As a
hedge fund respondent says, “2008 is a decision-making year. Most of
the companies are waiting to see future developments within the market.”
As another prop trader respondent adds, “The economy does not react
instantaneously, it takes time for the credit crunch to feed through.”

• A minority of 10% also point specifically to the presence of cov-lite
structures within the market as responsible for heavily delaying the
number of defaults.

“Default rates have until recently been depressed as
much by once-abundant liquidity, and borrower-friendly
documentation, as by sound economic fundamentals.
Since the survey was concluded, the quickening pace 
of bad news suggests that the restructuring wave will
now arrive sooner, not later, as the credit crisis
continues to widen, and investor faith in the resilence 
of both corporates, and the overall economy, fades.
Rating agency reports and investment bank client notes
published this month predict high-yield default rates 
will multiply (up to 5x) from recent historically low 
levels by the end of 2008.” 
Richard Nevins, Cadwalader

Senior debt and mezzanine debt deemed 
to offer the most attractive investment
opportunities in 2008
Which category do you believe will offer the most attractive
investment opportunities in 2008?

• Perhaps not surprisingly given the meltdown in structured debt
products such as CDS in the summer, respondents pointed to senior
debt and mezzanine as offering the most attractive investment
opportunities in 2008. Senior debt, particularly, emerged as the most
attractive category in their eyes. 25% of respondents ranked it as the
most attractive opportunity while a further 28% ranked it either
second or third. This places it just ahead of mezzanine which was
considered most attractive by 21% of respondents, and marks a
reversal of last year’s survey findings which had mezzanine on top.

• Mezzanine was, however, some way ahead of second lien, which 
was first ranked by only 9% of respondents. Bottom of the pile
though were CDS, which only 5% of respondents ranked as offering
the most attractive investment opportunities.

“Many of the restructurings in 2007 have been 
of companies with deals with corporate - style
covenants. The LBOs with covenant lite, 8 to 10 
year financings and including H107 technology, 
such as “mulligans” and equity cures, are initially
likely to fare better.” 
Alistair Dick, Rothschild London

Euro corporates in good 
health, economy is fine

Just a natural lag effect, 
restructurings will come later

Cov-lite structure

Banks have been distracted

Liquidity available

32%

50%

10%

4%

 

4%

Senior
debt

Mezzanine
debt

Second
lien

High yield
bonds

Securitisations

Distressed
equity

Private
placements

Credit
default swaps

12 1625

171421

10199

9254

81115

13812

8 1510

845

604030 500 2010

Percentage of Responses

Ranked first

Ranked second

Ranked third
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59% of respondents believe UK will offer
greatest distressed opportunities
Which European countries do you think will produce the 
greatest opportunities for distressed investors in 2008?

0 10 20 30 40 50 60 70

UK

Germany

Spain

EU Eastern Europe

France

Russia

Non EU Eastern Europe

Italy

Other

Percentage of Responses

59

34

28

21

20

19

15

11

13

Economic climate and industry specific
issues tipped to drive distressed situations
in 2008
What factors do you think will drive this?

• Respondents identified a number of issues that they believe will drive
distressed opportunities in 2008. As previously, the general economic
climate across Europe was identified by 23% of respondents, with
countries such as the UK and Germany being viewed as being
particularly susceptible to an economic slowdown. Moreover,
respondents also acknowledged that a number of sector specific
issues could drive distressed opportunities across Europe in 2008.
The real estate sector being the most frequently name-checked by
respondents, followed by the construction and energy sectors.

“Germany has fared better than it did in 2006. 
Fewer deals in distress and the fact that some
German banks have more willingness to lend than
other European and UK banks has helped.” 
Heinrich Kerstien, Rothschild Frankfurt

0 5 10 15 20 25

Economic climate

Specific industry issues

Excessive leverage

Specific country issues

Percentage of Responses

23

22

16

15

• Unlike previous years, where Germany has led the way, the clear
majority of respondents (59%) believes that the UK will produce the
greatest opportunities for distressed investors in 2008. Nonetheless,
34% of respondents name Germany, while 28% believe Spain will
see the most distressed opportunities for investors. France was cited
by 20%.

• Eastern Europe and Russia are also expected to present some
distressed situations in 2008 – 21% and 19% respectively. Of lesser
focus are Italy (11%), the Nordic region (4%), and Benelux (3%).

“Falling house prices, fuel prices, food prices,
Northern Rock – these factors have changed the
sentiment of UK consumers, and this has triggered 
a change in the macro economic environment.” 
Andrew Merrett, Rothschild London

“All other things being equal, investors would likely
prefer to invest in a credit that could restructure under
the UK regime, rather than fall subject to a French or
Spanish legal regime.”
Tony Horspool, Cadwalader
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DISTRESSED INVESTOR SURVEY

46% of respondents expect that the
unwinding of real estate sector leverage 
will have a negative effect across Europe
How do you see the unwinding of real estate leverage
impacting in Europe?

• 46% of respondents believe that the unwinding of real estate leverage 
in Europe will have a negative impact on the market. As one hedge fund
respondent summarised, “There will be significantly more defaults and
fire-sales of assets.” 

• In certain instances, respondents differentiated between the likely impact
in different countries. Indeed, such respondents were generally of the
belief that the UK and Spain will be the hardest hit. A UK-based hedge
fund, for example, expects that, “The impact will to a degree be country
specific but most places will be affected in some way. Spain and the UK
will head the list of problem countries.” 

“The Real Estate sector is showing major signs of
distress. Pressure on institutional funds to pay out
investors together with weaker rental flows and
uncertainty over capital values is going to lead to
awkward negotiations by property companies.” 
Juan Pablo Rodriguez, Rothschild Madrid

“Systemic injections of liquidity by central banks cannot
address a different problem - the massive losses which
have eroded the capital base of many of the largest
commercial banks. Those banks are likely to need to
constrain lending, perhaps substantially, in line with 
their reduced capital. As credit is predictably rationed,
weaker borrowers will be unable to access refinancing
funds, and companies previously ‘tided over,’ will require
a substantive restructuring.”
Richard Nevins, Cadwalader 

69% of respondents expect central banks
to increase liquidity in the market in 2008
How do you expect central bank lending to impact liquidity 
in the market in 2008?

• Real events have somewhat trumped survey expectations, when 
in the second week of December 2007 five leading central banks
pumped $100bn into the market in an attempt to boost liquidity.
Prior to this intervention, 69% of survey respondents indicated that
they expect central banks to increase the amount of liquidity in the
market in 2008. 

• The mood, however, remains relatively sombre with one hedge 
fund saying that central banks “will likely free up and try to help 
the banking sector, but it is probably too little too late in terms of
avoiding a downturn.” Meanwhile, another hedge fund implies that
assistance from monetary authorities might well be prolonged in
2008: “Central banks will try to keep the tap on as long as is
necessary.” In a similar vein, a hedge fund peer says that, “Central
banks will continue to provide extraordinary amounts of liquidity 
but it will not have the desired effect on LIBOR until mid-year.” 

• Around 10% of respondents, however, noted that they think that
central bank lending will have a negligible impact on liquidity in 
the market. Conversely, a small minority of respondents believe that 
the central banks will reduce the level of liquidity in the market 
in 2008 with one such respondent commenting, “The banks can’t
lend anymore than they have already lent, they will have to ease 
the injection of liquidity.”

Negative effect on market

No effect

Price reduction

Big impact, can’t specify 
positive or negative

Sector will continue to 
drive economic growth

46%

16%

18%

16%

4%

 

Increase liquidity in the market

Neutral effect

Reduce liquidity in the market

Unsure

69%

18%

9%

4%
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65% of respondents tip leveraged recaps 
as the most likely source of distressed
products in 2008
What types of situations will be the most likely source 
of distressed products in 2008?

0 10 20 30 40 50 60 70

Leveraged recaps

Private companies

Take privates

Publicly listed

Other

Percentage of Responses

65

33

19

16

2

35% of respondents have increased their
asset allocation to distressed investing in
the last 12 months. 
Have you increased asset allocation to distressed investing
over the last 12 months?

No

Yes

65%

35%

 

• Nearly two thirds of respondents (65%) believe that leveraged
recapitalisations will be the most likely source of distressed products
in 2008. Private companies were identified by 33% of respondents,
while 19% named take privates as the most likely source. Publicly
listed assets were only named by 16% of respondents.

“The relatively large number of aggressively
optimistic leveraged acquisitions concluded in the
last three years should present rich opportunities as
this year unfolds for distressed debt investors who
are prepared to exploit continuing market
uncertainty. Equity sponsors, though, may not readily
cede control of portfolio companies. Sponsors who
invested little upfront, or who have received cash
back through a dividend recap, may choose to
contribute additional equity or junior debt.” 
Karl Clowry, Cadwalader

More importantly, 70% of respondents 
plan to increase their distressed allocation
in 2008
Will your asset allocation to distressed investing increase 
in 2008?

Yes 

No

Unsure

70%

24%

6%

 

• 35% of respondents have increased their asset allocation to
distressed investing over the past twelve months. Looking forward,
however, respondents are more bullish on these prospects, with 70%
planning to increase their asset allocation to distressed in 2008.

“Many of the hedge funds and other secondary debt
buyers have been holding back since the autumn,
waiting for better pricing in 2008.” 
Andrew Merrett, Rothschild London
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DISTRESSED INVESTOR SURVEY

Discounted par credits have attracted the
most asset allocation in the past 12 months

Direct investments in stressed situations
sought by 59%
How have you allocated your investments in the past 
12 months?

• Over the past 12 months, respondents appear to have slightly
favoured investments in discounted par credits over either distressed
assets or assets expected to become distressed. Given the headline
findings in the survey regarding increasing distressed situations in
2008, however, it is to be expected that their allocation will shift
somewhat in coming months. 

• When asked separately about stressed situations, 59% of
respondents claimed they are actively seeking out direct investments
in stressed scenarios, a drop on last year’s 77%. 

“The price of renegotiating covenant resets has just
gone up, again. Up to H1 2007 there was a relatively
cheap and easy process for companies to reset
covenants - helped by the ease of refinancing out of
problems. During 2007 the cost moved to include
higher fees and occasionally equity warrants. Now
there is a greater expectation of equity contributions
from sponsors, deleveraging and margin resetting.” 
Alistair Dick, Rothschild London

More than 80%

60% to 80%

40% to 60%

20% to 40%

Less than 20%

16 9 14 25 36

10 28 60

11 7 12 16 54

0 10 20 30 40 50 7060 80 90 100

Discounted
par credits

Expected
to become
distressed

Distressed

Percentage of Responses

2

Only 14% have decreased their appetite 
for buying out creditors
In the last 12 months, has your appetite for committing 
fresh cash to a situation to buy out other creditors increased,
decreased or remained the same?

Increased

Remained the same

Decreased
34%

52%

14%

 

• Just over half of respondents (52%) claimed that their appetite for
committing fresh cash to a situation to buy out other creditors has
remained the same over the last 12 months. A further 34% have 
actually increased their commitment, and only 14% remarked that it 
has decreased over the last 12 months. As a hedge fund respondent
summarised, “Our outlook is very situation specific but as a general
matter secondary debt has become relatively more attractive.”
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Respondents eyeing higher returns in 
2008 than in 2007
What percentage return did you target in 2007, and 
what will you target in 2008?

• Overall, respondents appear to believe that the increased volatility 
and altering market conditions in 2008 will allow them to boost 
returns. Indeed, 40% of respondents are targeting returns in 2008 
of between 16% and 30% compared to 31% targeting returns of 
that level in 2007. Similarly, whereas 49% of respondents targeted
returns of 5%-15% in 2007, only 37% plan such a return in the 
year ahead. 

35

30

25

20

15

10

5

0

5-9% 10-15% 16-20% 21-30% >30% No target
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9

17

32

32

22

25

9

15

4 4

16

19

2007

2008

52% of respondents used no portfolio 
leverage in 2007
How much portfolio leverage did you use in managing 
your fund in 2007?

None

0-49%

50-99%

>100%

52%

33%

10%

5%

 

• The narrow majority of respondents (52%) used only fund capital 
in managing their fund in 2007. This proportion is somewhat lower
than last year (68%).

• In general there appears to have been an increase in the proportion of
respondents expecting to use between 0 and 49% leverage (from 15%
in 2007 to 33% this year), while the number of those claiming to have
used >100% leverage last year has fallen back to 5% from 17%.
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DISTRESSED INVESTOR SURVEY

And the majority (57%) do not anticipate
changing their level of leverage in 2008
Do you anticipate using more, less or the same amount 
of leverage in 2008?

• This year there is more speculation on the part of respondents as to
changes in leverage levels in the year ahead. Compared to last year’s
95% who expected to use the same amount in 2007, we now find
over a quarter of respondents expecting to use more portfolio
leverage, and 16% anticipating using less. 

More

The same amount

Less27%

57%

16%

Respondents evenly divided over whether
leverage is more difficult post Summer
Are you finding it more difficult with regards to leverage 
post Summer 2007?

No

Yes

54%

46%

 

• Respondents are evenly divided over whether the Summer credit
crisis has impacted their ability to leverage their investments. 
The narrow majority feel it is no more difficult. 
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66% of respondents expect more investors 
to acquire control through equitisation 
in 2008 
Do you expect an increase in the number of investors intent 
on acquiring control through equitisation in 2008?

Yes

No

Unsure

66%

32%

2%

 

• With more companies expected to enter distress in 2008, two 
thirds of respondents expect that more investors will see 
their debt investment converted to equity holdings. 

“Equitisation can pose challenges to new market
entrants used to acquiring outright control (e.g., 
private equity funds). As debtors cannot grant
‘exclusivity’ with respect to their tradeable debt, those
new entrants will need to adjust to the requirement to
co-operate with other investors. From a technical
perspective, two things will distinguish the next wave 
of European equitisations from those of the high yield
bond restructurings of 2000-2004: more complicated
capital structures and a wider array of implementation
techniques, given by potential choices as to forum, 
and the procedures accessible within them. ‘Procedural
arbitrage’ will be highly circumstantial, but will be an
important value driver.” 
Jackson Taylor, Cadwalader

Just over half of respondents looking 
to convert debt control of distressed
companies into equity
Does your investment strategy include acquiring distressed 
debt to take control of a company through equitisation?

Yes

No

Unsure

56%

42%

2%

 

• More specifically, 56% of the respondents we spoke to expect 
themselves to pursue a strategy of acquiring distressed debt with 
a view to securing company control through equitisation.

“Italy has benefitted from a strong banking sector,
where consolidation has allowed domestic lending to
continue. The outlook for 2008 is less positive and
we expect more restructurings to emerge.” 
Alessio de Comité, Rothschild Milan
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DISTRESSED INVESTOR SURVEY

76% of respondents expect hedge 
funds to continue to move towards 
longer-horizon strategies
Do you expect that (traditionally shorter-horizon) hedge
funds will continue to utilise acquisition techniques originally
associated with (traditionally longer-horizon, greater activity)
private equity firms?

• Over three quarters of respondents expect that many hedge funds 
in Europe will continue to move towards longer-term strategies more
akin to those employed by private equity funds. For the most part,
this is arguably because hedge funds are now readier to employ a
broader investment skill-set, and take on equity type risk by acquiring
control through equitisation (as mentioned above), as well as make
direct equity investments in buyouts. 

Yes

No

Unsure

76%

22%

2%

 

Strategic buyers are expected to be main
exit route for respondents to exit distressed
investments
What do you expect to be the primary source of liquidity 
for exiting your European distressed investments in 2008?

0 10 205 15 25 30 35 40 45 50

Strategic buyers

Public markets

Distressed OTC market/sale
 to other distressed players

Private equity

Don’t expect exits will be
 generally feasible in 2008

Recapitalisations

Bank finance

Existing stakeholders

Whole business
 securitisations

Percentage of Responses

43

25

20

19

17

14

11

6

5

• As in last year’s survey, the general health and profitability of
corporate businesses means that they are deemed the most likely
buyer of distressed investments by respondents in the year ahead. 

• Private equity buyers are given a relatively weak assessment this time
around, selected by only 19% of respondents and, unlike last year,
rank below the option of an exit via public market. 

“There has been a quieter time in France in 2007
due to a strong economy and French banks playing
an active role in managing their exposures with
borrowers. We see 2008 bringing more
restructurings, especially in the industrial sectors
where high input prices and the strong Euro will
hurt earnings.” 
Vincent Danjoux, Rothschild Paris
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PRIVATE EQUITY SURVEY

In December 2007 we spoke to 12 different European private equity investors to gauge 
some sponsor views on restructurings. Interviews were conducted over the telephone, with
respondents guaranteed anonymity.

1. What do you expect to be the largest
factor in causing restructurings for private
equity investments?
• As in last year’s survey, over-leverage was cited by respondents as the

foremost factor expected to effect restructurings. It was mentioned by
just under half of respondents, while an economic downturn and
management failure were also highlighted as likely significant causes 
of restructurings. 

2. What do you expect to trigger a significant
wave of corporate failures/restructurings? 
• An economic downturn is expected to be the catalyst for the next

significant wave of corporate failures, cited by two thirds of
respondents. Respondents highlighted slower GDP growth, recessions,
and increased competition amongst businesses as characterising this
downturn.

• Management failure was mentioned by half of respondents, a factor 
or trigger that was not mentioned at all by respondents in last
year’s survey.

3. When do you expect the next wave of
corporate failures/restructurings to occur? 
• Unlike their trading counterparts in the Distressed Survey, our private

equity respondents gave no clear collective indication of when they
expect the next wave of restructurings to occur, with an even spread 
of choices across each quarter of 2008 into Q1 2009.

4. What are the main considerations for you in
whether to invest new funds in your portfolio
companies following a covenant breach?
• Unlike last year’s survey where the majority of respondents highlighted

the importance of evaluating expected returns on new monies when
considering investing new funds following a covenant breach, our
respondents this time around equally cite the attitude of lenders as the
main consideration.

• Also mentioned are the existence of equity cure rights, the ability to
invest further based on fund restrictions, and the need to find co-
investors. 

• No respondents this year mentioned the need to avoid the impact of
perceived failure during new fund raisings, compared to 50% in last
year’s survey.

5. Have the changed market conditions 
made you more likely to consider injecting
additional equity into your own portfolio
companies? 
• Two thirds of respondents were unconvinced that changing market

conditions have made them more likely to commit additional equity 
into portfolio companies, with some noting that the deals have been
structured adequately, while others noted that the companies are
performing well.

• Of the four respondents who disagreed, they conceded that it was more
likely they would consider injecting more equity, while clarifying that
they did not expect to do so.
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6. What level do you expect to see leverage
levels returning to in 2008, and will that 
be a sustainable level?
• The consensus amongst the private equity practitioners we interviewed

appears to be that leverage will return to between 4x and 6x in 2008,
which all accept as being a sustainable level.

7. How do you see bank finance appetite
impacting in the next 12 months for PE
owned businesses?
• Two thirds of respondents believe that bank finance appetite for private

equity owned businesses will decrease in 2008. They temper or caveat
this by pointing out that larger deals will be most affected, and that it
will be case dependent. 

8. In a “typical” private equity portfolio, 
what proportion of the investments might 
be hit by covenant amendments and/or 
debt restructurings in the next 3 years?
• Half of our respondents expect between 11% and 15% of a typical

private equity portfolio to be hit by covenant amendments and/or 
debt restructurings in the next 3 years, with a further third more
optimistically anticipating between 6% and 10% of a portfolio to 
be affected. 

9. a) Do you expect to play an active 
role in a restructuring in 2008? 

b) If yes, in which country or sectors?
• The majority of respondents once again this year expect to play an

active role in a restructuring in 2008. 

• Spain and Germany were mentioned frequently as countries where
situations might materialise, while real estate-heavy investments were
highlighted as sectors that might see restructurings, echoing the findings
from the Distressed Survey. 

“In the first half of 2007 the refinancing option was
very much available and being used. In the second 
half of 2007, we saw sponsors provide new equity 
as part of negotiations with lenders. Looking forward 
to 2008, newer covenant-light deals give sponsors
options to keep control - the equity cure in particular
can be a powerful tool to keep sponsors in control of
distressed companies. Where older deals run into
trouble in 2008, restructurings will have to happen,
refi options will be off the table for some time. In 
these deals we expect to see sponsors develop
techniques to try to counter the increasingly
sophisticated loan to own strategies of creditors - 
like finding friendly homes for investee company 
debt, use of blocking rights to increase the cost 
and uncertainty of enforcement, debt to hybrid
conversions, disposals and deleveraging acquisitions.” 
Andrew Merrett, Rothschild London 
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COMPANIES SURVEY

In November 2007 we spoke to CEOs and CFOs from six European corporates that have
been through a restructuring within the past year. Interviews were conducted over the
telephone, with respondents guaranteed anonymity.

What were the key successes and
difficulties after restructuring?
• Many of the companies we spoke to mentioned an improved

relationship with banks as one of the key successes after
restructuring. This ranged from gaining the banks’ support for the
process despite delivering profit reforecasts, to the banks having an
improved understanding of their business.

• In terms of post restructuring difficulties, while most respondents
remained sanguine, one in particular struck a note of caution by
emphasising that the restructuring was just the beginning of the 
hard work:
“Once the dust had settled the key challenges were refocusing
everyone’s efforts back into operating the business - the biggest 
enemy was people’s desire to sit back and relax once the business 
had been stabilised.” 

How did you find the approach and
objectives during the restructuring process 
of different creditor types? 
• All but one of our respondents were involved in restructurings with

banks alone, and so were unable to comment on the approach and
objectives of other creditor types.

• When describing the relationship banks, respondents were on the
whole not particularly praiseworthy in their assessment, although in
some cases grudgingly acceptant of the banks’ positions. So while
companies comment on the banks’ ‘consistent’, ‘understood’ or
‘commensurate’ approach, they also point out that it is ‘not preferred’
and can be ‘overly aggressive’. Two respondents mentioned that the
banks were badly informed and had an insufficient understanding of
the business.

• The company which had to deal with hedge fund creditors provided
an interesting insight on the workings of that relationship, and of that
with the banks: “The relationship banks provided much less support
than we had expected. In fact, most of our traditional lenders had
sold their debt to hedge funds”. 

• The respondent went on to describe how the funds then set out to
take ownership by means of the debt, and how this meant being
aggressive towards other stakeholders in the business. However, this
also meant being prepared to back the company with new money, 
and being “somewhat akin to a private equity firm” in terms of
dealings with the management. He summarises: “Their approach 
was not hugely conciliatory until they had control of the business 
well within their sights.”

Which other stakeholders played a key role? 
• For four of our six respondents, there was, rather emphatically, no 

other stakeholder who played a significant role in the restructuring
negotiations; although each conceded there were ‘marginal pensions
complications’.

• Of the stakeholders mentioned by the other respondents, employees
(“our most important stakeholder”) stood out as playing a significant
role, primarily in terms of maintaining the business in spite of
continuing bad news and lack of motivation. 

What role did the shareholders play? 
Who do you think has the most 
responsibility to put up new money?
• Again, four of our six respondents were emphatic in stating that

shareholders played no role in the restructuring and rather tellingly 
insist that it is the shareholders’ responsibility to put up new money.

• For one of the remaining two respondents, shareholders were not 
asked for additional equity, but were briefed and were supportive of 
the restructuring. This respondent emphasised the responsibility of the
banks to put up more money, as “they were the main creditors, and 
had sufficient security to provide the loans.”

• Similarly, the final respondent noted that their shareholders “acted 
as very good custodians of the business” in helping ensure a 
successful restructuring of the balance sheet, but noted that “new
money is a way for more junior stakeholders like shareholders to 
have more of a say”. Furthermore, he was more pragmatic in his
assessment of where new money should come from: “The
responsibility lies with the company to explore all available sources 
of funding… The reality is that no stakeholder will want to throw 
good money after bad and any new money will have to provide the
appropriate return for the risk it represents”. 
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Do you think that the role of Chief
Restructuring Officer is a critical
appointment, and in which cases? 
• All of the respondents agreed that the appointment of a CRO is 

not critical, and most were, in fact, hostile to the role, “except 
where control is lost.” 

• Continuity of management appears to be important, as are
relationships with the key stakeholders. One respondent who
conceded that an appointment might be made, caveated that it
should therefore be an internal appointment.

Did you pursue raising alternative finance 
to repay existing creditors (in lieu 
of restructuring)? 
• The majority of respondents did not consider alternative finance to

repay existing creditors, and for those that did, it was on a review or
proposal basis. The view from these respondents appeared to be that
it would either not be required or would be complicated, both in
terms of disrupting ongoing negotiations and in creating concerns
about taking out existing banks.

“During 2007 we saw a number of UK plcs getting 
into varying degrees of distress, and we expect this 
to continue in 2008 with a worsening in the general
economic environment. The particular challenges for 
a listed company’s board include balancing a complex
restructuring with the requirement for disclosure,
minimising damage to the business through publicity,
getting familiar with sometimes complex restructuring
options, and maintaining access to equity, debt and
alternative capital. For all companies, restructuring 
is becoming an ever more complex process. Coping
with the requirements of lenders, whilst dealing with
potentially nervous customers, suppliers and
employees, and turning around the business, 
will be a real challenge for managers.” 
Richard Millward, Rothschild London
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CASE STUDY: SCHEFENACKER RESTRUCTURING

History

After 9 months of negotiations, creditors of Schefenacker agreed to a restructuring that 
saw the company’s debt substantially reduced from e425 million to e324 million.
Negotiations were protracted by a backdrop of impending insolvency in Germany,
operational difficulties in the U.S. and unsettled management across 12 jurisdictions. 
One of the highest profile and most complex restructurings undertaken in Europe during
2007 involved the novel concept of moving a parent company’s centre of main interests
(COMI) from Germany to England.

This precluded the need for an untimely insolvency filing being made 
and facilitated an English company voluntary arrangement (CVA) to
effect the release of primary noteholder claims against the parent issuer
and, as importantly, the associated junior guarantees against other
group company guarantors. 

Cadwalader advised the Committee of Second Lien Lenders to
Schefenacker, comprising Davidson Kempner European Partners, 
Blue Bay Investments and Satellite.

Complex International Corporate 
& Capital Structure 
A number of factors contributed to the complexity of the 
Schefenacker restructuring;

• The group is truly international in nature. Schefenacker’s original
holding company was a German stock corporation which owned
shares and interests in intermediate holding companies that
maintained operating companies in 23 jurisdictions.

• Previous refinancings had left Schefenacker with first lien debt,
second lien debt, bilateral facilities and guaranteed, unsecured note
debt. The debt was principally located at the parent level with
guarantees provided by principal group companies in both EU
jurisdictions and non-EU jurisdictions (including Australia and the
U.S.). Following the downturn in the fortunes of the automotive sector
from 2005 the consolidated balance sheet and liquidity position of
Schefenacker became quite parlous by August 2006, culminating in
bank meetings in London during September 2006 when the German
companies within the group threatened to file for insolvency. 

• The complex negotiations required corporate, financial and operational
restructuring work streams to be run in parallel. The initial phase of
the restructuring involved the group structure being reorganised to
ensure that the underperforming divisions within the group were
grouped in corporate entities away from the more profitable business
divisions while preserving security over the assets and shares of the
relevant companies and businesses.

Lengthy negotiations
The initial position taken by the boards of various Schefenacker
companies was to threaten to commence insolvency proceedings to
prevent the directors being subject to criminal sanction for continuing 
to trade while their company was over indebted or otherwise iliquid
under the German Insolvency Act (Insolvenzordung). The management
and board of Schefenacker was altered several times during the
restructuring including the retention of a CRO. The lenders agreed to 
the initial corporate reorganisation of the group to ensure that the under
performing divisions of the group could be sold, wound-down or, at
short notice a pre-planned enforcement effected via an English
intermediate holding company using the English Financial Collateral
Regulations to enforce security over the shares in a private limited
company to preserve value for the relevant stakeholders in the group 
in the event an insolvency became an inevitability.

Transformation, migration and CVA
With the co-operation of the lenders and the sole shareholder of the 
group it was decided to use the German Transformation Act
(Umwandiungsgesetz) to transform the German stock corporation 
parent into a German limited partnership to which an English public
limited company would ultimately succeed to all of the assets and
liabilities of the German parent. The English COMI of the successor 
parent company was relied upon to pursue a company voluntary
arrangement under the Insolvency Act 1986 to compromise debt 
claims of the noteholders against the parent. Apart from the ability 
to bind minority creditors, the principal advantage of using a CVA is 
that its terms may include a provision not only to compromise a primary
debt obligation but also to strip any guarantees given by other legal
entities in respect of that obligation even though they are not subject to
the CVA. Under the EC Regulation on Insolvency Proceedings a CVA will
be automatically recognised in each other relevant EU member state.
Court recognition of the terms of the CVA, including the release of the
guarantee claims against obligors located in the U.S. and Australia, 
was then sought and granted in those jurisdictions. The negotiations 
were conducted against the backdrop of the Company and its financial
creditors needing to re-negotiate ongoing support from the world’s
leading original equipment manufacturers (the OEMs) who provided 
more favourable trading terms to support the group’s liquidity position
while it undertook its corporate and financial restructuring. Certain 
loss-making U.S. operations critical to certain OEMs were wound 
down and/or assumed by the relevant OEMs to ensure continuity of
supply. The Second Lien Lenders received a substantial repayment 
of their debt from a new senior facility agreement and effectively 
rolled the remainder of their debt into a longer term mezzanine facility
which was also partially funded by the group’s sole shareholder. 
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Noteholder Objections 
Subsequent to the implementation of the CVA, Chapter 15 relief in the
U.S. was sought to ensure the terms of the CVA were recognised in the
U.S. where a number of Noteholders unsuccessfully sought to object to
such recognition but the bankruptcy court in the Southern District of
New York on 15 June 2007 rejected the submissions on the basis that
any challenge should have been made within the requisite challenge
period in the English courts.

Paradigm for the future
The Schefenacker restructuring was the most high profile example of
“moving” the COMI of a European parent company within the EU while
maintaining the integrity of the operational companies. By implementing 
a transformation and migration procedure in respect of the parent entity,
Schefenacker, with the consent of its creditors and shareholders
converted its legal form and place of corporation to another jurisdiction
in which it was more practicable for it, its directors, creditors and other
stakeholders to agree a consensual restructuring without the need for a
precipitate insolvency filing which would have lost significant value for
stakeholders as well as causing potential losses for the major customers
of Schefenacker. The ability to replicate a similar strategy in other
restructurings will depend on which types of creditor claims need to be
compromised and at which level in a corporate structure those claims
are located. It is clearly more difficult to trans-locate the COMI of a
number of operational companies rather than a single holding company
but many commentators are of the view it may have future application.
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