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Distressed or Not?
Market Environment Complicates Debt Evaluations

by szhe Schaeffer

| As bank loanprices have declined to unprecedented levels in the wake of the subprime
’ has- become increagingly inclear when a bank loan should be traded as
d, 2 Lhat 8 f;reatmg :rlsks chr aoumcrpaﬁws to a trade. However, Greg B. Cioffi

)as, partners in Se  distresse ddeb g1 up,, dnd Renﬁe Eubmﬂe.s

i"ng docmﬂemattcn snnply
inancial distress that

impair r;,,:ﬂie pmspacts s:}f full anﬂ ‘tll?{]ﬂly p&}ftﬁém
continued on page 2.
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3 pesilt the counterparties to wbatik
¢ lypically agree whether the loan
slmssed orpar/near par at the time of
 Fagtors they mightconsider include
_price; whether the party. that ts-obligated
“to rapay thie loan is 1n bankruptcy or
- reorgaitization, has experienced a credit
rating- downg,mde or fices any credil-
speciflc credit issuesy and industry-wide
issues, such as: legislation adversely
'1!1’ elmg a particular sector.

‘In the:past, price may have been the
vmajorfactor:as banlk loans trading below
on e dollar were generally
ressed; says Cioffi.
of- ﬂm gubprime crisis,
barik loan prices have declined

: lally The average price of a
raped loan fell from par {0 a record
of 86,28 cents on the dollar in Apiil,
1 cordlng to. Standard & Poor’s data.
| “Prices have since climbed t0.87.32.

g ES ;Not -all of this decling is atiributable

“to-1he credit quality of the borrower,
ever. Other factors include a large
ply and demud dmbalance and
s, sayy Clofli.

] nk: loans to bofrowers
! stlon credit characteristics are
oflex trading at prices that have typically
et associated with distregsed loans, so
‘market valtic:of the- barlk loan does
i 'ectly reflect the' credit quality of

mse, the LETA recently issucd
urgmg buyers and-sellers

t0-look beyond price
¢tor-in. detérmining
j be considered
“The L"STA
P ,ce‘ may be an

\ear par documerttation |
the adv:sory stated

' ';:Qntmued on. pagf 4
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views. of the parties trading the debt"
The problem with that is that'a

. bank loan’s trading status of par/near

par or distressed can have significant
implications forthe parties involved.

For example, if a bank loan is trading
as distressed, a standardized purchase
and sale agrecment published by the
a “distressed document”™
{ypically: used 10 make &xphmt “signifi cant.

representations, warranties, covenants, .

and indemmitie

rom the seller for-the
benefit.of the

. buyet,” says Eubaiks.

On the oth id, if 4 bank loar is
trading as par/neadr par loan documents,
a purchase and sale agreement called a

s

133

these protections, is used,
ccordmg to- Das, “under mixed-
t-condifions when the parties are
uncertain about the trading status of a
bank loan,” counterparties to a bank
loan-trade can take-a number of steps to
\mi imize any resulting risks.
e first is discussing documentation
mtmdu “Abank loan lradc

New Yorklaw is hlcc]y 10
ling provided the material
ave been established). It

: \_1 \latei'Aev denced by a written trade

itmation, ’explams Dias. “In addition

continued on page 8
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“par document > which contains very few

Distressed, fom page 4

tothe ¢ritical issucs of price, quantity,
and inorest treatment, the partics
should éxpressly agree upon whethet
the bark:loan will be traded on par
documents ot distressed documenis.
This is especially important for
purchasers that cannot acquire
distressed debt.”

The second is researching market
practices regarding documentation.
“Inmixed market-conditions, sellets

will want to sell on par documernds

to avoid making representations
and thus assume potential Hability;
conversely, buyers will wart to
buy on distressed documents in |
order to-obtain the full protections
of the seller’s representations and
warranfies,” Cioffi notes. As a
result, he suggests counterparties
canvass the market for information
about how the bank loan if question
is being traded, and il it is trading
both as par and distressed, buyers
should insist-on confirmation and
settlement on distresscd documents,
“By cploying this strategy, the
buyer avoids the potential liability
that arises when a credit purchased
on par documents, which contain
very limited representations and
warranties, is subsequently sold on
distressed documnents, which contain
more stringent representations and
warranties. In such a case, the buyer
would be exposed to potential
claims from the subsequent buyer
without the same level of recourse
to the prior seller.”

Finally, counterpartics that have |
significant buying and selling |
volume in a credit who find that the |
credit is trading on both distressed.
and par: documents should try to |
match the inventory of purchases
and sales. “Par/nearpar purchases of |
the debt should be paired with par/|
near par sales, while distressed buys |
should be matched with subsequent.
distressed sales,” says Eubanks. |
“This practice will help. minimize
the risk that occurs when buying on |.
pardocuments, and thereafterselling:
ofi distressed documents.” o ‘




