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INTRODUCTION 

! Agenda: 
! An Overview of Hedge Funds for Beginners 
! Distressed Investing 
! How Hedge Funds Come Into Play in Bankruptcy and 

Impact the Bankruptcy Process 
! Tips for Professionals Dealing With Hedge Fund Issues 

in Bankruptcy Cases 
! Questions 
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ABI BACK TO BASICS SERIES: 
UNDERSTANDING HEDGE FUNDS 
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HOW ARE HEDGE FUNDS STRUCTURED? 

Pooled Investment Vehicle: 
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Figure 1: Hedge Fund 
Organizational Structure 

Source: Investopedia, 2009. 

AN OVERVIEW OF HEDGE FUNDS FOR 
BEGINNERS 

What is a Hedge Fund? 
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RAISING STANDARDS AND REGULATING 
HEDGE FUNDS 
!  Dodd-Frank now requires SEC registration of hedge funds with 

more than $150 million in assets and more than 15 U.S. clients, 
with smaller hedge funds registering with state agencies. 

!  Fills Regulatory Gaps: Ends the “shadow” financial system by 
requiring hedge funds and private equity advisors to register with 
the SEC as investment advisers and provide information about 
their trades and portfolios necessary to assess systemic risk. This 
data will be shared with the systemic risk regulator and the SEC 
will report to Congress annually on how it uses this data to 
protect investors and market integrity. 

!  Greater State Supervision: Raises the assets threshold for 
federal regulation of investment advisers from $30 million to $100 
million, a move expected to significantly increase the number of 
advisors under state supervision. States have proven to be strong 
regulators in this area and subjecting more entities to state 
supervision will allow the SEC to focus its resources on newly 
registered hedge funds. 
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TO WHAT EXTENT ARE HEDGE FUNDS 
REGULATED? 
! Hedge funds not regulated or supervised prior to 

the 2010 Dodd-Frank Wall Street Reform and 
Consumer Protection Act.  Hedge funds were 
exempt from: 

! The Securities Act of 1933 because they do not 
engage in public offerings; 

! The Securities and Exchange Act of 1934 because 
they are not publicly traded companies; 

! The Investment Company Act of 1940 because they 
do not solicit funds from the public; and 

! The Investment Advisors Act of 1940 because they 
only offer investment advice to private clients. 
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DISTRESSED INVESTING 
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WHAT MAKES UP THE UNIVERSE OF HEDGE 
FUNDS? 
! There is no official definition for “hedge funds.” 
! They are usually classified as incentivized professional 

money managers whose pooled investment vehicles are 
not directly accessible to the general public. 

! According to an HFR 2013 Q3 estimate, hedge funds 
currently manage 2.51 trillion dollars of capital. 

! Commonly adopted strategy categories by leading 
hedge fund databases include:  directional equity; 
directional debt; event driven; global derivatives; multi-
strategy, and relative value. 

! Hedge funds account for about half of the trading 
volume in distressed debt; and more than one-third in 
leveraged loans.   
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NORTHWESTERN CORPORATION EXAMPLE: 

!  Northwestern, a utility company, filed for bankruptcy in 
September 14, 2003. 

!  Four hedge funds, AG Capital Funding Partners, Avenue Capital 
Management, Magten Offshore Partners, and Oaktree Capital 
Management, bought debt claims and served on the unsecured 
creditors committee. 

!  After plan confirmation, existing shareholders received no 
distribution. Unsecured creditors received 92% of newly issued 
common stock, a 90% recovery. 
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What patterns are there with hedge funds 
investing in distressed firms? 
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EVIDENCE FROM A LARGE-SAMPLE STUDY 

! Based on a comprehensive sample of about 500 bankruptcy 
cases in the U.S. between 1996 and 2007.   

! Hedge funds do not necessarily have a short horizon. 
! Their presence strikes a balance between “management-

driven” and “(secured) creditor control.”  
! Their involvement strengthens creditor rights, but not at the 

expense of shareholders. 
! Value creation mostly comes from reducing financial 

constraints. 
! Hedge funds tend to favor emergence over liquidation/

acquisition. 
!  Hedge funds could be an important force behind some 

secular trends in the U.S. Chapter 11 process:  Strengthening 
of creditors rights and a more “management neutral” process. 
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KEY FEATURES FROM THE EXAMPLE 

! Hedge funds seek profits rather than containing 
damage in these cases.   

! Hedge funds usually start on the debt side, with the 
strategic goal of influencing the restructuring 
process. 

! Hedge fund often emerge as major equity holders 
of the reorganized company – “loan-to-own.”  

11 
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HOW HEDGE FUNDS COME INTO PLAY IN 
BANKRUPTCY AND IMPACT THE BANKRUPTCY 

PROCESS 

14 
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HOW DO HEDGE FUNDS’ INCENTIVES AND COMPENSATION 
STRUCTURES CHANGE THE WAY THEY VALUE DISTRESSED 
INVESTMENTS?  

A Hypothetical: 
! Buyer purchases a loan at 60 on December 15, 2013. 
! The loan is trading at 80 on Jan. 1, 2014. On Jan. 2, 

2014, the company offers holders value of 75 to 
restructure the loan. 

! Assume that is it not realistic to think the company 
could pay par and that the offer of 75 is a good faith 
effort at an appropriate valuation. 

13 
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WHAT ROLE DO HEDGE FUNDS PLAY IN DEBT MARKETS AND HOW 
THEY IMPACT THE BANKRUPTCY PROCESS? 

16 

Historical second lien loan volume is an 
accurate proxy for hedge fund activity in new 
issue credit market 

! Hedge fund activity 
dried up in 2008 
-2010 as most funds 
were short duration 
and limited partners 
sought redemptions 
during recession 
and stock market 
crash 

 
! Hedge fund activity 

and credit markets 
in general are now 
extremely liquid 

WHAT ROLE DO HEDGE FUNDS PLAY IN DEBT MARKETS AND HOW 
THEY IMPACT THE BANKRUPTCY PROCESS? 

Credit alternatives were limited for middle market and lower middle market turnaround 
situations in 1990s and prior 
!  Senior limited to asset-based formulas 
!  Junior capital market primarily unsecured and underwritten only to consistent 

cashflow 
 
Hedge funds entered new originations credit market beginning in 2003 to fill void of 
tight market in the midst of recession 
 
Developed non-traditional credit criteria to allow deployment of capital at premium 
rates: 
!  Second lien 
!  Unitranche/one-stop 
!  Enterprise value loans 
!  Loans as multiple of pro forma or projected EBITDA 
!  Structured equity 
!  Bridge loans 
!  DIP loans 
!  Advances on non-traditional collateral 15 
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WHAT DO ANALYSTS LOOK AT WHEN LOOKING AT A 
DISTRESSED COMPANY AS A POSSIBLE INVESTMENT 
OPPORTUNITY? 

! Hedge funds tend to like more complicated plan 
structures; they especially like complicated plans for 
trading  

! Rights Offerings  
! Waterfall Provisions: Preferred by hedge funds 

when there are differing views on valuation, and 
hedge funds think they have a better sense of what 
the value is then the sellers 

! Litigation or legal arguments for increased leverage 
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WHAT ROLE DO HEDGE FUNDS PLAY IN DEBT MARKETS AND HOW 
THEY IMPACT THE BANKRUPTCY PROCESS? 
Aggressive structures often result in excessive leverage, so hedge funds are frequently 
secured creditors in Chapter 11 situations 
 

!  Hedge funds’ structural flexibility can help facilitate creative options in bankruptcy, such 
as loan-to-own 
!  Conversion of debt to equity in a Plan of Reorganization 
!  Credit bid in 363 sale 
!  While these approaches are often viewed as vulturistic by outsiders, they can be a 

means to efficient restructuring of balance sheets and can preclude disruption in the 
business and possibly a liquidation 

 

When hedge funds enter a capital structure on a secondary basis (purchase distressed 
debt), their role is often less productive in terms of efficient outcomes 
 

!  Differing objectives than traditional lending syndicate 
!  Willingness to exit at a certain discount point 
!  Willingness to convert debt to equity 

!  Reputation for aggressive behavior to meet their objectives 
!  Hostage value: just say no to every solution until other lenders sell positions 
!  Do not have baggage of prior relationship with Company or retail presence 

17 
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INSIGHTS FROM REPRESENTING HEDGE FUNDS IN 
BANKRUPTCY CASES 

! Reorganization of Epicus Communications, a 
 C-LEC (competitive local exchange carrier)  
  

! Representation of secured creditor, NIR Group, a 
hedge fund that provided exit financing for the 
reorganization 

! Epicus filed Chapter 11 in October 2004 in the 
Southern District of Florida.   

! Plan confirmed within one year, effective date 
December 9, 2005. 20 
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REPRESENTING HEDGE FUNDS IN BANKRUPTCY 
CASES 

19 
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TIPS FOR COUNSEL REPRESENTING TRADITIONAL CREDITORS 
IN A CASE INVOLVING HEDGE FUNDS 

! Hedge Funds may aggressively pursue enhanced short-
term returns in order to main sufficient fund liquidity and 
are not necessarily tied to the successful reorganization of 
the debtor.  Hedge funds may not necessarily act as a 
traditional secured creditor.  May be more litigious. 

! Hedge Funds do not fit in easily with traditional committee 
structure.  Hedge funds may not want to serve on an 
official committee and lose its ability to trade the debtor’s 
debt and equity in exchange for the material, non-public 
information about the debtor. 

! Ad Hoc committees offer similarly-situated creditors an 
avenue to increase their leverage within the case and to 
share legal expenses.  Ad Hoc committees are particularly 
effective when their members hold a blocking position with 
respect to a class of claims.  

22 
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INSIGHTS FROM REPRESENTING HEDGE 
FUNDS IN BANKRUPTCY CASES 
!  The Players: 

!  Debtors: Epicus Communications Group, Inc. and Epicus, Inc. 
 Parent is publicly-traded holding company, owns 100% of Sub 
 Sub owns operating assets, operates C-LEC with approx. 30,000 customers  

!  BellSouth:  Debtor purchases service from BellSouth and re-sells to customers.   
 BellSouth has first lien on substantially all assets, owed approx. $2 million.   

!  NIR Group :  Purchased secured debentures in 2000, 2001 and 2004 
 Owed in excess of $4 million, lien second to BellSouth 

 
!  Creditors Committee:  scheduled claims in excess of $ 9 million 

!  Management:  insiders and turnaround consultant retained by NIR 

!  Equity:  52% owned by insiders 
 
!  IRS:  claim for $3.9 million, asserted secured claim for $675,000 

!  Landlord  

!  USAC:  $200,000 claim for revenue-based contributions mandated by FCC 

 

21 
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INSIDER TRADING ISSUES: WALKING CLOSE 
TO A FINE LINE 

24 
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WHAT ARE HEDGE FUNDS ARE LOOKING FOR FROM POTENTIAL 
COUNSEL? 
!  Hedge Funds Raise Disclosure Issues. 
!  Bankruptcy Rule 2019 requires every entity or committee representing more than 

one creditor make certain public disclosures regarding their trades in the debtor’s 
claims and stock. 

!  Revised effective December, 2011, the new rule attempts to clarify disclosures 
requires by hedge funds and other investors, which had previously been the 
subject of much litigation and a number of conflicting court decisions. 

!  A covered group or committee will be required to file a verified statement disclosing 
facts and circumstances on the following topics listed in new Rule 2019(c): 

!   The group or committee's formation; 
!  Any entity's employment and the party at whose instance the employment was 

arranged; 
!  Each member's and entity's name, address, and nature and amount of their 

disclosable economic interest (defined as any claim, interest, pledge, lien, option, 
participation, derivative instrument, or any other right or derivative right granting the 
holder an economic interest that is affected by the value, acquisition, or disposition 
of a claim or interest); 

!  For each member of a group or committee claiming to represent any entity beyond 
the group's members, the date of acquisition by quarter and year of each 
disclosable economic interest, unless acquired more than a year before the 
bankruptcy petition was filed; and 

!  Where applicable, a copy of any instrument authorizing the entity, group, or 
committee to act on behalf of creditors or equity security holders 

 23 
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WAMU ORDER CONTINUED . . . 

The Court does find it difficult to draw any conclusions from the 
Settlement Noteholders' trades. The Settlement Noteholders 
actively traded in the Debtors' securities prior to, and after, the 
confidentiality periods. It is possible that their trades were based on 
the publically disclosed information regarding the tax refunds, but 
because full discovery on the Settlement Noteholders' internal 
trading decisions has not been permitted to date, the Court is 
unable to reach any conclusion based on the trades alone. 
Based on the evidence presented thus far, however, it appears that 
the negotiations may have shifted towards the material end of the 
spectrum and that the Settlement Noteholders traded on that 
information which was not known to the public.  Consequently, the 
Court finds that the Equity Committee has stated a colorable claim 
that the Settlement Noteholders received material nonpublic 
information.  Further discovery would help shed light on how the 
Settlement Noteholders internally treated the settlement 
discussions and if they considered them material to their trading 
decisions. 

Id. at 262-63.  
26 
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WAMU 

! “The Equity Committee argues that equitable 
disallowance of the Settlement Noteholders' claims 
is warranted in this case because they traded on 
insider information obtained while they participated 
in settlement negotiations with the Debtor and 
JPMC.  See Pepper v. Litton, 308 U.S. 295, 311, 60 
S.Ct. 238, 84 L.Ed. 281 (1939) (holding that claim 
of insider who traded on inside information was 
properly subordinated on equitable principles).” 
! In re Washington Mutual, Inc., 461 B.R. 200, 256 

(Bankr. D. Del. 2011). 

25 
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RESCAP COMFORT ORDER CONTINUED… 
5. The terms of any confidentiality agreement entered into between any Mediation Party and the Debtors (each, a “Confidentiality 
Agreement”) and the Mediation Order shall govern any issues with respect to any party’s disclosure of any material non-public 
information of the Debtor Parties to a Mediation Party, including the Junior Secured Noteholders. A Mediation Party shall have no duty 
of confidentiality or otherwise with respect to material non-public information except as expressly set forth in a Confidentiality 
Agreement; provided, however, that, notwithstanding the foregoing, any Mediation Party that participated in mediation sessions prior 
to the date of entry of this Supplemental Mediation Order shall remain bound by the terms of the Mediation Order and/or any 
Confidentiality Agreement it entered into with the Debtors. In the event that, from and after the date of entry of this Supplemental 
Mediation Order, a party shares material non-public information of the Debtor Parties with a Mediation Party other than pursuant to a 
Confidentiality Agreement, the Debtors shall promptly, but in no event less than twenty-four (24) hours after receipt of a demand by a 
Mediation Party, make such material non-public information public; provided, however, that such disclosure by the Debtors shall not in 
any way relieve any party of liability on account of having shared such material non-public information of the Debtor Parties with a 
Mediation Party other than pursuant to a Confidentiality Agreement. Absent such disclosure, each Mediation Party is authorized to 
disclose such material non-public information.  

6.  Solely with respect to the Junior Secured Noteholders, such Mediation Conference shall be deemed terminated on August 16, 
2013 at the time at which the Debtors make the Public Disclosure (as defined in a Confidentiality Agreement) unless extended with 
the consent of the Debtors, the Committee, and a majority of the Junior Secured Noteholders participating in a Mediation Conference.  

7. Nothing in this Supplemental Mediation Order is intended to, nor shall it, waive, release, compromise, or impair in any way 
whatsoever, any claims or defenses that any party has or may have, whether now known or unknown, in connection with or relating to 
acts or omissions that took place prior to the entry of this Supplemental Mediation Order.  

8.  This Court shall retain jurisdiction with respect to all matters arising or related to the implementation of this Supplemental 
Mediation Order.  

9. Settlement Proposals shall remain confidential unless each of the Mediation Parties agrees in writing to the disclosure of any 
Settlement Proposal.  

10. Settlement Proposals shall be subject to protection under Rule 408 of the Federal Rules of Evidence.  

11. Nothing in this Supplemental Mediation Order shall be binding on any governmental entity seeking to enforce the securities laws 
in actions or proceedings outside of these bankruptcy cases.  

28 
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RESCAP COMFORT ORDER 

1. The Motion is GRANTED solely to the extent set forth below.  

2. The Supplemental Mediation Order supplements the Mediation Order, as set forth herein.  

3. No Mediation Party, including any Junior Secured Noteholder, shall (a) be or become an insider, a temporary 
insider or fiduciary of any Debtor, any affiliate of any Debtor, or any residential mortgage backed securitization trust 
for which any of the Debtors or affiliates thereof act or acted as sponsor, depositor, servicer, master servicer, or 
other similar capacity (an “RMBS Trust” and collectively with the Debtors and any affiliates of the Debtors, the 
“Debtor Parties”), (b) be deemed to owe any duty to any of the Debtor Parties, (c) undertake any duty to any party in 
interest, (d) be deemed to misappropriate any information of any of the Debtor Parties, with respect to each of 
foregoing clauses (a) through (d), as a result of (x) participating in any mediation conference conducted pursuant to 
the Mediation Order (a “Mediation Conference”) or settlement conference without reliance on the Mediation Order (a 
“Settlement Conference”), or (y) being aware, or in possession, of any settlement proposal or counterproposal 
(each, a “Settlement Proposal”) delivered or received by any party in interest or their agents or advisors in 
connection with a Mediation Conference or Settlement Conference, or (z) acting together in a group with other 
holders of securities of the Debtor Parties (“Debtor Party Securities”). 

4. No party in interest in these bankruptcy cases, including each of the Debtors or any successor to the Debtors, 
shall have any claim, defense, objection, or cause of action of any nature against a Mediation Party or any other 
basis to withhold, subordinate, disallow, or delay payment or issuance of any consideration to a Mediation Party on 
account of a claim based on such Mediation Party’s trading in Debtor Party Securities by reason of a Mediation 
Party’s participation in any Mediation Conference or Settlement Conference or while having knowledge of (a) 
information that, at the time of such trading, such Mediation Party has no duty of confidentiality with respect to 
pursuant a Confidentiality Agreement (as defined below), or (b) a Settlement Proposal, whether or not such 
Settlement Proposal is confidential; provided, however, that nothing herein shall be deemed to waive any claims for 
non-compliance with this Supplemental Mediation Order or any other contractual confidentiality obligations. 

27 
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QUESTIONS? 

29 
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Kristin K. Going is a partner at Drinker Biddle & Reath LLP in Washington, D.C., where her prac-
tice focuses on bankruptcy, workouts and related litigation. Much of her practice is devoted to rep-
resenting corporate trust departments in their roles as indenture trustees for bond issues. Ms. Going 
is active with IWIRC, ABI and the DC Women’s Bar Association. She has also written numerous 
articles on bankruptcy issues and is a frequent lecturer on topics impacting indenture trustees. Ms. 
Going received her LL.M. in bankruptcy from St. John’s University School of Law.

Michael S. Goodman is a founding partner and managing director of SSG Capital Advisors, LLC, 
in Conshohocken, Pa., and is a nationally recognized leader in the restructuring industry with more 
than 15 years of experience in special-situations transactions. He has completed more than 100 client 
engagements involving restructuring, private placements and sale transactions on behalf of compa-
nies facing operational and financial challenges and/or bankruptcy proceedings. Prior to founding 
SSG, Mr. Goodman served as a vice president in the Special Situations Group of Berwind Finan-
cial. He has represented publicly traded and privately held middle-market and lower-middle-market 
companies across almost every industry sector, and he is an expert source and frequent speaker on 
topics ranging from the state of the capital markets to alternatives available to companies in transi-
tion. In addition, Mr. Goodman’s insightful articles have appeared in leading business publications, 
including the Dow Jones Daily Bankruptcy Review, Philadelphia Business Journal and Financier 
Worldwide, and he is a member of the Turnaround Management Association, serving on the board 
of directors of the Philadelphia chapter. He received his B.A. from the University of Michigan.

Prof. Wei Jiang is an Arthur F. Burns Professor of Free and Competitive Enterprise in the finance 
and economics division at Columbia Business School in New York where she chairs the finance 
section. She previously served on the faculty advisory boards of the Chazen Institute of Interna-
tional Business, the Heilbrunn Center for Graham & Dodd Investing, the Program for Financial 
Studies and the Richman Center for Business, Law and Public Policy. Prof. Jiang’s research focuses 
on the strategies of institutional investors (such as hedge funds and mutual funds) and their role in 
corporate decisions and financial markets. Her research has been published in top academic jour-
nals as well as featured in major media, including the Wall Street Journal, Economist, Institutional 
Investors, Money, Fortune, Business Week, New York Times and Financial Times. She received the 
Smith-Breeden Distinguished Paper Prize from the Journal of Finance, multiple best paper prizes 
from the Western Finance Association, Chicago Quantitative Alliance, UK Inquire, the Q-Group, 
and the Wharton School Terker Family Prize in Investment Research. She is currently the Finance 
Area Editor of Management Science, and associate editor at the Journal of Finance and Review of 
Financial Studies. Professor Jiang has taught various courses in corporate finance and is a five-
time recipient of teaching excellence awards at Columbia Business School since 2005.  Most recent-
ly she was voted by the Class of 2013 MBA students to receive the Singhvi Prize for Scholarship. 
Prof. Jiang received both her B.A. and M.B.A. in international economics from Fudan University in 
China and her Ph.D. in economics from the University of Chicago in 2001.

Mark G. Stingley is the global head of the Bankruptcy, Restructuring and Creditors’ Rights and 
Commercial Litigation Client Service Groups at Bryan Cave LLP in its Kansas City, Mo., office. 
He additionally serves as litigation coordinator of its Commercial Litigation Client Service Group. 
Mr. Stingley represents lending institutions in the areas of litigation and insolvency, as well as debt-
ors in workout and bankruptcy-related matters. In addition, he has represented a number of com-
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mercial and lending clients in real estate and commercial litigation cases in both state and federal 
courts in several jurisdictions. Mr. Stingley was previously an adjunct professor at the University 
of Missouri-Kansas City School of Law and co-authored a chapter on composition agreements in 
Thomson West’s upcoming book Non-Bankruptcy Alternatives. Named a “Super Lawyer” in Mis-
souri, he is also annually listed in Kansas City’s Best of the Bar and The Best Lawyers in America. 
He has been selected as a 2014 ABI Fellow and is an adjunct professor at the University of Mis-
souri – Kansas City School of Law where he teaches debtor-creditor relations. Mr. Stingley has 
contributed to chapters in both Strategic Alternatives for Distressed Businesses and Commercial 
Bankruptcy Litigation as well as co-authoring a chapter in the Missouri CLE Desk Book Execu-
tory Contracts and Leases, and speaking on bankruptcy subjects. He just completed service as the 
Education Director for ABI’s Secured Creditors Committee and now has been elected to ABI’s Na-
tional Board of Directors. This past year, Mr. Stingley was one of 130 professionals, academics and 
judges appointed nationally to one of the 10 Advisory Committees reporting to the ABI’s Chapter 
11 Reform Commission. Mr. Stingley received his J.D. from University of Missouri at Kansas City 
and his B.S. from William Jewell College.

Andrew M. Thau is a senior research analyst with Southpaw Asset Management LP in Greenwich, 
Conn. Prior to joining Southpaw in May 2013, Mr. Thau was a senior vice president of Distressed 
Research at GMP Securities, LLC (f/k/a Miller Tabak Roberts Securities, LLC), where he focused 
on high yield, distressed and special situation credits, including opportunities relating to litigations 
and liquidations, across a variety of industries. While in private practice, he represented debtors, 
creditors, and asset acquirers in a wide range of matters relating to Chapter 11 bankruptcy cases and 
out-of-court restructurings. Mr. Thau received a B.A. in political science from Boston College and 
a J.D. from NYU School of Law.


