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Investors in recent
weeks have breathed

a great sigh of relief about the finan-
cial system. But like any patient who
has survived a brush with death, the
markets and economy now face a long
period of convalescence—one marked
by rising corporate defaults, mount-
ing bankruptcies, and, even among
those companies with solid prospects,
continued unease.

The underlying problem: Banks,
which continue to raise billions for
mounting losses, don't want to lend
money. Given the high price they're
paying for that replacement capital,
it could be a year or more before they
start to loosen their purse strings,
much less lend at normal levels. And
investors still have little appetite for
risky corporate debt.

That has painful implications,
especially in the midst of a recession.
Corporations, many of which bor-
rowed to the hilt in 2006 and 2007,
will find it hard to refinance their debt,
sparking a wave of trouble, particularly
among those companies that depend

on consumers' discretionary dollars.
On May 5, casino operator Tropicana
Entertainment followed other pri -
vately held companies that already
have headed into bankruptcy this year,
including retailer Linens 'n Things and
restaurant chain Buffet Holdings. An
additional 43 public companies have
gone the same route since January.

Even companies that didn't binge
on debt may find their growth plans
crimped. That's because businesses
have few options for financing new
ventures or capital expenditures.
Those with a hefty amount of cash
on their books don't seem inclined
to spend money aggressively, either.
"[The lending environment] is a
problem for the economy," says David
Hendler, a senior analyst at research
firm Credit Sights.

Of course, the wild card in all this
may just be the economy. Stronger -

than-expected
growth would do
wonders for the
ability of highly
leveraged companies
to generate cash to pay down debt. A
mild bout of inflation might also help
by allowing companies to raise prices.
While revenues would increase, bond
payments would remain the same.

DECEPTIVE NUMBERS
At first blush, the corporate environ-
ment doesn't seem all that bad. After
all, balance sheets in the aggregate are
in great shape. Companies in the Stan-
dard & Poor's 50o-stock index hold
near-record amounts of cash. Earn-
ings per share at nofinancial compa-
nies are expected to rise at a nice 11%
clip this year, according to Thomson
Reuters. What's more, defaults remain
around their historical lows.

But the numbers,
says George Feiger,
chief executive
of wealth man-
agement firm
Contango Capital
Advisors, "are
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deeply deceptive," For one, the cash
levels look good on the whole mainly
because big companies like Microsoft,
Apple, and Pfizer have hundreds of
billions of dollars at their disposal.
Profits this year will be skewed by the
results of ExxonMobil and a handful of
others benefiting from the commodi-
ties boom. And the low default rates
are merely a reflection of how easy it
has been for companies to refinance
their way out of trouble in previous
years—not unlike what homeowners
did in the past.

There are plenty of problems fes-
tering beneath the surface. Nearly
two-thirds of nonfinancial companies,
some 1,600, now carry a noninvest-
ment, or junk, credit rating, according
to S&P, which like Business Week is
owned by The McGraw-Hill Compa-
nies. That's up from 50% at the begin-
ning of the last bust in 2000 and 40%
in 1990. At the same time, Wall Street
dramatically expanded the market for

speculative, floating-rate loans, with
companies raising $1.2 trillion in the
four years through 2007, according to
Thomson Reuters.

And today's junk is junkier than
in the past. Between 2003 and 2007,
lenders financed $194 billion worth of
bonds in the bottom tier of non-
investment grades, those B- or below.
That was twice as much as in the
previous four years. The difference is
significant. Historically, 23% of bonds
in that group default within three years
after they are issued, vs. just 3% in the
top tier of junk.

Who are some of the borrow-
ers prompting worry? Amusement
park operator Six Flags, construction
products maker Georgia Gulf, trucking
company Swift Transportation, and
sports equipment maker Easton-Bell
Sports, the debts of which are trading
at around 6o c to 85 c on the dollar. Six
Flags and Swift declined to comment.
Georgia Gulf said on May 7 in its first -

quarter earnings release that it plans to
pay down at least $ 125 million of debt
this year with asset sales, tax refunds,
and reductions in capital spending. A
spokeswoman says Easton-Bell "has a
very strong cash position."

Companies loaded up with debt by
their private equity owners are also
showing weakness. Half of the 25
defaults since January were products
of the leveraged buyout boom. Other
deals, including real estate brokerage
operator Realogy, newspaper company
Tribune, and pizza chain Uno Restau-
rant Holdings, are causing concern
for creditors, judging by the compa-
nies weak ratings. Realogy issued a
statement in March criticizing S&P's
negative outlook on its grade. Tribune
chief Sarn Zell said publicly last month
that "it does not appear we will have
difficulty meeting our commitments."
Uno declined to comment.

But if the default trend persists,
private equity shops face a slew of
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losses and costly restructurings at the
businesses they own. That could force
the LBO firms to try to persuade debt
investors to accept new terms, which
might include cutting the amount of
principal or lowering interest pay-
ments. Such negotiations are tricky,
though, and would likely prompt more
criticism of the buyout industry.

Certainly, some companies will be
able to avoid the worst-case scenar-
io—either default or bankruptcy—by
offloading assets or parts of their busi-
ness. Tribune is trying to find a buyer
for Newsday, its big Long Island-based
newspaper, Dole Food, the junk-rated
pineapple and banana giant, is selling
land in Hawaii and California. It plans
to use proceeds to pay down some of its
$2.4 billion in debt, about $350 million
of which comes due next year. "This
is partly a reflection of tight credit
markets and partly normal business
activity," says a Dole spokesman.

Others will have to make concessions
to lenders in exchange for more time to
meet their financial obligations. Faced
with a weak advertising market, Span-
ish broadcaster Univision, which drew

down much of its remaining credit line
in April, may have to resort to paying its
upcoming interest payments with an
IOU instead of cash. The move would
buy time but increase the company's
overall debt. And in the end, Univision
may only forestall default rather than
prevent it. Univision spokeswoman
Stephanie Pillersdorf said the company
has "ample liquidity."

Just how much debt will sour in the
coming months is a subject of great
debate. Rating agency S&P predicts
the default rate among U.S. junk-rated
borrowers will jump from just under
1% last year to 4.7% over the next year,
while other analysts estimate it will
soar to as much as 8%. "We're just
starting to see the first up-leg in the
default cycle," says Diane Vazza, head
of S&P's Global Fixed Income Group.
MarciaL. Goldstein, head of business
restructuring at law firm Weil, Gotshal
& Manges, says: "What we're seeing is
the effect of looser lending standards."

The hope for relief from the economy
is tempered by history. After the last
two big lending booms—those for LBOs
and commercial real estate in the late

19805 and again for tech and telecom
in the late 1990s—default rates scared
into the double digits. And should
the economy fall into a relatively mild
recession like the slump from 1990 to
1991, Martin Fridson, CEO of research
service FridsonVision, estimates that
defaults could hit 16% for two consec-
utive years, given how much more debt
is on the books of companies this time
around. If that happens, it would be the
worst carnage since 1933. Says Fridson:
"The contraction of credit by the banks
has only begun."
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