








corporate distress

celebrated startups became market dogs.
SantelisaVale, the country’s second
largest producer after Cosan by crushing
capacity, crcumbled under the weight of
over 1.35 billion reais in buyout debt and
was in discussions with French
commodities firm Louis Dreyfus to be
sold mid-April.

CNAA, a sister company of Santelisa,
succeeded in avoiding death by debt,
locking in long term cash through a
combination of IDB funds and a $275
million equity injection from its main
sponsor, Carlyle Riverstone. But the
outlook is bleak for the sector, made only
marginally cheerier by a mid-April
announcement that the BNDES would
provide a 10 billion
real working capital
credit line for
agriculture and farm-
related companies.

“The problems the
beef and ethanol

Durango
sectors face are more IUSA
complicated than Vito
what other sectors T Cora
face,” says Roberto TGN
Set_ubal, CEO (?f Ttat Alto Palermo
Unibanco, noting Gol

those tend to be the
exception rather than
the rule for Brazilian
corporates. He
expects most Brazilian
companies to emerge Cosan
intact frern the crisis. Tarste
While the country’s Rode
raw materials and

Conmex
Desmet
lusacell
Cemex
Sadia

diti Vigor
commodities exporters Ararias
are subject to the
) IRSA
whims of global cycles,
many prominent

names like Vale,
Petrobras, Usiminas,
Gerdau, CSN, and Braskem have been
through their share of historical crises and.
Thanks to a combination of savvy
management and luck, they are generally
well capitalized and prepared to weather
the next 12 months, though not without a
few dents, like a potential downgrade at
Gerdau, say debt analysts,

Mexican Red Flags

In Mexico, the picture is far bleaker.
Erstwhile captains of industry not
maimed by derivatives blowups are hung
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over from debt-fuelled expansion as
shrinking exports pressure Ebitda.
Dependence on the broken US economy
means recovery is a ways off, and distress
is likely to get worse.

“Investors have to be very careful
about leverage going into a downturn,”
says Nicholson. “A lethal combination is
an industrial with high leverage,” she
adds, noting Mexican corporates and
Brazilian beef companies raise red flags.

An analysis of Mexican liquidity
situations points to a high likelihood of
distress at Sanluis, which at the end of
2008 displayed a gross leverage ratio of
5.9x and interest coverage of only 1.2x.
IUSA, the industrial conglomerate and

Corporates with Lowest Liquidity Ratios
Accurately predicting distress
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controlling shareholder of defaulted
borrower [usacell, has gross leverage of
9.2x and a liquidity ratio of 0.3, according
to Credit Suisse. Its cash position stood at
around $29 million, while its short term
debt was $268 million. And Desmet’s
17.0x gross leverage with interest
coverage of less than 0.7x based on first
quarter 2008 data, the most recent
available from the company, is also
troubling, as it suggests the company has
substantial challenges in servicing its
liabilities.

Months to

“I think this year we will see
significant weakness in the Mexican
economy and there are a lot of low-rated
issuers that will be affected by that,” says
Carpenter. “In Brazil and Argentina you
have a lot of low-rated issuers too but I
don’t think the shock will be as large, and
so you should see normal default rates
given the ratings categories.”

Mexico’s susceptibility to US pressure
leaves it in far worse shape than some of
its South American counterparts, whose
internal demand and reliance on non-US
markets for exports provide a buffer.

Argentine corporates in the single B
category have become more conservative
in terms of their credit profiles in the face

of limited access to

markets and high

obstacles to expansion,

says Carpenter. Since
Last 12 I many of them cannot pay

dividends, they have used

cash to retire debt and
boast stronger credit
metrics than their rating
class, though lack of new
investment threatens long
term viability and
competitiveness. Their
rating is constrained by a
low country ceiling,
which implies elevated
political risk.

Leaning on Banks
A far more common event
for LatAm in the coming
year than default will be
bank debt renegotiation.
As seen at Cemex, many
companies are dogged by
short term liquidity
constraints, some caused
by derivatives, and rising
leverage that is tripping covenants. Cash
generation and operations, however,
remain convincingly strong, even as
revenues decline amid sinking exports.
Companies like Gruma, Lamosa,
GISSA and Cemex have the potential to
remain solvent and continue generating
healthy sums of cash through the
downturn if debt service requirements are
adjusted. Even Grupo Alfa’s Nemalk,
which faces long term exposure to a
deteriorating auto sector is a far different
case from companies like Durango, which




have repeatedly demonstrated a lack of
restraint with regards to debt.

In such cases, lenders have little
choice but to try and work out a solution
that both helps clients work their way out
of their current predicament and avoids a
default. The latter would lead to
immediate provisioning in loan portfolios
- a highly undesirable outcome for an
already stressed international banking
system.

Syndications bankers privately moan
about delinquent clients and call for
government bailouts. But lenders have a
hand in the distress too. Having provided
mountains of low-cost funds to borrowers
without a sufficiently timely and binding
takeout schedule has come back to bite

them. With Cemex, banks are paying
dearly for allowing it to carry for too long
piles of short term debt related to the $15
billion Rinker acquisition in mid-2006.

In sharp contrast, Vale raised $15
billion to buy Canada’s Inco in August
2006 and had termed out 84% of the
funds by December of the same year. The
bridge, raised at around the same time as
Cemex’s facilities, involved fast and
expensive step-ups that ushered the
miner into the local and cross border
bond markets, as well as a commitment to
refinance within 18 months.

Governments Step In
Government entities in Mexico,
meanwhile, have sought to act quietly
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behind the scenes, ever careful to avoid
alarming the populace with brash
measures such as using taxpayer money
to bail out, for example, a cement giant
whose revenues are largely made in
developed overseas markets. This
incognito approach — which differs
substantially from the way Brazil’s
BNDES has propped up corporates - has
drawn criticism from analysts and
bankers.

Mexico’s head of public credit Gerardo
Rodriguez tells LatinFinance that there
are several programs, including
commercial paper rollovers, US Fed swap
lines and industry-specific initiatives —
such as for the auto parts sector — to help
corporates. And for major borrowers with

Cemex: Too B

once touted as the leading example of a regional powerhouse gone

global, has lost all of its blue chip luster and some bankers say it is
causing credit committees to say no to Mexico.

Cemex lost over $700 million last year through a speculative
derivatives trade. It was stripped of investment grade and lost
substantial credibility with lenders in March by announcing the
restructuring of $14.5 billion in bank loans. Mast of the debt is related
to the Rinker acquisition and matures in the coming two years, but the
firm had only just wrapped up an arduous three-month $4 hillion debt
renegotiation and was returning to lenders shortly after having to
abandon a cross-horder bond attempt.

Not all of it was the company's fault. A housing downturn and rapid
shuttering of financial markets provided an unexpected double
whammy. But the fact the company did not address a massive nearby
maturity hump when markets were wide open calls into question the
extent of the company’s abllity to plan finances,

When Cemex — which also has three classes of perpetual bonds as
well as local shares and ADRs — announced plans to renegotiate,
everyone assumed its relationship banks, of which there are five at the
top level and another five with slightly smaller exposure, would bear the
brunt by agreeing to extend maturities at benign rates,

But there has been pushback, say bankers involved. And the
Mexican government, through its development bank arms, has had to
farce the two sides to work on a solution, with Hacienda itself
chipping in.

In mid-April, negotiations were heard progressing, heading in the
direction of a deal to Cemex current with maturities, of which there is
$4 billion in 2009 alone. The government is heard to have provided
Cemex with short term liguidity in exchange for some assets, including
a 46% stake in Grupo Cementos Chihuahua.

The lead banks — Citi, BBVA, Santander, RBS, HSBC, as well as
other large lenders including ING, JPMorgan, BNP Paribas, Bank of
America, Calyon, Barclays, Fortis, Tokyo Mitsubishi and Australia's ANZ

It‘s been an unpleasant six months for Cemex. The cement giant,

— were heard considering providing the bank with new money to meet
near-term cbligaticns.

‘No one wants this company to go into default) says a banker at
one of Cemex's top lenders. BBVA and Santander are heard to have
upwards of $3 billion in combined exposure to Cemex. A provisioning
for that amount would be damaging, to say the least

The government has been reluctant to shed light on its role in the
process, declining to call it a rescue, thaugh admitting to providing
guarantees, secured financing and assisting n the discussions. ‘The
hanks need to do their part! says one Hacienda official,

Whether or nat it is willing to admit it, however, Hacienda privately
admits that a Cemex failure would cause systemic shock to Mexico's
economy, particularly the strained corporate sector. And banks whose
commitment to LatAm has wavered over the years say a favorable Cemex
resolution is a prerequisite for deing further business in the country.

“They are an important company in Mexico and a lot of what is
happening is not of their own daing, so | think that there is a case for
some suppert,” América Mévil CFO Carlos Garcia Moreno tells
LalinFinance. "The question is not whether there is support or not, the
question is in what terms, over what period, how much. Those are the
things that have to be clearly defined by the government. It cannot be
unlimited support, for unlimited period of time at no cost, he adds.

However, Garcfa says a government bailout presents moral
hazard, and that lenders should also be responsible. "The banks knew
what risk they were taking, you cannot blame it on Cemex. The
lenders also have themselves to blame! says the CFO.

Cemex knows that it is too big to fall, while lenders also admit
that beyond a debt maturity problem, it is still a strong, cash
generating enterprise with a good brand. Both govarnment officials
and lenders say Cemex management would be wise to learn from the
many mistakes made in the past couple of years. The once great
Monterrey-based multinational must convert old-fashioned arrogance
towards lenders and the market into & much more humble and
cooperative approach to resolving it debt problems. — Dan Shirai
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derivatives or debt problems, like Cemex,
the government has gone to the
negotiating table to push both sides to a
solution.

In March, the market cheered an
announcement by tortilla-maker Gruma
that it had arrived at a settlement with its
derivative counterparties, converting a
roughly $770 million liability into a $668
million seven-year loan. Mexican
government officials claimed active
involvement in the
resolution, which could lead
to other similar cases.

In some cases, say sources
at the government who have
requested anonymity, it has
gone as far as providing

Comerci

liquidity to troubled Durango  Mexico/| S
companies, either in the TGN | Agentina/Energy ©
form of secured lending CapCana | DR/Real Estate
backed by assets or direct Arantes ' Brazil / Beef
guarantees. But it has chosen Independéncia | Brazil / Beef
to do this quietly, wary of Vitro | Mexico / Industrial

lusacell Mexico / Telecom

establishing precedents that
could lure others seeking
cheap public funds.

The BNDES, on the other
hand, has done little to hide
its intentions. Luciano
Coutinho, president of the
BNDES, says it supports the
creation of strong,
competitive Brazilian firms,
and if can introduce a higher
element of corporate
governance it will act overtly,
with discussion mediations
and direct capital, to create
them.

BNDES invested 2.84
billion reais in Aracruz to
ensure its acquisition by
Votorantim. Aracruz almost
failed to be sold when it
posted a $2.1 billion
derivatives loss. The talks
were put back on track and
BNDES invested equity in the
deal, supplanting the need for additional
takeover debt, while also acquiring a
stake in the region’s biggest paper and
pulp company.

In mid-April, BNDES was in talks with
Sadia and Perdigdo, presumably pushing
for a merger in the wake of a 760 million
reais derivatives blowup at the former.
And Louis Dreyfus, the French commodity
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firm that obtained exclusive rights to
decide whether or not to acquire
SantelisaVale, was also heard seeking
development bank money for the deal.

Duration Contraction Warnings
The going is set to get rougher in the

short term, despite bullish claims of crisis-

resistant domestic demand by some
corporate and political leaders in places
like Peru and Colombia. The deficiencies

Recent Defaults
And more to come ...

. Mexico/ Industrial | 90

Brazil Bankruptcy Filings*
Trying times for corporates
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inherent in many of the region’s
companies are now under the
microscope. Corporate governance, while
exemplary at some of the leading firms, is
weak at many others.

Those that avoided an FX derivative
blowup should not necessarily take
comfort in the effectiveness of internal
controls and policies, say analysts. “Few

Qct-2008
Oct-2008 |
. Dec-2008 |
Jan-2009 |

il
Feb-2009

companies have a policy of liquidity or
leverage,” notes Carpenter, referring to a
commitment to either keep cash on hand,
or set a maximum leverage target. Risk
management policies, especially with
regards to derivatives, are also sorely
lacking, says Moody's.

“In LatAm liquidity has become a
concern because companies have gone to
an extreme in their tendency to use
relationship banking,” says Carpenter,
noting a recent migration into
short term borrowing for long
term projects. “They are

comfortable accessing short
term without a liquidity
backstop. But what if you can’t
roll it over?” he asks, noting
an uptick in Mexico
commercial paper issuance
and Brazilian reliance on
promissory notes.

Investors hope that besides
more active management of
liquidity, corporates will take
the crisis as a call to improve
communication with markets.
They also want to see
improvements in the

bankruptcy laws, despite
modest renovations in Brazil
and Mexico recently.
“Emerging markets bonds trade
at a discount [to developed
markets] because you don’t feel
that you have a legal system to
rely on to protect your rights,”
says James Harper, director of
corporate research at BCP
Securities.

When it comes to having a
strong, functioning corporate
sector, the region still has a
ways to go. But CEOs are not
the only ones to blame -
bankers and lenders are
equally complicit in localized
blowups.

Central banks and
development banks have tried to be
proactive, stepping in to lend a hand. And
while experts say most of the region
should be spared the debilitating shocks
that knocked out issuers like Durango,
Independéncia and Iusacell, it is up to
company officials to craft a new way
forward that strikes a balance between
taking risk and managing it. LF






