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FOR CELEBRATED BOND
fund manager Jeffrey Gun-
dlach, the intensifying melt-
down in the U.S. housing
market has all the inevita-
bility of a Sophoclean trag-
edy.

The Chief Investment
Officer of Santa Monica,
Calif.-based TCW Group
has been sounding warn-
ings for more than a year
that mortgage lenders had
taken leave of their senses
by spooning out mortgages
without owner-equity cush-
ions and with little or no
verification of the borrow-
ers’ ability to pay back the
debt.

By now, with mortgage
defaults climbing and home
sales falling, the plot line of
this drama is becoming

clear. But Gundlach says there are still several acts to come—and that the
curtain may not come down until the close of this decade. He sees U.S.
home prices dropping an average of 12% to 15% annually from the highs
achieved last year and not reaching their eventual trough until late 2008,
at the earliest. And they may not start recovering until 2010 or 2011,
inflicting, in the meantime, real damage on the economy.

About the only bright spot: the mortgage market may offer some
excellent investment opportunities in the year ahead, he says.

Gundlach was among the first to rail against the profusion of new
types of home loans—interest-only mortgages, adjustable-rate mortgages
with artificially low teaser interest rates in the early years of repayment,
and so-called option ARMs, which allowed borrowers to make monthly
payments that didn’t even cover interest costs—all of them designed, in
Gundlach’s phrase, to “shoehorn” borrowers into homes often far beyond
their financial means.

Sure enough, all these dicey loans helped bring about what Gundlach
now calls “the great margin call of 2007.” As home-price appreciation
flamed out, subprime borrowers began to default in droves, especially on
new mortgages, and mail back the keys to lenders. As a consequence,
major subprime mortgage lenders like New Century began hitting the
wall. Ultimately more than 100 subprime lenders were forced to close
their doors as Spring turned into Summer.

That was followed in June by disclosure that two hedge funds managed
by Bear Stearns were in deep trouble because of highly-leveraged
subprime-debt bets that had gone bad. Soon a number of hedge funds,

cash flow. The difference between FL
Group’s $6 billion estimate of the value of
AAdvantage and the current value as-
cribed to it inside AMR is $4 billion. One
risk of a spinoff is that AMR’s core air-
line business might get a lower valuation.
That appears to have happened with Ace
Aviation Holdings (ACE/A.Canada), the
parent of Air Canada, which spun off its
frequent-flier plan in 2005.

How do frequent-flier programs make
money?Oneway is thesale ofmiles tocredit-
card companies that give miles to card hold-
ers when they charge purchases. Financial
details aren’t public, but AMR might sell
miles to Citibank, which issues an AAdvan-
tage credit card, for 1.2 cents permile. Since
it takes 50,000 miles to get an unrestricted
round-trip domestic ticket on American,
AMReffectively is issuinga ticket for$600—
above what cash-paying customers pay.

It is estimated that cardholders don’t
redeem more than 15% of miles issued,
benefiting AMR. By controlling the avail-
ability of seats in its frequent-flier pro-
gram, AMR has been able to minimize
the impact on its revenue. One potential
problem with a partial or full spinoff of
AAdvantage is that AMR might lose
some control over the program.

Whether FL can prod AMR to action
on a spinoff may hinge on whether it
gets support from other institutional in-
vestors. Top holders include Fidelity In-
vestments, Primecap Management and
Jeffrey Gendell, head of Tontine Part-
ners, a Connecticut investment firm.

AMR has a low price-earnings multiple,
an improving balance sheet, a great route
network and valuable non-airline assets. It
also might surprise Wall Street and start a
share-repurchase program. Even absent a
spinoff of its frequent-flier business, it looks
like an attractive stock. Hostage now to fuel
and economic concerns, AMR could see its
shares rise 50% or more in the next year. n

As the housing slump
deepens,the toll on the
American economy could be
severe. Already, Gundlach says,
it has cost GDP one-and-a-half
percentage points of growth.

by Jonathan R. Laing

Gundlach thinks median U.S.
home prices are unlikely to
recover until the decade’s end.

AMR Key Data (bil)

Market Value $6.6

Debt 17.3

Cash 5.9

Other Assets (bil) Estimated Value

Frequent Flier $6.0

Regional Airline 1.0

Asset Management 0.5

 Sources: FL Group; Company reports; Barron’s estimates

The Bottom Line
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Getting Ready for the Roof to Fall

Mortgage guru Jeffrey Gundlach warned early of housing
woes. Now he sees them getting much, much worse.

Multiple Growth Engines
AMR has several desirable non-core assets. Last
year it paid down more than $2 billion of debt.
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Fund Assets  3-Year Cumulative   Total Firm Assets
 Fund Name (mil) Strategy Average Return 2007 YTD* Company Name/Location (bil)

1 RAB Special Situations $2,267 Event-Driven 47.69% 17.93 RAB Capital/London 6.7

2 The Children’s Investment Fund 5,000 Equity/Long Bias 44.27 15.72 The Children’s Investment Fund Mgt /London 5.0

3 Highland CDO Opportunity 463 Fixed Income 43.98 14.53 Highland Capital Management/Dallas N/A

4 BTR Global Opportunity, Class D 279 Equity/Long Bias 43.42 31.38 Salida Capital/Toronto 1.1

5 SR Phoenicia 1,200 Long/Short Equity 43.10 20.50 Sloane Robinson/London 13

6 Atticus European 8,190 Multi-Strategy 40.76 3.65% Atticus Management/New York N/A

7 Gradient Europe Fund A 2,200 Long/Short Equity 39.18 8.33 Gradient Capital Partners /London N/A

8 Polar Capital Paragon Absolute Return 531 Equity Long/Short 38.00 6.39 Polar Capital Partners/London 3.8

9 Paulson Enhanced Partners 2,775 Merger Arbitrage 37.97 55.18 Paulson & Co./New York 24.0

10 Firebird Global 733 Equity Long/Short 37.18 17.11 Firebird Management/New York 3.5

11 Passport Offshore-Global Strategy 321 Equity/Long Bias 36.28 47.74 Passport Capital/San Francisco 2.3

12 Tiger Asia Overseas 540 Equity Long/Short 34.26 16.22 Tiger Asia Management/New York N/A

13 Millennium Global High Yield 797 Distressed Securities 34.19 13.79 Millennium Global Investments/London 10.3

14 Pershing Square 1,446 Equity Long/Short Activist 34.15 11.24 Pershing Square Capital Management/NewYork 5.6

15 Libra Fund 1,001 Equity Long/Short 34.11 17.28 Libra Advisors/New York 1.2

16 Third Point Ultra 460 Event-Driven 33.86 22.06 Third Point/New York 5.2

17 JK Navigator 433 Equity Long/Short 33.28 22.24 Steelhead Partners/Seattle 0.8

18 Sprott Opportunities 282 Equity Long/Short 33.21 11.88 Sprott Asset Management/Toronto 4.8

19 Horseman Global-Class A 2,150 Equity Long/Short 32.80 23.39 Horseman Capital Management/London 2.9

20 Riverside Wisdom World 260 Equity Long/Short 32.61 13.94 Riverside Advisors/Atlanta 0.8

21 The Blenheim Fund 1,526 Discretionary, Diversified 31.70 10.10 Blenheim Capital Management/Somerset, NJ 2.9

22 Tontine Overseas 704 Equity Long/Short 31.14 7.57 Tontine Overseas Associates/New York N/A

23 Zweig-DiMenna Int’l 1,273 Equity Long/Short 30.04 30.99 Zweig-DiMenna Int’l Managers/New York 2.6

24 Bay Harbour Partners 417 Distressed Securities 30.04 10.25 Bay Harbour Management/New York 1.2

25 Prism Partners 352 Equity Long/Short 29.47 5.30 Delta Partners/Boston 2.6

26 The Lucerne Capital Offshore Fund 591 Equity Long/Short 28.54 17.40 ReachCapital Management/Harrison,NewYork 3.0

27 Spinnaker Global Strategic 1,365 Emerging Markets: Global 28.40 15.13 Spinnaker Capital Group/London, Sao Paulo 6.7

28 Bay Resource Partners 781 Equity Long/Short 27.85 8.12 GMT Capital/Atlanta 2.8

29 JLF Offshore Fund 392 Multi-Strategy 27.80 18.53 JLF Asset Management/New York N/A

30 Tell Fund 627 Global Macro 27.04 10.07 Tell Investments/Malta 0.7

31 Everest Capital Global 550 Global Macro 26.94 10.25 Everest Capital//Bermuda 2.4

32 MaxQ Fund 278 Global Macro 26.32 7.31 North Asset Management/London 1.0

33 Tantallon Fund 1,192 Emerging Markets: Asia 26.30 13.64 Tantallon Capital/Singapore 1.3

34 Parvus European Absolute Opportunities 501 Long/Short Equity 26.29 -1.34 Parvus Asset Management/London N/A

35 Miura Global Master Fund 458 Long/Short Equity 26.25 19.67 Miura Global Management/New York N/A

36 Kinetics Partners 321 Equity Long/Short 25.98 16.18 Kinetics Advisers/Sleepy Hollow, NY 4.1

37 Clarium 2,051 Global Macro 25.40 15.67 Clarium Capital Management/San Francisco 2.5

38 Boyer Allan Pacific  1,162 Equity Long/Short 25.22 30.50 Boyer Allan Investment Management/London 1.6

39 Wexford Spectrum, Class A/C 1,014 Global Macro 25.15 15.44 Wexford Capital/Greenwich, CT 6.2

40 Matterhorn Palmyra 570 Emerging Markets: Global 24.84 15.17 Matterhorn Investment Management/London N/A

41 Lagrange Capital Partners 305 Multi-Strategy 24.77 13.21 Lagrange Capital Management/New York 0.3

42 Platinum Partners Value Arbitrage (Int’l) 344 Relative Value Multi-Strategy 24.30 25.96 Platinum Management/New York 0.5

43 Concentric European Fund 350 Long/Short Equity 24.26 -4.21 Concentric Capital/Norway N/A

44 Third Avenue Global Value (Offshore) 843 Equity Long/Short 23.84 10.40 Third Avenue Management/New York 27.6

45 Altis Global Futures Portfolio - Composite 529 Systematic, Diversified 23.32 13.08 Altis Partners/Jersey, U.K. 0.6

46 Vertex Fund 811 Multi-Strategy 23.25 8.68 Vertex One Asset Management/Vancouver 1.1

47 Schultze Offshore 448 Distressed Securities 23.16 24.28 Schultze Asset Management/Purchase, NY 0.7

48 VR Distressed Assets 1,114 Distressed Securities 23.03 13.51 VR Advisory Services/Moscow N/A

49 Harbinger Capital Partners Offshore, I 6,551 Distressed/Event-Driven 22.31 25.70 Harbert Management/Birmingham, AL 11.7

50 East Side Capital  1,000 Long/Short Value 21.00 11.70 East Side Capital/New York 2.3
*Through June 30, 2007 Sources: BarclayHedge; Credit Agricole Structured Asset Management Advisers; Barron’s

Here They Are—The Hedge Fund 50
RAB Special Situations Fund, a London-based event-driven investor with an affinity for commodities, leads Barron’s first ranking of the world’s best-performing hedge funds. We developed our list based on cumulative
three-year returns, net of fees, for funds with $250 million or more in assets.
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