The Decline of the Distressed Debt Investor?
Key Highlights:
•

Distressed debt investors may be locked out of deals due to restrictive documentation post 2008
resulting in limited deal flow
Experienced private debt investors are seeing greater opportunities across the capital structure to
deploy into creative and supportive solutions for performing credits
Distressed debt has high return volatility and requires precise timing on when to invest resulting in
uneven performance among managers
Return streams more closely resemble private equity with uncertain cashflows and exit dates in
comparison to the regular distributions typically associated with private debt
Greater risk-adjusted returns can be achieved elsewhere given the right amount of investment
flexibility within the private debt landscape
ESG conscious LPs may be left conflicted with distressed investors methods when extracting value
from failing companies

•
•
•
•
•

INTRODUCTION
In times of an economic slowdown where businesses are fighting to stay alive, a distressed debt investor has a
potentially fertile hunting ground. Given the current environment, and as an investor in (performing) debt we are
frequently being asked why not go headfirst into distressed debt in this climate? We aim to highlight here a few issues
which cause us to take a pause and reflect on what sort of private debt strategy is best placed to meet an investors
expectations’, even during a significant downturn in the economy.

SOURCING OPPORTUNITIES: TRANSFER RESTRICTIONS
Put simply, a distressed debt investor aims to profit from buying debt at a deep discount (due to underperformance,
default or even bankruptcy) from existing lenders who want out of the loan. Dry powder in distressed debt funds has
been growing since 2008 and investors in the asset class have struggled to find places to deploy. As recent as last
September Howard Marks, the co-founder of Oaktree Capital and renowned distressed-debt buyer was quoted as saying:
“Investing in distressed debt is a struggle today.… The economy is too good; the capital markets are too generous. It’s
hard for a company to get into trouble.”
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Distressed debt investing relies on several factors such as a time of economic stress but also finding actionable
opportunities. The ability for one lender to sell (or to “transfer”1) to another is essential in actioning an investment
strategy based on buying other’s positions. Post 2008 (and particularly in recent years), loan documentation has
tightened and various restrictions2 on transfers have been put in place:
•

Consent rights: if no event of default (typically now restricted to a bankruptcy or missed payment event) has
occurred then transfer of the loan will require prior borrower consent. A private equity sponsor can therefore
block such a transfer including to a distressed investor.

•

“Blacklists”: further restrictions can follow even after an event of default if a “blacklist” is in place which
specifically prohibits a list or class of lenders (typically so called “vulture” or “loan to own” funds) in all
circumstances from transfer of the loan, even after an event of default.

•

“Whitelists”: the same as the above but this is a list of pre-approved lenders to whom a transfer is acceptable.
These generally only include par lenders.

This leads to distressed investors facing challenges in purchasing debt on the secondary market before they have even
started looking. In 2019, Reorg Debt Explained found that 66% of leveraged loans had restrictions on transfers to
distressed funds3. Even more staggering is that 58% of loans sold in 2019 had restrictions on selling to distressed funds
even after certain types of default, compared with just 14% in 2017. While this does not lock distressed investors out of
the market, we believe these restrictions will restrict their addressable market scope, slow down their pace of
deployment and potentially lead to slightly higher costs (e.g. legal) which could potentially impact their returns.
The above restrictions have coincided with so called “cov-lite” loan documentation which sees financial loan covenants
generally removed for term loan lenders. This has the added impact of delaying the threshold before a company falls
into default (typically an actual payment default has to occur) as covenant breaches will no longer be triggered. This
removes a significant amount of leverage available to distressed investors as they cannot bring the owner to the table
and must work collaboratively with the other stakeholders to find a solution.

SOURCING OPPORTUNITIES: BEYOND DOCUMENTATION
We have heard reports that investment banks (specifically their distressed loan trading desks) are looking at ways to
hold loans “on behalf” of distressed investors. The investment bank might “front” a secondary purchase for an investor.
This process involves transferring the loan to an investment bank (i.e. the bank “fronts” the purchase) and then passing
certain underlying rights of the loan to the distressed debt investor. Whilst this might be technically possible in some
instances, we believe there are a number of potential challenges:
•

For a bank to “front” the transaction they must be the lender of record which under current regulation requires
them to use their balance sheet and hold capital against the loan. The bank can charge the distressed investor
to do so but the reward for doing so is potentially unattractive for the capital it consumes. To compensate a
bank could charge the distressed investor higher fees but this create higher costs for the distressed debt
investor themselves.

•

Distressed investing remains a niche asset class in comparison to traditional private debt and private equity. A
universal bank could face reputational damage with its host of existing clients should it participate in such an
arrangement and disrupt relationships elsewhere (e.g. within its substantial private debt and equity franchise).

•

Borrowers, upon becoming aware of the arrangement, may seek to unwind the trade or challenge its structure.
Documentation frequently seeks to block the movement of economic and contractual rights as well as
transfers.

SOURCING OPPORTUNITIES: FINDING A SELLER
If a solution can be found around loan documentation, then an opportunity must be identified. We believe this differs
from 2008 or any other crisis we have faced:
•

The current economic crisis is largely a liquidity crisis (i.e. short-term funding needs over fundamental business
failures). If the owner of a business (i.e. a private equity firm) is supportive and provides capital to see the
company through, then the opportunity to invest into a distressed credit is eliminated (as the asset never
becomes distressed).

https://www.proskauer.com/alert/private-credit-considerations-for-debt-portfolio-acquisitions-in-times-of-uncertainty
https://uk.reuters.com/article/sponsors-restrict-loan-sales-in-private-idUKL8N29E35W
3
https://www.bloomberg.com/news/articles/2019-06-12/pe-firms-race-to-block-exit-doors-to-ward-off-vulture-funds
1
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•

In addition, we believe that sponsors are better prepared and more socially conscious that in 2008, enhanced
by an increasing focus on ESG. They also benefit from more flexible lending documentation. This is not a 2008
style crisis.

•

Lenders are also better prepared. For example, existing lenders provide flexibility on covenants or interest
payments (e.g. capitalisation of interest to PIK)

Whilst it is undoubtable that opportunities will exist, we believe that they will be limited in scale in comparison to
previous economic downturns.

SOURCING OPPORTUNITIES: ALTERNATIVE PRIVATE DEBT
Experienced private debt investors are seeing opportunities across the capital structure to deploy into creative solutions
for performing credits during this period of economic uncertainty. For example:
•

Support to companies with short term liquidity needs but otherwise stable credits.

•

Bespoke financing to support the refinancing of strong performing credits at preferential terms given banks are
stepping away from underwriting of second lien, in the context of increased volatility.

•

Top up financing to support potential expansions as well as restructuring of frozen syndications which were
not launched due to the COVID crisis.

•

Acquiring performing credits on the secondary market that have depressed pricing due to the market and not
fundamental valuations.

In addition to the above, we expect the following trends as private debt investors continue to deploy:
•

The strongest credits will come to the market first, with cyclical assets having difficulty in sourcing financing
(e.g. fashion retail, automotive etc.)

•

Terms (legal, pricing etc…) will be more lender-friendly while demand grows slowly after a period of economic
stress (our experience post the Great Financial Crisis (the “GFC”))

RETURN VOLATILITY AND TIMING
Investing into distressed debt comes with increased levels of volatility in comparison to other forms of private debt and
is predicated on entering at the correct time. We have analysed historical return and volatility data for various types of
private debt since 2000 (prior to 2008, the senior debt market was predominantly a banking market and senior debt
funds emerged as a result of increasing banking regulation which limits the data set for this strategy).
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Subordinated debt funds outperform distressed debt funds 67% of the time with an average outperformance of 2.83%
(from 2003 to 2017). Whilst the returns for subordinated debt funds in 2008/2009 were lower than those of distressed
debt, they remain compelling given the market and comparable asset class performance. In addition, subordinated
funds raised during and post crisis outperformed those raised prior to the GFC.
Whilst the absolute return is only one half of the story, we must also examine the volatility (standard deviation) around
those returns.
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Subordinated debt fund returns have lower volatility 87% of the time and in the two cases where they do not, the
difference is only 0.90% (in standard deviation) in comparison to 9% when it is less volatile than distressed debt. During
2008, distressed debt funds made outsized returns with lower volatility, but the years following and preceding, saw a
spike in volatility in returns. Therefore, selecting the right year and the right strategy is paramount. Subordinated debt
has offered consistent returns with low volatility throughout time and in the years of and following the GFC.
Ultimately, no crisis is the same and we do not know what will happen with the current one. Warren Buffet was recently
quoted as stating that “in 2008 and 09 our economic train went off the tracks and there were some reason the roadbed
was weak… but this time we just pulled the train off the tracks and put it on its siding… and I don’t know of a parallel”.
The volatility around vintages in the distressed space highlights how uncertain returns can be in that asset class in
comparison to the consistent returns afforded by subordinated debt.

ESG CONSIDERATIONS
While in certain instances, a distressed purchaser could open new options to borrowers in financial difficulty, we believe
that strategies focused on “loan-to-own” or “short term profits” may create conflicts for ESG conscious LPs.
•

It for example creates additional pressure and instability on management team and longer term “Par”
stakeholders during restructuring processes.

•

LPs in such strategy would also need to be comfortable with a higher exposure to weaker borrowers that would
require significant operational restructurings in order to support a return to profit.

•

ESG conscious LPs may be left conflicted with distressed investors methods when extracting value from failing
companies
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CONCLUSION
Economic uncertainty is what distressed debt investors thrive on, but uncertainty also surrounds their return profile and
investment opportunity set given the climate and restrictive documentation. Other types of private debt can offer stable
and outsized returns in these uncertain times. We believe that this crisis is fundamentally different to 2008 and that ESG
conscious stakeholders will continue to support their companies through this difficult period, resulting in attractive long
term returns for those involved and supportive, as well as simultaneously locking out potential distressed investors.
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Disclaimer
This White Paper (this “White Paper”) is being provided by MV Credit Partners LLP (“MV Credit”), a firm authorised and
regulated by the UK Financial Conduct Authority (the “FCA”). This document is intended exclusively for Professional
Investors.
This White Paper is not intended to create any right of a legally binding or enforceable nature between MV Credit and the
recipient in respect of the provision of services or products. It does not purport to be a comprehensive review of any
recipient’s investment objectives, financial situation or particular needs. The contents of this White Paper do not constitute
legal, tax or investment advice.
Recipients of this White Paper should make their own investigations and evaluations of the information contained herein
and investors should consult their own legal, tax or relevant professional advisor or attorney with regard to their specific
situations.
No representation or warranty is or will be made or given, express or implied, and no responsibility or liability will be
accepted by or on behalf of MV Credit nor any of their affiliates or respective members, directors, officers, employees,
advisers, agents, representatives, subsidiaries or corporate parents or by any other person as to, or in relation to, the
accuracy, fairness, correctness or completeness of the preliminary information contained in this White Paper, the
information or opinions contained herein or supplied herewith or any other written or oral information made available to
any person, which all remain subject to amendment and updating and which may not be complete. No liability whatsoever
(for negligence or otherwise) is accepted by MV Credit nor any of their affiliates or respective members, directors, officers,
employees, advisers, agents, representatives, subsidiaries or corporate parents for any loss howsoever arising, directly or
indirectly, from any use of this White Paper or otherwise arising in connection therewith.
This material is communicated in accordance with Article 14 (Investment Professionals), Article 21 (Certified high net
worth individuals) and Article 22 (High net worth companies) of the Financial Services and Markets Act 2000 (Promotion of
Collective Investment Schemes) (Exemptions) Order 2001, or pursuant to the permitted exemptions made available by the
FCA in section 4.12 of its Conduct of Business Sourcebook and is not intended for retail clients (as defined in the FCA
Rules) who should not, and cannot, rely on information here. Any offering or solicitation will be made only to such
qualified prospective investors at a later date pursuant to the relevant offering documentation and/or investment
agreement of a relevant investment product, all of which should be read in their entirety.
The distribution of this White Paper in other jurisdictions may be restricted by law, and persons into whose possession this
White Paper comes should inform themselves about, and observe, any such restrictions.
Neither MV Credit nor any of its directors, officers, employees, advisers, agents, representatives, subsidiaries, corporate
parents and affiliates undertake any obligation to update or revise this White Paper, the information or opinions contained
herein or supplied here with or any other written or oral information made available to any of the prospective investors
and their respective directors, officers, employees, advisers, agents and representatives.
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This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional
Investors and, when required by local regulation, only at their written request. This material must not be used with Retail Investors.
In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment
Managers S.A. is a Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated
under Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180
Luxembourg, Grand Duchy of Luxembourg. Italy: Natixis Investment Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management
Companies no 23458.3). Registered office: Via San Clemente 1, 20122 Milan, Italy. Germany: Natixis Investment Managers S.A., Zweigniederlassung
Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany.
Netherlands: Natixis Investment Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the
Netherlands. Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office).
Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en España. Serrano n°90, 6th Floor,
28006, Madrid, Spain. Belgium: Natixis Investment Managers S.A., Belgian Branch, Louizalaan 120 Avenue Louise, 1000 Brussel/Bruxelles, Belgium.
In France: Provided by Natixis Investment Managers International – a portfolio management company authorized by the Autorité des Marchés Financiers
(French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the Paris Trade and
Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris.
In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sàrl, Rue du Vieux Collège 10, 1204 Geneva,
Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zürich.
In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register
no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER. When permitted, the distribution of this
material is intended to be made to persons as described as follows: in the United Kingdom: this material is intended to be communicated to and/or directed
at investment professionals and professional investors only; in Ireland: this material is intended to be communicated to and/or directed at professional
investors only; in Guernsey: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from
the Guernsey Financial Services Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in
the Isle of Man: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the Isle of
Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act 2008.
In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated by the DFSA.
Related financial products or services are only available to persons who have sufficient financial experience and understanding to participate in financial
markets within the DIFC, and qualify as Professional Clients or Market Counterparties as defined by the DFSA. No other Person should act upon this
material. Registered office: Office 23, Level 15, The Gate Building, East Wing, DIFC, PO Box 506752, Dubai, United Arab Emirates.
In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No.
425. Content of Business: The Company conducts discretionary asset management business and investment advisory and agency business as a Financial
Instruments Business Operator. Registered address: 1-4-5, Roppongi, Minato-ku, Tokyo.
In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise
regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City
11065, Taiwan (R.O.C.), license number 2018 FSC SICE No. 024, Tel. +886 2 8789 2788.
In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to distributors and institutional investors for
informational purposes only. Natixis Investment Managers Singapore is a division of Ostrum Asset Management Asia Limited (company registration no.
199801044D). Registered address of Natixis Investment Managers Singapore: 5 Shenton Way, #22-05 UIC Building, Singapore 068808.
In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.
In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general
information of financial advisers and wholesale clients only .
In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute financial advice.
This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have
certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment Managers Australia Pty Limited is not a registered financial
service provider in New Zealand.
In Latin America: Provided by Natixis Investment Managers S.A.
In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank
of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private placement pursuant to
section 2 of Uruguayan law 18,627.
In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representación (Colombia) to professional clients for informational purposes only
as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are rendered exclusively outside of Colombia. This
material does not constitute a public offering in Colombia and is addressed to less than 100 specifically identified investors.
In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary, or an investment manager in
terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered with the Comisión Nacional Bancaria y de Valores (CNBV)
or any other Mexican authority. Any products, services or investments referred to herein that require authorization or license are rendered exclusively
outside of Mexico. While shares of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public
offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis Investment Managers is an
entity organized under the laws of France and is not authorized by or registered with the CNBV or any other Mexican authority. Any reference contained
herein to “Investment Managers” is made to Natixis Investment Managers and/or any of its investment management subsidiaries, which are also not
authorized by or registered with the CNBV or any other Mexican authority.
The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised
investment management and distribution entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any
regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their services and the products they manage are not available
to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party
investment services to its clients complies with the relevant national law.
The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or a
recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. Investors should consider the investment objectives,
risks and expenses of any investment carefully before investing. The analyses, opinions, and certain of the investment themes and processes referenced
herein represent the views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings and characteristics shown, are
subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. Past performance information
presented is not indicative of future performance.
Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources, it does not
guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed, published, or reproduced, in whole or in part.
All amounts shown are expressed in USD unless otherwise indicated.
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