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ASSET CLASS EXPLAINER 

WHY INVEST IN  DISTRESSED DEBT ?   

• Equity-like return potential with lower downside risk: Distressed Debt are debt instruments that 

have historically offered equity-like return with lower downside risk than equities.  

• Diversification: The often event-driven and idiosyncratic return drivers of distressed debt provide 

diversifying potential versus traditional asset classes like equities and high yield. 

• ESG: By taking an active role, Distressed Debt investors can enact positive change at companies 

that are being restructured, and in doing so improve their sustainability profile. 
 

WHAT IS  DISTRESSED DEBT ?  

• Distressed Debt are debt instruments trading at a significant discount to par, as these companies 

struggle to service their debt and a bankruptcy procedure is expected (see Figure 1). Distressed 

Debt investors will buy distressed debt instruments if they believe there is a path back to 

profitability or sustainable cash flows via a restructuring. These investors like to buy these debt 

instruments after the sell-off - at high margins of safety – and then take an active role during 

the restructuring process to drive a successful outcome and generate attractive returns. 

• Distressed Debt is a ‘specialist’ asset class; investors need significant resources to perform in-

depth financial analysis and legal due diligence on the company’s capital structure. They also 

need the expertise to take a company through a financial and/or operational restructuring.  

• The opportunity set for Distressed Debt investors is dynamic and (counter)cyclical in nature: the 

opportunity set typically expands significantly as the economy slows and default rates pick up. 

Within Distressed Debt, the US has the most developed market, followed by Europe. 

 

FIGURE 1: DEBT OF DISTRESSED COMPANIES TRADES AT A DISCOUNT TO PAR 
PRICE GRAPH OF 2022 BONDS FROM FRONTIER (DISTRESSED) AND VERIZON (NON-DISTRESSED) 
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DISTRESSED DEBT:  A  SPECIALIST ASSET C LASS  

To invest successfully in Distressed debt, investors not only need to perform in-depth financial analysis on a troubled 

company, but also perform in-depth legal due diligence on its capital structure to assess all obligations and contractual rights 

of its liability structure that will apply in a potential bankruptcy procedure in the relevant jurisdiction. This way, Distressed 

investors build a thorough understanding of any potential value that can be unlocked via a restructuring process as well as 

where to best position itself in the company’s capital structure. On top of that, Distressed Debt investors also need to have 

the expertise to take a company through a financial and/or operational restructuring. Distressed investing as such finds itself 

at the intersection between finance, law and active ownership, making Distressed Debt a truly specialist asset class. 

Traditional fixed income investors often lack the expertise, the mandate (or both) to take a company through a lengthy and 

complex (legal) restructuring process. Once a company becomes distressed, these traditional fixed income investors hence 

turn into non-economic sellers (which can be a rational decision), pushing down the price of the debt instruments and creating 

the investment opportunity for the relatively small pool of Distressed debt specialists to buy the debt at high margins of safety. 

The restructuring process usually starts with a financial restructuring 

which is focused on repairing a company’s balance sheet and ability to 

service its debt. This can be achieved through a combination of writing 

off debt, extending maturities, providing rescue / bridge financing, or 

injecting fresh capital. Distressed Debt investors typically acquired a 

meaningful stake in the company’s capital structure and thus can play 

an active role in this process. After the financial restructuring, investors 

either get paid off at par, or they also get involved in the operational restructuring of the company to maximize the equity 

stake they may have been awarded in the financial restructuring. Driving a company’s turnaround strategy can be centered 

around improving its sustainability profile, cost savings, revision of its business strategy and/or the sale of non-core assets. 

There are multiple exit-routes for Distressed debt investors such as an IPO, a strategic sale, or by selling their positions in the 

secondary market. This all makes Distressed debt investing a hands-on strategy, often requiring a longer investment horizon. 

When searching for Distressed Debt investments, Distressed Investors tend to prefer ‘good companies with bad balance 

sheets’. A healthy company with excessive debts can generally be saved as a going concern if its debt load can be reduced 

during the restructuring process. On the other hand it is generally more difficult to save a company experiencing financial 

troubles that derive more from its operations and/or business model or challenging conditions in its sector. 

Investment Example - Hertz. Hertz is a US-based car rental company with >10,000 locations throughout the world. In 2012, 

Hertz acquired competing car rental company Dollar Thrifty for $2.3bn. That acquisition left Hertz with an overleveraged 

balance sheet. As Hertz was working its way towards reducing leverage, it got hit by the COVID-19 pandemic. The 

pandemic impacted travel demand, causing an abrupt decline in Hertz’ revenues and bookings. This forced the company 

to file for Chapter 11 on May 22nd 2020 for its US and Canadian subsidiaries. A handful of Distressed Debt investors 

participated in the restructuring and put together a debtor-in-possession (DIP) loan for Hertz, allowing the company to its 

operations during the restructuring and avoid large-scale downsizing (saving jobs). In addition, fresh equity capital was 

injected into Hertz to further support its balance sheet. A surge in used car prices and recovery of travel following the 

vaccination programs, spurred a strong recovery in Hertz’ business performance. This resulted in a bidding war for the 

company during the bankruptcy process, and the winning consortium ended up buying Hertz for $5.9bn. Through all new 

capital injections, Hertz reduced its debt burden by ca. 80%. The restructuring plan was approved on 10 June 2021 by a 

US judge, allowing Hertz to emerge from bankruptcy on 30 June 2021. The group of investors who became new owners 

of the firm in the restructuring process also crafted the company’s new go-forward strategy. And, with its strengthened 

balance sheet, Hertz was now able to invest in a new chapter of growth centred around electrification of its fleet and 

shared mobility. In Oct-21, this culminated in an order for 100,000 Tesla Model 3s and in 2022 Hertz placed follow-on 

orders for 65,000 and 175,000 EVs from Polestar and GM. Hertz has also announced a partnership with BP Pulse for the 

rollout of a network of EV charging stations at its Hertz locations in the US.  
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THE DISTRESSED DEBT OPPOR TUNITY SET IS  DYNAMIC IN  NATURE  

Distressed investment opportunities all share a single characteristic: they are businesses in financial difficulty and struggling 

to service their debt and therefore at or near bankruptcy. Companies can become distressed for a variety of reasons, but 

generally these reasons can be grouped into two categories: 
 

1) An overleveraged balance sheet in combination with a decrease in revenues, due to economic recession and/or 

sector- and company-specific reasons; 

2) A negative idiosyncratic event surrounding a company - like fraud, litigations or poor ESG practices - results in 

large liabilities and triggers financial distress or a default. 

For the first category above, Figure 2 depicts the typical 

stages whereby performing debt turns into distressed 

debt. The number of companies that fall into this first 

category typically will be high during recessions when 

corporate stress rises and default rates pick up. The 

flipside is that when the economy performs well there are 

relatively few investment opportunities around as not 

many companies fall into distress. This dynamic is best 

depicted through historical default rates in US High Yield 

bonds and US recessions (Figure 4) and shows that the 

Distressed Debt opportunity set is dynamic and 

(counter)cyclical. 
 

FIGURE 3: DEFAULT RATE IN US HIGH YIELD BONDS AND US RECESSION PERIODS  

 

Source: Bureau of Economic analysis for economic recessions in the US. J.P. Morgan for US High Yield default rate. 

 

While it is often clear when a company is in financial distress, it is very hard to forecast which countries or sectors will provide 

the most distressed investment opportunities. It is therefore important that Distressed Investors can cast their net wide, 

requiring a broad and flexible mandate, so that they can access the most attractive opportunities in the entire distressed 

opportunity set. 
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 WHY DIVERSIFY YOUR RETURN  PORTFO LI O WITH DISTRESSED DEBT ?   

Distressed Debt has historically exhibited equity-like return potential with lower volatility than US Equities (see Table 1). This 

can be explained by the fact that these debt instruments are (1) higher in a company’s capital structure and (2) typically 

purchased at steep discounts to par, providing a margin of safety. Based on the sample period below, long-term returns of 

Distressed Debt (annualized, net in USD) have also exceeded those of US High Yield corporate bonds. Thus investors could 

also choose to fund their allocation to Distressed Debt also from their US High Yield allocation. Distressed Debt also has some 

diversification benefit versus US Equities and US High Yield due to its often event-driven and idiosyncratic return drivers, as 

evidenced by its long-term pairwise return correlations with US Equities and US High Yield.  
 

TABLE 1: LONG-TERM PERFORMANCE AND CORRELATIONS (JAN 1990 – SEP 2022) 
 

Distressed Debt US Equities US High Yield 

Return  9.8% 9.6% 7.5% 

Volatility 6.7% 14.9% 8.5% 

Downside volatility 8.0% 16.9% 10.9% 

Sharpe Ratio 1.06 0.46 0.56 

Correlation with Distressed Debt  1.0 0.55 0.70 
 

Past performance is not an indicator of future results.  
Historical figures have been annualized. Source: HFRI. Bloomberg and ICE BofA. Data from January 1990 to September 2022, in USD. Distressed Debt: HFRI Event-
Driven: Distressed/Restructuring Index. US Equities: S&P 500 Index. US High Yield: ICE BofA US High Yield Index. HFRI indices are equally-weighted and report fund 
returns in USD, net of all fees. 

 
 

Distressed Debt investing tends to generate attractive risk-adjusted returns especially when there has been stress in the 

corporate credit market and corporate default rates have picked up, as this bolsters the investment opportunity set. This can 

be seen in Figure 4, which shows the average annualized return of Distressed Debt in the periods pre and post the seven crisis 

periods since 1990. 

 

FIGURE 4: DISTRESSED DEBT HISTORICALLY PERFORMED WELL AFTER WEAKER ECONOMIC ENVIRONMENTS 

AVERAGE ANNUALIZED RETURNS PRE AND POST 7 CRISES SINCE 1990 OF HFRI EVENT-DRIVEN: DISTRESSED/RESTRUCTURING INDEX 

 

Past performance is not an indicator of future results.  

Historical figures have been annualized. Source: HFRI, Bloomberg and ICE BofA. 7 crises: 1990-1991 recession, Asian financial crisis (1997-1998), Dotcom bubble 
(2000), 9/11 aftermath (2002), Great Financial Crisis (2008), Euro crisis (2011), Energy crisis (2015-2016). Peak in spreads: based on peak spreads of ICE BofA 
US High Yield Index. HFRI indices are equally-weighted and report fund returns in USD, net of all fees. 
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 WHAT ARE MAIN RIS KS OF INVESTING IN  DISTRESSED DEBT?  

Although Distressed Debt investors usually buy distressed debt at large discounts to par and hence margins of safety are 

high, investing in the bonds of ailing companies can involve considerable risk. While Distressed Debt investors aim to restore 

the ability of the corporate to service their debt, things can go wrong. The main risk is that a restructuring is not successful, or 

that the investors’ holdings are worth less after the rescue operation than the purchase price. Other key risks Distressed Debt 

investors face include, but are not limited to: 

• Liquidity: The liquidity of Distressed debt instruments might be impaired once a company faces bankruptcy and/or is 

undergoing a restructuring. 

• Bankruptcy process / legal risk: Bankruptcy rules between various jurisdictions are ambiguous and outcomes of court 

processes are always uncertain. 

• Economic risk: Restructurings are generally time consuming and economic conditions between bankruptcy filing and 

emergence can change significantly. 

• Valuation risk: Enterprise value is both a subjective as well as a constantly changing element during a company’s 

bankruptcy and one that directly impacts the value of specific instruments held by a Distressed investor. 

• Exit risk: Distressed ‘overhang‘ (multiple Distressed investors wanting to sell simultaneously) may exist for companies that 

list their shares on the public market (IPO) after emerging from bankruptcy 

 

ESG IN  DISTRESSED DEBT  

Distressed debt capital providers typically are a troubled company’s last lifeline. The association of Distressed debt investors 

with vultures in popular media hence is often not deserved. During the restructuring process, Distressed debt investors often 

inject more fresh capital in the company to strengthen the balance sheet at a time when banks or other investors refuse to do 

so. This is on top of the investment they have already made by buying the bonds. And while cutting costs through rightsizing 

underperforming businesses – which might include job cuts – is 

always a delicate subject during the restructuring phase, 

Distressed Debt investors profit if a company resumes growth 

and creates new jobs following its bankruptcy in those parts of a 

company that are doing well. What’s more; there’s ample 

opportunity to enact positive change at companies that are being 

restructured, and in doing so to improve their sustainability 

profile, whether that be in terms of the environment, social issues 

or improved governance. When a company comes under 

financial pressure everything becomes fluid so there’s plenty of 

scope to encourage the company’s management team to 

embrace sustainability. And Distressed Debt investors don’t do this purely from an ideological standpoint: they know perfectly 

well that investors will pay more for a company with a robust ESG profile when it exits its bankruptcy proceedings. Sometimes 

poor ESG practices have even been the very reason a company entered a period of financial distress. Repairing the company’s 

ESG reputation and improving its ESG practices in that case are even mission critical on the road to recovery.  
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Disclaimer 
Source: Kempen Capital Management N.V. The value of your investment may fluctuate. Past performance provides no 
guarantee for the future.  

Kempen Capital Management N.V. (Kempen) is licensed as a manager of various UCITS and AIFs and authorised to provide 
investment services and as such is subject to supervision by the Netherlands Authority for the Financial Markets. The information 
in this document provides insufficient information for an investment decision. More information is available online at 
https://www.kempen.com/en/asset-management.  

The views expressed in this document may be subject to change at any given time, without prior notice. Kempen Capital 
Management N.V. (Kempen) has no obligation to update the contents of this document. As asset manager Kempen may have 
investments, generally for the benefit of third parties, in financial instruments mentioned in this document and it may at any 
time decide to execute buy or sell transactions in these financial instruments. 

The information in this document is solely for information purposes only. This article does not contain investment advice, no 
investment recommendation, no research, or an invitation to buy or sell any financial instruments, and should not be interpreted 
as such. This document is based on information that we consider reliable, but we do not represent that it is accurate or complete, 
and it should not be relied on as such. 

Distressed Debt investing: General risks to take into account when investing in Distressed Debt 
Please note that all investments are subject to market fluctuations. Investing in Distressed Debt may be subject to risks arising 
from the volatility of securities, financial futures, derivatives, currency and interest rate markets, the leverage factors associated 
with trading in such markets and instruments, and the potential exposure to loss resulting from counterparty defaults. Under 
unusual market conditions the specific risks can increase significantly. Potential investors should be aware that Distressed Debt 
strategies often pursue a more aggressive investment policy than traditional investment funds and may have a reduced liquidity, 
indicating that they may not be sold or purchased as quickly at the preferred time as more liquid investments. 

The value of your investment may fluctuate, past performance is no guarantee for the future. Do not take unnecessary risks. 
Before you invest, it is important that you are aware of and are informed about the characteristics and risks of investing. This 
information can be found in the available documents of the strategy and/or in the agreements that are part of the service you 
choose or have chosen. 

Profile of the typical investor in Distressed Debt: 

The strategy may be suitable as a core or supplemental investment for qualified and professional investors (depending on 
country specific regulations) that are: 

- Interested in gaining exposure to Distressed Debt Investments; 

- Seeking long-term growth of their investment (5 years or longer); 

- Who can bear the possibility of reduced liquidity and significant losses, especially in the short term; and 

- Who have experience with the risks and rewards of investing in various securities markets such as equities, bonds, 
property and commodities. 

It is important that investors understand the asset class before investing, however, and that capital may be at risk.  

 

https://www.kempen.com/en/asset-management

