RBC Global Asset Manage

ol

Distressedinvesting:

the rise of Liability

Management Exercises

Adam Phillips
Head of BlueBay Developed
Market Special Situations

Duncan Farley
Portfolio Manager, Developed
Market Special Situations

Dillon Neale
Institutional Portfolio
Manager

BlueBay Fixed Income Team

May 2025

Key takeaways

= Distressed investing entails investing in companies that we believe will need to
restructure, either operationally or financially or, in some cases, both. Recently it has
become apparent that it is no longer assumed that investors can sit on the sidelines
and expect fair treatment. This trend first started in the US with the rise of liability
management exercises (LMEs), and it has now been seen on European shores.

= In our piece, we aim to educate readers both in terms of what LMEs are and the
strength of our approach of investing in mid-market European companies due to
the strength of legal dynamics, simpler capital structures, and the ability to have
influence over restructuring proceedings.

The rise in LMEs can be attributed to a combination of factors, including weak credit
documentation, rising debt costs, impending maturities, and the efforts of resourceful
sponsors seeking to unlock equity value. While much of the sub-investment grade credit
market remains stable, the sheer volume of outstanding debt means that even a modest
increase in distress levels can result in a significant uptick in LME activity (Chart 1).

Chart 1: LMEs represent over half of all defaults
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LMEs, though not rigidly defined, generally refer to measures
taken by financially strained borrowers to restructure

their debt outside of formal bankruptcy proceedings or to
secure funding through unconventional methods to address
liquidity challenges. As seen in Charts 2 and 3, the trigger for
restructuring activity is primarily due to liquidity or maturities,
while the solution can take many forms, with LMEs being one
of the main avenues. These exercises can provide borrowers
with the necessary breathing room to stave off or delay a full
default. However, they often lead to varying outcomes for
investors holding the same debt instrument. This can create
opportunities for new money investments but also risks,
such as the reprioritisation of existing claims on a borrower’s
collateral. To successfully navigate the complexities of the
LME market, investors must carefully weigh these risks and
opportunities, leveraging strong legal expertise and industry
relationships to position themselves effectively.

Chart 2: European restructuring deals by trigger (2024)
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Source: 9fin, as at December 2024.

Chart 3: European restructuring deals by type (2024)
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The current restructuring landscape reveals a complex
interplay of trends, challenges, and opportunities across both
U.S. and European markets. In the U.S., LMEs have become

a prominent tool for addressing distressed debt, often involving
distressed loan exchanges where creditors face valuation
haircuts. The growing use of tiered debt structures in LMEs

has also created significant disparities among creditors. Those
providing fresh capital often take priority, leaving lower tier
creditors with substantial losses and speculative, illiquid debt.

Private equity (PE) firms play a central role in these
restructurings, frequently prioritising insider groups while
sidelining smaller or outsider creditors, a strategy that has
raised concerns about their reputation in markets.

Legal and market dynamics add another layer of complexity.
While recent court rulings, such as the decision against
Serta Simmons Bedding’s restructuring, have offered some
hope for creditors, companies continue to exploit legal grey
areas. Meanwhile, private credit markets provide alternative
funding options, keeping competitive pressure high. Outsider
creditors are increasingly forming minority groups to resist
unfavourable deals, though the dominance of large asset
managers in negotiations often leaves smaller creditors

at a disadvantage. These dynamics have contributed to
rising borrowing costs and growing scepticism about PE
firms’ abilities to manage companies effectively, potentially
dampening broader economic investment.

“Outsider creditors are increasingly
forming minority groups to resist
unfavourable deals, though the
dominance of large asset managers
in negotiations often leaves smaller
creditors at a disadvantage.”

These complexities highlight the importance of a thoughtful
and strategic approach to restructurings and distressed
investing. Our focus on Europe and more specifically
mid-market transactions positions are based on the
following observations:

1. A European advantage: stability in jurisdictional
frameworks

While aggressive restructuring tactics, such as “divide and
conquer” strategies by PE firms, are more commonly seen
in the U.S., Europe offers a more structured environment.
In many European jurisdictions, creditors within the same
class (e.g. first-lien or second-lien lenders) are required to
be treated equally. This legal framework reduces the risk
of unequal treatment and fosters a more collaborative
restructuring process.

2. Mid-market focus: simplicity and efficiency

Unlike the multi-layered capital structures often seen in
large-scale restructurings, mid-market transactions are
typically more straightforward. Smaller lender groups and
tighter documentation reduce the number of stakeholders,
streamlining negotiations and decision-making. This simplicity
allows us to focus on delivering tailored solutions without

the disruptive influence of hedge fund “gorillas” or overly
aggressive creditor tactics.



3. Smaller cap structures: leading with impact

Working with smaller cap structures can offer key
advantages and insight. By being actively involved as

a leader or co-leader within ad-hoc groups or bank steering
committees, ensures that key interests are front and centre.
This hands-on approach allows an investor to craft innovative
solutions, drawing on insights from both European and U.S.
restructuring trends, while avoiding the pitfalls often seen

in more complex deals.

4. Proactive solutions for a changing landscape

The evolving restructuring market, particularly in Europe,
presents both challenges and opportunities. From the
emergence of U.S.-style tactics to the growing prevalence of
creditor co-ops, we stay ahead of the curve by leveraging our
deep market knowledge and strategic expertise. Whether it’s
addressing lender dissatisfaction through inclusive solutions
or navigating intricate debt waterfalls, our approach ensures
that all stakeholders are positioned for optimal outcomes.
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