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In our latest Strategy in Focus report, we present
a guide for LPs to two of the most recently
discussed fund strategies in private debt. We
examine AUM growth, performance and investor
interest as the economic mood shifts

> Special situations funds have outraised distressed

debt since 2022 as mandates evolve beyond specific
points in the economic cycle

> Average performance of special situations funds is
less connected to distressed debt since COVID-19;
average median IRR of 8% since 2014

2> Mezzanine debt’s share of private debt AUM has
steadily declined since a peak in 2006 but investor
interest is returning
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Private debt’s second
largest strategy

Special situations as a
strategy has overtaken
distressed debt in terms
of global AUM, becoming
more popular over the
past five years
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Special situations and distressed debt strategies mix elements of debt and equity
strategies, with the former generally having a broader mandate than the latter. A
distressed debt fund is most likely to be involved during a creditor’s bankruptcy, while
a special situations fund would intervene prior to that point. Some blended strategies —
commonly called ‘credit opportunities’ or ‘capital solutions’ funds — are also beginning
to emerge as GPs look to expand the pool of opportunities available to them.

While distressed strategies look for firms facing specific financial difficulty, a
special situations fund may lend to firms undergoing any type of unique situation
deemed temporary. Distressed strategies generally fell out of favor in the 2010s amid
unfavorable macro conditions after the Great Financial Crisis (GFC). In June 2024,
special situations as a strategy overtook distressed debt for the first time, if only by
a small margin, to become the second largest private debt strategy by assets under
management (AUM) (Fig. 1.1). Global special situations strategy’s AUM was $283.4bn,
versus $2811bn for distressed debt; this is significantly smaller than direct lending’s
AUM of $816.8bn.

Fig. 1.1: Special situations AUM narrowly passes distressed debt
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Interest in special situations funds remains robust (Fig. 1.2). When asked in November
2024, 45% of more than 250 investors surveyed believed special situations funds
presented one of the best opportunities of private debt strategies, second only to
direct lending. This figure was relatively steady year on year (46% in November 2023).

Fig. 1.2: Investor interest in special situations strategy surpasses
distressed debt
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Each year since 2022, special situations funds have outraised distressed debt
strategies, with special situations funds raising on average $33.4bn annually from 2022
to 2024 (Fig. 1.3). That is slightly above the $28.2bn average raised from 2017 to 2021,
the five-year period prior. From 2009 to 2016, this figure was just $12.0bn. While this
significant uptick coincided with an overall increase in private debt fundraising, there
are some unique drivers of special situations funds’ increase in fundraising.

Some fund managers have blended their traditional distressed debt businesses
with a wider mandate into ‘opportunity’ or ‘capital solution’ funds, leaning them
towards special situations funds. This expands the pool of opportunities available to
them and may help ease LP concerns about funds being too limited in scope. As these
spread, they naturally draw capital away from a distressed strategy and towards a
special situations strategy. This can be partly attributed to issues within distressed debt
itself, with returns lagging somewhat in the years after the GFC. Wider mandates also
allow special situations funds to take advantage of a broader range of opportunities not
limited to specific points in the economic cycle.

Most special situations funds raised are focused on North America in a
slightly higher proportion than private debt funds as a whole. Part of this is due to a
bankruptcy process that historically has been faster than in many other advanced
economies and part is due to the US simply being the largest market for all private
assets. In 2024, 65% of special situations funds raised focused on North America, while
27% focused on Europe, per Preqin’s classifications (Fig. 1.4). From 2020 to 2024, 74% of
the $165bn raised focused on North America, while 16% focused on Europe.

The proportion of capital raised by special situations funds in North America is
in line with the capital targeted. As of January 2025, 66% of capital targeted by special
situations funds in market was focused on North America (Fig. 1.5).
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Fig. 1.3: Special situations funds have outraised distressed debt funds for

three years
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Fig. 1.4: Most special situations funds focus on North America
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Fig. 1.5: Special situations funds continue to target North America
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Over the past few years, the amount of capital being sought by private debt fund
managers has increased substantially, rising to $529bn as of January 2025, more

than double the pre-COVID-19 level of $191.7 billion in January 2020. The number of
private debt funds in market have risen to above 1,300 as of January 2025, more than
three times the number of funds in January 2020. Though this increase is being driven
by direct lending, which currently sees 743 funds in market seeking $317bn, special
situations funds have also seen an uptick in funds currently being raised (Fig. 1.6).

Fig. 1.6: Special situations fundraising ambitions moderate
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As of January 2025, fund managers were seeking $77bn in special situations funds,
down slightly from $78bn in the year prior but more than double the $33bn sought in
January 2020, a 135% increase in funds sought. This is a smaller increase than direct
lending and distressed debt have seen, with a 242% and 171% rise, respectively. This
stands in contrast to the amount of funds being raised, where special situations funds
have outraised distressed strategies, with the former raising $165bn from 2020 to 2024,
compared to $144bn for distressed debt (Fig. 1.3). Some of these funds raised may

be due to market optimism about distressed debt opportunities in the aftermath of
COVID-19, which led GPs to launch more distressed debt funds.

First-time fund managers raise larger funds within special situations

Within private debt as an asset class, the average fund size for a first-time manager
was $195mn from 2020 to 2024, while that same figure for special situations funds
was $264mn (Fig. 1.7). At the same time, experienced managers (those who have
raised four or more funds) within special situations funds have seen similar size funds
to experienced managers across all of private debt ($1.1bn and $1.0bn respectively
from 2020 to 2024). It is unclear why this is the case, but it may be related to the
specialties needed to be successful in the strategy, such as experienced lawyers or
restructuring experts.

Fig. 1.7: Experienced managers in special situations funds grow fund size

Average special situations fund size: first-time vs experienced managers*

1,600
~ 1,400
C
e}
€ 1,200
[}
N
o 1,000
©
C
2 800
()
)
s 600
(0]
>
< 400
200
0
E 9 @ ¥ v o~ 99958 g §
&« I & R 8 I 3 88 88 g8 g8 ¢
Year of final close
——First-time fund managers —— Experienced fund managers

Source: Preqgin

*We define experienced managers here as those with four or more funds

Overall, while special situations fundraising and AUM have not experienced the same
rapid growth as direct lending, the strategy continues to see some success and steady
expansion as it manages to expand GP mandates beyond traditional distressed debt
opportunities. Fewer fund managers have entered the market than the rest of private
debt, as the special situations strategy has not gained the popularity of direct lending
nor seen the GP interest that distressed debt did in the aftermath of COVID-19.

Despite a slower growth rate than direct lending, the special situations strategy’s
recent passing of distressed debt as the second largest private debt strategy globally
is notable and a sign of the strategy’s prominence in private markets, with underlying
economic and market factors pointing towards some continued strength.
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Economic volatility favors
special situations

The lines will continue

to blur between special
situations and distressed
debt strategies as the
wider scope of the latter
has bolstered returns

Nicholas Mairone
VP, Research Insights
nicholas.mairone@preqgin.com
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Since the GFC, the relative position of special situations and distressed debt strategies
has shifted, with the former overtaking the latter’s AUM. Going forward, we would
expect this trend to continue as many distressed debt managers look to expand

their mandates by offering ‘capital solutions’ funds, which may overlap in mandate
with traditional special situations funds. Distressed debt tends to be sensitive to
macroeconomic and market conditions while special situations funds attempt to

have a more diversified opportunity set. Looking at special situations fund returns, the
average lower quartile return across the 2014-2022 vintages was 7.4%, never falling
below 3.8% (Fig. 21). Further, median returns never fell below 8% in those vintages.

Fig. 2.1: Median IRR relatively steady since 2018
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Looking across vintages, special situations fund returns are comparable to distressed
debt peers, with some outperformance in the more recent distressed debt vintages
(Fig. 2.2). This may be due to the unique circumstances of COVID-19 related market
displacements, which opened the door for distressed funds.

Fig. 2.2: Historically, similar net IRRs to distressed debt funds
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Given overall similar return profiles, and consistent performance across managers,
LPs may favor special situations funds over distressed funds in some cases, with the
latter more capable of taking advantage of specific market disruptions. This is not to
say that distressed debt funds cannot outperform — it may be the case that distressed
debt sees a wider dispersion of returns, meaning that the top-performing distressed
debt managers offer significantly higher returns than the worst performing managers,
intensifying the need for appropriate due diligence.

Volatile economic outlooks are a potential boon

The economic outlook over the next few years is increasingly uncertain. Even with
interest rates down from their peaks, they are well above their levels from the 2010s. At
the same time, for the first half of the 2020s, real growth is relatively high and central
banks remain focused on inflation, ready to switch policy stances at a moment’s
notice. The outlook for the second half of the decade is uncertain, with inflation proving
somewhat stickier than anticipated. Compare this to the 2010s, when growth was slow
but positive, and inflation was low. In the aftermath of the GFC, many policymakers
were hesitant to allow any sort of broad-based credit stress, worried that it may lead
to another acute economic or financial shock.

This potential mix — positive levels of economic growth and policymakers
accepting some level of volatility in markets — opens the door for special situations
funds. Fund managers can offer a variety of financing options for borrowers, with less
concern about rapid policy interventions eroding the opportunity, as may be the case
for distressed debt funds. Moreover, if economic growth is positive, there may be more
policy leeway to allow for credit stress, expanding opportunities for fund managers.
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Some challenges from shifting debt portfolios

One potential issue for special situations fundraising going forward is the nature of LP
commitments to debt funds. When asked, most LPs state that they invest in private
debt funds for income generation, with a much smaller figure responding with interest
in generating returns, which may lead to a change in how a return-based debt strategy,
such as special situations, is seen by LPs.

Another consideration for some managers may be that one of the reasons for
long-term optimism of asset growth in debt funds is the shift to considering some
debt strategies as fixed income products. This allows them to take up a larger share in
client portfolios, where large allocations are usually given to fixed income. The special
situations strategy will not be considered in the fixed income product grouping due
to its investment profile, making LPs more likely to consider it separately from other
lending strategies. This may limit insurance and retail investment, where liquidity and
income are more important.

Overall, the special situations strategy retains a relatively positive outlook. LPs
tend to have more stable positions for their investments in special situations funds
than distressed debt, though there has yet to be a deluge of special situation funds
in market, even as distressed managers seek new capital. Still, the special situations
strategy will likely lag direct lending and other fixed income-adjacent strategies in
terms of asset accumulation in the years to come as it lacks the consistent income
generation that is drawing many LPs to private debt.
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Investors sighal mezzanine rebound

) . ith public markets struggling year to date, especially on the equities side, and a mixed
After declining in favor e
te de.C . 9 avo nmacroeconomic picture with resilient fundamentals, we see signs of increased investor
due to high interest interest in mezzanine debt - a strategy particularly favored by allocators seeking a
. combination of downside protection while maintaining strong performance potential.
r mezzanin
qtes' ezza . e de.bt In the 10 years to 2024, mezzanine averaged a 14% share of dollars raised (Fig
as a strategy Is seeing 31). In 2024, fundraising was concentrated in direct lending, responsible for 72% of the
renewed investor interest funds raised, significantly up from its 10-year average of 50%. All non-direct lending

strategies lost share as a consequence, but mezzanine was disproportionately affected.

Fig. 3.1: Mezzanine debt’s share of private debt AUM has steadily declined since
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Mezzanine share of private debt capital raised

100%

~~

T 90%

<

©

& 80%

@

—

= 70%

E=

Q

s 60%

8}

)

2 50%

©

L 40%

©

2

5 30%

Y

° 20%

5

o I I I I

0% I
R I EE R h

by

Q0 000000062828883888208¢vc0oo
FddddddIgqg T NN S

Source: Pregin Pro

The current interest rate environment may provide a turning point for sentiment
towards mezzanine debt. Throughout 2024, we had elevated interest rates. Looking at
overnight rates (Fig. 3.2), we can see that 2024 was a high-water mark for interest rates.
This had two effects, one was to suppress LP demand for mezzanine — with senior
loans yielding enough to meet their mandates, there was little reason to stretch to
riskier mezzanine loans.

Fig. 3.2: Overnight rates have reduced from recent peak
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The second effect was from the portfolio company side. The higher interest rates
likely damped demand for mezzanine loans from borrowers. Now as the interest
rate outlook has stabilised to one of moderate cuts in 2025 (at the time of writing,
consensus is for two or three 25bp cuts by the end of 2025), we may see increased
deal activity as rates come down, spurring increased borrow demand.

Early signs of a bounce in investor interest in mezzanine

This is backed up by our most recent investor survey results, where we see a sharp
reduction in interest toward direct lending (from 67% of investors saying it presents
the best opportunities in November 2023 to 54% in November 2024), and an uptick
in interest towards mezzanine debt (from 27% to 34%) over the same period (Fig.
3.3). It may be that investors are seeking to anticipate rate cuts by allocating to higher
returning mezzanine over direct lending.

Fig. 3.3: Direct lending interest falls back slightly
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It is worth noting that in an environment of strong economic growth, subdued inflation
and moderate rate cuts would likely result in a continued benign default environment,
all of which would support more junior portions of the capital structure such as
mezzanine. So far the data is consistent with this scenario, although if inflation picks
up that would likely prove to be a headwind, as the market would price in higher for
longer rates. We see a meaningful pick up in performance for allocating to mezzanine
over direct lending. In the three years to June 2024, direct lending yielded 5.9% IRR
compared to 121% for mezzanine (Fig. 3.4).

1 CME Fedwatch showed 32.6% implied probability of 350-375bp rates for 10 December 2025 meeting,

accessed 13 March 2025
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Fig. 3.4: Mezzanine shows higher returns than direct lending
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GPs are expecting steady demand for mezzanine debt funds

Most GPs are in a good position to gauge the outlook for fundraising as they sound

out LPs ahead of launching a fund. Funds-in-market data gives an indication of the
outlook for mezzanine fundraising. Although the target capital to raise is lower than in
the recent past, it is in line with the five-year average. Aggregate capital targeted as of
January 2025 is $32.8bn, compared to a five-year average of $38.0bn (Fig. 3.5). In terms
of geographic split, GPs are consistent between mezzanine and special situations

Fig. 3.5: GPs target direct lending for fundraising over mezzanine
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funds, with 65% of mezzanine target fundraising for North America-focused funds
compared to 66% for special situations funds. This is consistent with GPs following LP
demand for higher returning strategies in the strongest economies.

Across private debt we see that raising a first-time fund is very challenging, and
we see a similar picture for mezzanine. First-time managers’ average fund size is at an
all-time low of $37.3mn in 2024, while the experienced fund managers’ average size is
$443.8mn. Investor preference for the largest and most experience managers is due
economies of scale within private debt.

Mezzanine may benefit in multiple economic scenarios:

We see signs of investor interest after a period of a declining share of fundraising and
AUM. That being said, in absolute terms the strategy is holding steady. Looking ahead,
the macroeconomic outlook and consequent interest rate will be key.

High growth, low inflation scenario: If we see a repeat of the last couple of years —
declining inflation against strong growth — investors may favor mezzanine as they seek
to maintain nominal yields in a declining rate environment.

Inflation resurgence scenario: If we see a resurgence in inflation, leading to higher
rates and weaker growth, the most likely outcome is private debt investors continuing
to heavily favor more defensive strategies, such as direct lending.

Public equity sell-off: If we see broadly sound economic fundamentals but a sell-off
in public equities, we may see mezzanine shine in terms of investor interest. Investors
would likely seek to derisk by shifting from equities into debt. But with return targets
to meet, locking in the larger spread offered by mezzanine over direct lending may

be appealing.
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