






ROUND TABLE DISCUSSION 
ALTERNATIVE FIXED INCOME AND CREDIT STRATEGIES 

 By Hamlin Lovell – HedgeNordic 

HedgeNordic invited fund managers and allocators to 
Copenhagen for a round table discussion on alternative 
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highlights and key findings of this discusion

Liability-driven Investing and 
Cash-flow-driven Strategies
Franklin Templeton’s Peter Vincent explained that while 
some pension fund sponsors face an imperative to de-
risk through immunisation and liability-driven investment 
(LDI) strategies, such strategies are likely to become more 
cash-flow driven as pension funds mature, and become 
cash-flow negative.

How much interest rate duration 
is appropriate?
Though some pension funds may have little or no latitude 
to vary their interest rate duration, less constrained, or 
unconstrained investors can choose to run varying de-
grees of positive, or negative, duration. 

Oddo’s Martin Dreier was of the opinion that, given na-
scent inflation in Germany near the ECB 2% target, and 
QE tapering with unwinding of Fed and ECB balance 
sheets, “very prudent duration strategies are appropri-
ate. I wouldn’t be very long duration”. Capital Four’s Rene 
Kallestrup agreed that “investors are not being compen-
sated for taking interest risk based on expected paths for 
growth and inflation, and should hedge interest rate risk 
or invest in floating rate assets”. Vincent calculated his 
multi-manager fund’s average duration as being quite low, 
at 2.5 years, but pointed out that the geographic location 
of duration may matter more than the global average. 

European versus US and EM credit 
Though headline absolute yields on corporate credit ap-
pear higher in the US, this is a function of higher risk-free 
interest rates and lower credit ratings. Dreier and Kall-
estrup explained that higher credit spreads in the US are 
mainly due to the US high yield market today having a 

higher proportion of C-rated credits. 
Holding credit ratings constant – and 
hedging USD back to European cur-
rencies – Kallestrup saw only a mar-
ginal yield pickup from US credit. 

Dreier went further and argued that 
the US market is in fact richer than 
the European market. Converse-
ly, Vincent still viewed spreads as 
tighter in Europe, and his managers 
are running a short Europe/long US 
spread trade in high yield. Vincent’s 
managers also see value in a selec-
tive, emerging markets carry trade 
- not hedging the currency risk - par-
ticularly in EM local currency debt, 
where spreads are at ten year highs. 

Dreier, Kallestrup and Pension Dan-
mark’s Kim Nielsen view the US 
credit market as being a larger, deep-
er and more efficient market whereas 
the much younger European credit 
markets (where high yield began life 
in 1998) are seen as less efficient. For 
example, Kallestrup is alert to market 

dis-locations and, in 2016, oppor-
tunistically bought bank capital that 
sold off by 15 to 20 points.

Longs Versus Shorts 
Dreier can go short, but has a long 
bias and is currently “full-blown long 
European and overseas credit” be-
cause although “yields are really low, 
expected default rates are also really 
low”. Dreier reckons converged credit 
markets are not adequately discrimi-
nating between names, and is care-
fully selecting those credits expected 
to hold up better in the next sell-off.

Vincent’s managers are also running 
positive credit spread duration. They 
find that market dispersion is greater 
in credit than in equity markets, which 
provides opportunities for active 
managers to pick off anomalies. Vin-
cent expects higher interest rates will 
increase dispersion and improve the 
opportunity set for active managers.
	  
Vincent’s managers do not have an 
outright short stance, but do find 
sectors vulnerable to rising rates are 
one short theme; company-specific 
threats from regulation are another. 
Kallestrup is identifying structural 
short candidates in sectors facing 
secular challenges, and/or sectors 
seeing cyclical downturns. He finds 
ever “tighter credit spreads make it 
cheaper to short such credits”.

 Senior Secured Loans 
Kallestrup sees primary senior se-
cured loans associated with lever-
aged buyouts as offering attractive 
credit spreads of 400-450 basis 
points. This is still above pre-crisis 
levels, and risk is mitigated by an equi-
ty cushion. These longs are balanced 
against shorts in high yield indices 
and single names, to limit market risk.

Kallestrup rotates between loans 
and bonds according to their relative 

value. He accepts that loans’ current 
yield premium over high yield is part-
ly an illiquidity premium. Nykredit’s 
Lene Bostrup would only contem-
plate senior secured loans as a lon-
ger term, strategic, holding, as they 
are not liquid enough for Nykredit’s 
tactical asset allocation team to re-
balance exposures. 

Investment Grade 
Corporate Debt
Kallestrup recognised that invest-
ment grade credit has limited de-
fault risk, but pointed out that it 
has greater interest rate sensitivity 
than non-investment grade. (With-
in investment grade, Capital Four 
sometimes finds value in ‘BBB’ rated 
insurance capital rather than corpo-
rate credit). Dreier is cognisant of the 
interest rate risk, and has allocated 
more than 40% to investment grade, 
emphasising longer credit spread du-
ration. Secondary issues associated 
with M&A offering premiums have 
contributed significant performance 
to the fund. 

Structured Credit 
Structured credit – which can be 
composed of senior secured loans, 
ABS or other collateral – also offers 
a yield pick-up, which Spektrum’s 
Phillip Riise finds appealing within a 
well-diversified portfolio. The long 
menu of risk/reward profiles makes 
structured credit very versatile. For 
instance, recently, Riise has used se-
nior tranches of CLOs as a substitute 
for short-dated fixed income expo-
sure, thereby reducing interest rate 
risk.  Kallestrup has opportunistically 
rotated into structured credit, for in-
stance after the sell-off in 2016. Cur-
rently, Capital Four prefers to own 
loans directly rather than leveraged 
CLO tranches, which do not offer 
enough extra yield to compensate 
for the extra volatility, in Kallestrup’s 
opinion. 
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Vincent’s managers have been trading structured credit 
from both the long and the short sides, with short themes 
having included US shopping malls. Going forward, Vin-
cent views non-agency mortgages as well supported by 
US housing market fundamentals. He also expects non-
agencies will be less vulnerable to QE tapering than the 
agency mortgages that populate the Fed’s balance sheet.

Kallestrup keeps an eye out for buying opportunities in 
non-mortgage ABS, such as student, auto, credit card and 
consumer loans, but does not generally find that spreads 
today compensate for credit risk (with the exception of 
certain pre-crisis, off-the-run, ABS). 

Nielsen agrees that “structured credit can offer a complex-
ity premium and less efficiently priced exposure… but we 
are keen to find partners who can ensure that it’s the right 
kind of complexity and offers a sufficient yield premium”.

Stressed and Distressed 
Kallestrup is not emphasising distressed, but is flexible 
enough to capitalise on stressed and distressed opportuni-
ties in a few special cases. For instance, Capital Four found 
a senior secured bond sold down to below fifty cents a year 
ago, which will now be refinanced at par (one hundred).  

Nielsen agrees that allocators need to make sure they 
ready to quickly take advantage of distressed opportu-
nities when they appear, as the due diligence manager 
search for finding the right partner can take too long. 
Vincent agrees that contingency plans with the right man-
agers should be in place before the opportunities come. 
Right now, Vincent reckons “it is more about being op-
portunistic on distressed, because it’s better to be late 
than early”.

Choice of Instruments 
Vincent’s managers align their portfolio liquidity and 
choice of instruments with the product’s daily dealing, 
and UCITS-compliant, structure. This means derivatives 
such as credit default swaps and total return swaps (TRS) 
are used on the short side, though cash bonds can be 
used on the long side.

Oddo can use derivatives to exploit technical market 
moves, but is not seeking to earn basis between cash 
bond and synthetic/ derivative credit instruments, being 
wary of this basis risk. For strategic hedges, Dreier uses 
TRS to hedge without basis risk – and can also use TRS to 
over-hedge and take a short position.

Kallestrup uses credit default swaps, or iBoxx indices (via 
ETF or TRS) for hedges, and finds that the basis risk can 
even be beneficial when indices sell off hard in response 
to a market rout.

Liquidity in Credit Markets 
Vincent finds that liquidity risk is greater for high yield 
than investment grade, and can be managed through di-
versification, counterparties and monitoring market flows. 

Dreier seeks to manage liquidity risk for his daily dealing 
product in multiple ways: a centralized trading desk; close 
monitoring of repo markets; risk management department 
liquidity evaluations; and limits on the percentage of any 
bond issue owned.

Kallestrup keeps “good trading relationships with the Lon-
don and U.S. banks” and is well aware that today’s liquid-
ity could dry up in a weaker credit market. When weaker 
hands become forced sellers, Capital Four aims to stay 
liquid enough to pick up cheap blocks of bonds. Nielsen 
does not want to become a forced seller.

Vincent’s managers generally trade the senior, liquid ends 
of four credit sub-asset classes: corporate investment 
grade and high yield, structured credit, and emerging mar-
ket debt. In the insurance linked space, liquid CAT bonds 
could be traded but private ILS are off limits. Vincent 
acknowledges that the UCITS fund structure means his 
managers cannot expect to collect illiquidity premia. 

Fees for Credit Strategies 
If return expectations for liquid strategies are lower, so 
too are fees in some cases. Vincent’s vehicle is not paying 
any performance fees for liquid credit strategies. 

Kallestrup thinks that high yield ETF fees are often higher 
than actively managed, long only credit funds, that have 

outperformed passive approaches. “It makes sense to buy 
an ETF in equities, but not an ETF in credit” he points out. 

Kirstein’s Simon Sparre finds there is less fee pressure in 
alternative credit. Kallestrup agrees, saying “for an ab-
solute return focused fund it still makes sense to have 
a management fee and a performance fee to make sure 
the manager is on top of finding the best ideas across as-
set classes”.  Nielsen is also prepared to pay performance 
fees, where complexity and inefficiency allow managers to 
add value. Vincent sees lower management fees, but not 
lower performance fees, on the illiquid side. 

Managed Accounts 
Nielsen finds that fees are only one reason for managed 
account solutions, which can also be driven by other spe-
cial requirements. Kallestrup is happy to set up managed 
accounts (above a certain size) to cater for clients’ prefer-
ences for credit risk, interest rate risk, and other restric-
tions. Nielsen estimates that at least EUR 100 or 200 mil-
lion is needed to make managed account fees and costs 
competitive with those on a fund. 

Franklin Templeton uses its own “open architecture” in-
frastructure platform for managed accounts, which lets 
managers keep their counterparty, legal and operational 
relationships and arrangements, reducing costs and mini-
mum feasible ticket sizes. “This setup makes it more at-
tractive, efficient, and easier for the manager to open up 
the account in the first place” Vincent explains. Vincent 

invests extensively through managed accounts and finds 
the operational complexity is worthwhile in return for 
transparency and control in terms of risk aggregation and 
risk management.

Illiquidity and Complexity Premia 
Nielsen judges “export credit agency finance on longer-

term transactions makes good sense for investors who 
have the operational set up of banks to handle it inter-
nally”. But he doubts whether many pension funds do 
have such wherewithal. Nielsen also views infrastructure 
equity, including renewables, as a source of yield pickup 
versus fixed income – but again, it is much more labour 
intensive than investing in financial instruments, with one 
local manager having fifty staff.

Vincent can make use of Franklin Templeton’s insurance-
linked securities capability and is closely looking at US 
wind – the biggest ILS risk, where double ‘B’ rated CAT 
bonds that once paid higher yields than comparable cor-
porate credit have, until recently, offered smaller spreads. 
He thinks that the devastating hurricane losses “may have 
a significant impact on the capital available to the insur-
ance market that tends to kick off an upward movement 
in the pricing cycle, where premiums are renewed annu-
ally in January”. Vincent is also cognisant that the sheer 
weight of capital may mean this turns out to be a false 
dawn, but he is monitoring it closely. 

Jensen Capital Consulting’s Allan Lorentzen also reckons 
“it should be interesting to look at picking up those premi-
ums right now after this disaster. In our view, it’s still a bit 
early though, because the losses haven’t really been ac-
counted for, yet, and some of the losses so far are mainly 
in the uninsured space”.

Round table participants were somewhat more cautious 

on life insurance related investments, due to some per-
ceptions around ESG issues and potential moral hazard. 
However, these concerns are probably in fact miscon-
ceptions. Vincent points out “For any number of reasons, 
people may need or want to sell their life policies early in 
order to get the benefit of getting their money up front”.
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Lene Boserup

“If the liquidity is not enough, for our tacti cal asset al-
locati on team, it’s diffi  cult for them to make the switch-
es. So, if we should invest, it should be as a strategic 
positi on, not tacti cal”.

Rene kallestrup

“We fi nd the best value in primary senior secured loans 
undertaken as part of a leveraged buyout. Senior LBO 
loans are levered around fi ve ti mes EBITDA and you 
have a “fresh” equity coming in on top of this of around 
fi ve ti mes EBITDA; thereby acti ng as a good cushion in 
case of deteriorati on in the credit quality”.

philip Riise

“We see a yield pick-up in the private debt markets. The 
exercise is splitti  ng the pick-up apart and fi nding out 
where it stems from. Is it from illiquidity or is it from ad-
diti onal risk factors, which might be diffi  cult to catch?”

Allan Lorentzen

“Generally speaking, it should be interesti ng to look at 
picking up those [catastrophe bond] premiums right 
now aft er this disaster. In our view, it’s sti ll a bit early 
though, because the losses haven’t really been ac-
counted for, yet”.

SENIOR SECURED LOANS

STRUCTURED CREDIT

peter Vincent

“Arguably, all credit markets are 
somewhat arti fi cial at the moment 
thanks to the central banks’ QE 
programs, and maybe that has 
greater impact on credit markets in 
Europe than in the U.S”.

Martin Dreier

“Comparing on an aggregated level 
of spreads, the U.S. is rather rich 
compared to Europe, (aft er taking 
out the credit quality bias) and 
hedging costs”.

Simon Sparre

“In the insti tuti onal space, with a lot of 
assets going passive, many investors 
will accept that they must pay for some 
of the alternati ve structures to get more 
bang for the buck. Fee negoti ati ons are 
not as strong in the alternati ve space.”

EUROpEAN VERSUS US CREDIT

kim Nielsen

“There is defi nitely some complexity premium and 
some less effi  ciently priced exposure in structured 
credit. But we are well aware that managers need to 
work hard to fi nd it. They need to be able to look 
through the structure to be sure that they are getti  ng 
the intended exposure.”

kim Nielsen

“We’ve looked into export credit agency fi nance on 
longer-term transacti ons, and it makes good sense for 
investors who can handle it internally”

ILLIqUIDITy AND COMpLEXITy pREMIA

FEES
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