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EXECUTIVE  SUMMARY

sovereign  bonds.  The  US  and  European  governments  have  been  downgraded.  Bank-bailouts  rewrote  the  traditional  order  and  

have  forced  both  borrowers  and  institutional  investors  to  reconsider  their  options.  

As  interest  rates  have  been  consistently  pushed  down  since  2008  to  keep  the  global  economy  going,  investors’  hunger  for  yield  

But  with  Janet  Yellen  tapering  the  Fed’s  Quantitative  Easing  programme  and  UK’s  Mark  Carney  pondering  whether  interest  rates  
should  rise,  much  of  the  world  is  now  shifting  from  unconventional  policies  that  softened  the  effects  of  the  crisis,  towards  the  end  
of  cheap  money.  

With  rates  bottoming  out  and  corporate  spreads  having  normalised,  the  great  bull-run  in  bonds  seems  over.  Investors  need  to  
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GRAPH  1:  Rates  have  fallen  to  historic  lows

Source  :  Bloomberg  
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Source  :  BOAML  (ER00  Index,  WSOV  Index)

Current  market Effective  
Yield

Effective  
Duration

Euro  Gov 1.60% 6.60

Euro  IG 1.76% 4.52

Euro  HY 3.66% 2.92

THE  END  OF  THE  LOW  INTEREST  RATE  ERA
SEVEN  YEARS  OF  CHEAP  MONEY  ARE  COMING  TO  AN  END.  INVESTORS  MUST  PREPARE

Interest  rates  have  been  falling  consistently  since  the  early  1990s,  with  major  troughs  highlighting  the  various  economical  and  
see  Graph  1

from  capital  appreciation  as  rates  declined,  they  now  face  the  prospect  of  falling  bond  prices  as  rates  go  up  again.  

  
  
  
  
  
  
  
  
  
  
  
  
  
  
  

sector,  a  large  component  of  corporate  issuance,  took  a  hit  
from  2007.  Country  downgrades  and  events  such  as  the  
Eurozone  crisis  mean  that  sovereigns  are  no  longer  risk-free.  
The  number  of  AAA-rated  issuers  in  both  the  sovereign  and  
the  investment  grade  world  has  dropped,  affecting  yields  and  

Graph  2).

With  the  end  of  cheap  money  approaching,  investors  now  face  two  major  concerns  that  need  to  be  addressed:  the  
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GRAPH  3:  It’s  all  about  the  default  rate

Source  :  Data  from  Moody’s  Investor  Service  as  of  28/02/2014.  

NEW  FIXED  INCOME  STRATEGIES  REQUIRED  
MAINTAINING  INCOME  STREAMS  WHILST  PROTECTING  CAPITAL  REMAINS  A  DELICATE  
BALANCING  ACT  

With  rising  rates  on  the  horizon,  alternative  credit  strategies  may  be  required  to  complement  traditional  long-only  Fixed  Income  
investments  in  order  to  generate  income  and  manage  risk.  Regulatory,  structural,  technical  and  fundamental  drivers  of  change  
in  the  Fixed  Income  market  will  also  need  to  be  carefully  considered.  How  can  investors  assess  the  major  factors  affecting  their  
investment  strategies?  

The  key  for  many  investors  is  to  focus  on  alternative  credit  investment  opportunities,  such  as  High  Yield  corporate  credits  which  

to  mitigate  key  risks.  

Contained  default  rates:  a  positive  stance  for  High  Yield  strategies

is  well  below  the  long-term  average  of  4.5%.  It  stands  at  a  low  level  of  2.4%.  A  sharp  rise  in  default  rates  seems  unlikely  as  the  

easier  to  meet.  Growth  in  the  US  and  even  low  growth  in  Europe  should  increase  their  revenues,  meaning  there  will  be  more  

Yet,  the  expansion  of  the  High  Yield  universe  has  not  been  without  its  pitfalls.  ‘Fallen  Angels’  can  drop  from  the  upper  rating  
echelons  to  the  more  speculative  grades,  thus  sharply  impacting  their  bonds’  valuations.  However,  while  default  rates  spiked  in  
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Sources  :  BOAML,  Bloomberg  (data  as  of  March  2014)

Time  for  an  upgrade

If  corporates  are  in  better  shape,  so  are  the  ‘Fallen  Angels’.  The  additional  cost  of  servicing  their  loans  when  risk  premia  rose  
was  a  strong  motivation  to  get  themselves  back  into  shape.  Automakers  and  basic  material  producers  for  instance  have  cut  their  

the  same,  with  an  extremely  big  regulatory  push  from  governments  who  do  not  want  taxpayers  to  shoulder  the  cost  of  any  future  
bailouts.

Thus,  many  ‘Fallen  Angels’  are  now  the  new  ‘Rising  Stars’.  
They  are  seeking  rating  upgrades  with  a  shift  back  up  from  

a  strong  indication  that  investors  believe  a  business  will  be  

A  move  from  a  CCC  rating  to  a  B  rating  is  worth  a  lot.  It  could  
mean  spreads  tightening  by  as  much  as  212  basis  points.  For  
holders  of  the  bonds,  that  could  equal  an  uplift  of  8%  or  9%  in  
the  value  of  their  particular  holding.

The  key  is  to  buy  the  right  ‘Rising  Stars’  at  a  good  price,  based  
on  thorough  research  and  fund  manager  conviction  that  an  
upgrade  is  in  the  pipeline.

Mergers  and  acquisitions

beyond.

partly  in  response  to  the  crisis.  But,  just  like  sovereign  bond  investors,  those  companies  are  making  little  or  no  money  on  their  
investments.  With  the  crisis  largely  over,  it  is  time  to  reinvest.  

-
vision  bundled  product  offers.

In  Q1  2014,  the  value  of  merger  deals  announced  globally  was  54%  higher  than  in  the  same  quarter  the  previous  year,  according  

M&A  is  also  positive  for  equity  holders  as  they  usually  receive  a  premium  for  agreeing  a  deal.  A  similiar  situation  can  happen  in  
the  bond  world  as  debt  holders  are  bought  out  on  preferential  terms  or  get  their  rating  upgraded.



April  2014   6

The  end  of  cheap  money?  
Fixed  Income  investing  as  monetary  policy  tightens:  optimizing  risk/return  potential  in  credit  markets.

2.5

4.5

7
6.5

6
5.5

5

4
3.5

3

Ja
n.

  0
0

Ja
n.

  1
4

Se
p.

  0
0

M
ay

  0
1

Ja
n.

  0
2

Se
p.

  0
2

M
ay

  0
3

Ja
n.

  0
4

Se
p.

  0
4

M
ay

  0
5

Ja
n.

  0
6

Se
p.

  0
6

M
ay

  0
7

Ja
n.

  0
8

Se
p.

  0
8

M
ay

  0
9

Ja
n.

  1
0

Se
p.

  1
0

M
ay

  11
Ja

n.
  1

2
Se

p.
  1

2
M

ay
  1

3

  BAML  Euro  IG  Index
  BAML  Euro  Gov  Index
  BAML  Euro  HY  Index

GRAPH  5:  It’s  all  about  duration  

Source  :  BOAML  (EG00  Index,  HEC0  Index,  ER00  Index)
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GRAPH  6:  It’s  all  about  yield

Source  :  BOAML  (EG00  Index,  HEC0  Index,  ER00  Index)

Shorter  duration  papers:  offering  a  yield  cushion  

Short  duration  bonds  offer  some  protection  to  investors’  capital  as  they  are  less  sensitive  to  rising  rates  than  longer  duration  
bonds.  Interestingly  enough,  the  average  duration  of  the  corporate  and  High  Yield  segments  is  much  lower  than  that  of  the  

see  Graph  5).  

  
  
  
  
  
  
  
  
  
  
  
  
  
  

As  graph  6  shows,  yields  are  down  due  to  investor  demand  and  the  low  rate  environment.  Both  drivers  will  change  in  time.  
High  Yield  remains  an  attractive  income  producing  class,  particularly  as  default  levels  are  low.  High  yield  markets  offer  a  more  
attractive  yield  and  a  higher  level  of  protection  when  rates  rise.  Active  investment  strategies  can  also  enhance  returns  over  the  
benchmarked  yields  illustrated  here.  

The  end  of  beta-driven  performance

Rates  are  low  and  even  an  increase  will  leave  them  historically  low.  Spreads  have  also  normalised.  Both  elements  signal  the  end  
of  recent  beta-driven  performance.  Portfolio  performance  will  now  come  from  alpha.  

Dispersion  among  securities  is  rising  as  normal  macro  and  market  environments  return  and  central  banks  diminish  their  interventions.  

allocation  portfolio.
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Source  :  Credit  Suisse

HIGH  YIELD  –  MANY  OPPORTUNITIES  FOR  2014  
DEEPENING  AND  EXPANSION  OF  THE  HIGH  YIELD  MARKET:  OFFERING  GREATER  
PORTFOLIO  DIVERSIFICATION

Despite  the  many  uncertainties  that  investors  face,  there  are  solid  economic  trends  that  support  our  belief  that  alternative  credit  

still  only  represents  approximately  25%  of  the  US  market.  However,  as  the  number  of  issuances  increases,  the  depth  of  the  market  

The  deepening  of  the  market  stems  from  a  structural  change  in  the  way  asset  managers  work  and  the  fact  that  diversity  is  also  
on  the  rise.  US  corporate  issuers  still  dominate  the  market,  but  new  opportunities  can  be  found  in  Europe  and  Emerging  Markets.  
High  Yield  is  now  bigger  and  broader  than  ever,  encompassing  new  sectors,  issuers  and  opportunities.  Investors  are  increasingly  

The  number  of  High  Yield  bond  issuers  from  Italy,  Spain  and  non-core  European  countries  such  as  Portugal,  Greece  and  Ireland  

in  2013,  thereby  increasing  to  27%  of  total  issuances  from  the  European  Union,  up  from  18%  in  2012.  This  is  a  surprising  yet  
positive  sign  for  the  asset  class,  proving  its  value  and  investment  attributes.    

peripheral  High  Yield  market  will  remain  strong  is  the  greater  

their  lending  schemes,  more  companies  are  likely  to  tap  into  
the  High  Yield  market  for  funding  rather  than  to  turn  to  banks.  

Another  attribute  of  this  asset  class,  which  helps  explain  its  

only  does  it  offer  an  attractive  carry  but  is  also  allows  investors  
to  be  less  impacted  by  moving  interest  rates.  

At  Candriam  for  instance,  our  High  Spread  strategy  offers  a  

4%  and  6%  with  a  4%  to  6%  volatility.  

This  strategy  can  optimise  investment  portfolios  as  it  combines  two  complementary  engines  of  performance:  

a  short  duration  bucket
coupled  with  an  opportunistic  bucket
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The  main  pillars  for  successful  investment  management  of  alternative  credit  strategies  include:  

High-conviction  and  active  fund  management  
Fundamental  analysis,  legal  expertise  and  quantitative  research  
Tail  risk  management  capturing  asymmetry  in  the  market
Careful  use  of  derivatives  including  futures  &  options  but  also  CDS  &  indexes
Healthy  liquidity  levels

THE  RIGHT  TOOLS  FOR  THE  RIGHT  JOB
LONG  ON  OPPORTUNITIES,  SHORT  ON  POOR  VALUE

An  attractive  strategy  despite  the  threat  of  rising  interest  rates  

Asset  managers  must  be  prepared  for  the  challenge  whenever  interest  rates  are  set  to  rise.  Many  have  already  thought  of  ways  
to  minimise  impacts  on  portfolio  values,  putting  in  place  contingency  plans  and  appropriate  downside  risk  protection.    This  includes  
a  range  of  investment  vehicles  including  futures  &  options  on  interest  rates.  While  these  can  be  costly  protections  measures,  they  
are  largely  compensated  by  the  expected  performance.  

Key  drivers  for  successful  investing  in  credit  markets  

opportunities,  as  well  as  manage  the  risks  involved  with  delivering    outperformance  on  the  long-term.  Understanding  key  drivers  
of  performance  and  risk  management  is  therefore  crucial  in  more  uncertain  times.    Investors  should  rely  on  the    ability  to  deliver  
performance  and  hedge  risk,  in  all  market  environments.  

constructed  based  on  two  strong  pillars:  a  short  duration  one  along  with  an    opportunistic  one.  Together  these  offer  investors  a  
varied  yet  performing  strategy  with  robust  downside  risk  protection.
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ABOUT  CANDRIAM  INVESTORS  GROUP  
Our  alternative  credit  team

Three  senior  fund  managers  working  alongside  supported  by  two  analysts,  fully  dedicated  to  the  ‘High  Yield  and  Credit  
Arbitrage’  team.

  
  
  
  

Our  High  Yield  heritage

Philippe  Noyard  
Head  of  High  Yield    
&  Credit  Arbitrage  
26  years  of  experience

Patrick  Zeenni,  CFA  
Deputy  Head  of  HY&CA  
Senior  Fund  Manager  
18  years  of  experience

Nicolas  Jullien,  CFA  
Senior  Fund  Manager  
7  years  of  experience

1999

2000

2002

2003

2009

2013

2014

Development  of  our  high  yield  process  and  launch  of  our  Euro  High  Yield  strategy

Based  on  the  same  approach,  High  Spread  strategy  launched  with  an  absolute  return  approach

Our  Global  High  Yield  strategy  extends  our  capabilities  to  the  global  high  yield  market

Launch  of  the  Long  Short  Credit  strategy,  an  alternative  credit  approach

Total  AUM  of  the  process  crosses  the  EUR  1bn  threshold

CANDRIAM  renames  its  range  of  alternative  investment  funds
Total  AUM  of  the  process  



The  end  of  cheap  money?  
Fixed  Income  investing  as  monetary  policy  tightens:  optimizing  risk/return  potential  in  credit  markets.

  Although  Candriam  selects  carefully  the  data  and  sources  within  this  document,  errors  or  omissions  cannot  be  excluded  a  
priori.  Candriam  cannot  be  held  liable  for  any  direct  or  indirect  losses  as  a  result  of  the  use  of  this  document.  The  intellectual  property  rights  of  Candriam  must  be  respected  at  all  times,  contents  of  
this  document  may  not  be  reproduced  without  prior  written  approval.

future  performances.  Gross  performances  may  be  impacted  by  commissions,  fees  and  other  expenses.  Performances  expressed  in  a  currency  other  than  that  of  the  investor’s  country  of  residence  

of  each  investor  and  may  change.

prepared  in  compliance  with  the  legal  provisions  promoting  independent  investment  research,  and  that  it  is  not  subject  to  any  restriction  prohibiting  the  execution  of  transactions  prior  to  the  dissemination  
of  investment  research.

  These  documents  are  available  either  in  English  or  in  local  languages  for  each  country  where  the  fund’s  marketing  is  approved.

CONTACT  US:  contact.candriam.com

More  information:  www.candriam.com


