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Executive Summary

Over the last six years, some significant regulatory changes 

have spurred insurance companies’ interest in investing in 

exchange-traded funds (ETFs) that track bonds. The most 

recent of these occurred in April 2017, when the National 

Association of Insurance Commissioners (NAIC) issued 

accounting guidance providing additional clarity around how 

insurers could treat some of these ETFs like ordinary bonds. 

Bond ETFs have a number of advantages over ordinary 

bonds. Among them are their resistance to short-term 

fluctuations in liquidity and potentially lower volatility during 

financial crises than cash bonds often exhibit. They are also 

useful for quickly taking exposure to different sectors of the 

fixed income markets, such as high yield, and can therefore 

be used to park capital while portfolio managers identify and 

secure appropriate cash bonds. 

Because of these advantages, insurance companies have 

been allocating more capital to bond ETFs in recent years. In 

2016, bond ETF assets held by insurance companies rose 25 

percent from previous year. While the absolute figures remain 

small relative to total industry assets, the rate of growth is 

notable.

Background 

The dynamics of the fixed income markets have changed 

since the financial crisis. Financial regulation has curbed 

proprietary trading and has imposed higher capital charges on 

traditional fixed income liquidity providers (i.e., investment

banks). As a result, investors have gravitated toward 

alternative products for fixed income exposure that are more 

reliably liquid, in particular, ETFs.
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Clarifying the bond ETF discussion for insurance investing 

Bond ETFs are increasingly popular tools for insurers looking for exposure to fixed income 

without worrying about fluctuations in market liquidity. Recent NAIC accounting guidance could 

make bond ETFs even more attractive to insurers, since it gives them greater clarity over how to 

treat the instruments.

Meanwhile, there has recently been a significant regulatory 

change that has bolstered insurers’ confidence in these 

instruments. An example is the decision by the NAIC’s 

Securities Valuation Office (SVO) to allow some bond ETFs to 

be treated as bonds, subject to certain conditions. And, over 

the last half-decade, a large number of bond ETFs have 

been reviewed by the SVO and included on its designated list 

of ETFs.

These developments have helped to foster the increase in 

insurers’ use of these instruments. During 2016, for example, 

total industry holdings went up from about $15.2 billion to $19 

billion. While those are certainly large numbers, these 

instruments still comprise a very small percentage of the 

industry’s $5 trillion in total assets.*

The dominant users of ETFs continue to be property casualty 

companies. They accounted for about 60 percent of the total 

industry allocation to ETFs, with life insurance companies 

following up with about 30 percent and health insurers holding 

the balance.*

Equity ETFs made up 83 percent of the industry’s total ETF 

assets in 2015, but that percentage declined in 2016 to about 

75 percent due to the increased allocation to fixed income 

ETFs. While bond ETFs were 16 percent of the total at year-

end, the proportion has risen to about 23 percent as of year-

end 2016.*

Contributors
— Mike Earley, Head of Client Solutions—Americas

— Luke Oliver, Head of ETF Capital Markets—Americas

— David Stack, ETF Capital Markets 

*Source: SNL Financial based on Dec. 2016 data.

Note: Unlike bonds, exchange-traded funds (ETFs) are subject to greater market risks, including the risk of loss 

of capital as bonds typically offer the repayment of principal, subject to the creditworthiness of the underlying issuer. 

Confidential. For Professional Clients (MiFID Directive 2004/39/EC Annex II) 

only,  For Qualified Investors (Art. 10 Para 3 of the Swiss Federal Collective 

Investment Schemes Act (CISA)).  For Institutional Investors. 
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Figure One: Primary dealer inventory balances vs. ETF Fixed 

Income AUM

Accounting Clarity

The latest rule changes to benefit insurers looking to invest in 

bond ETFs provided accounting clarity. The NAIC’s Statutory 

Accounting Principles Working Group approved substantive 

amendments to SSAP 26R - Bonds during the NAIC’s spring 

meeting. The amendments were part of reference project 

2013-36, which: 

— Clarified that while ETFs and mutual funds generally do 

not meet the definition of bonds, certain bond mutual funds 

and ETFs can be accounted for under SSAP 26R in a 

manner similar to bonds;

— Provided specific ETF and fund guidance;

— Ruled that ETFs and funds are either reported at fair value 

(or net asset value if practicable), or at “systemic” value (a 

complex methodology based on cash flows). This is in 

contrast to direct bond holdings, which are recorded at 

amortized cost;

— Added or updated the nomenclature. It provides more 

clarity as to how insurers account for bond ETFs and funds 

that meet the SVO’s description, offering insurers greater 

certainty over accounting when they invest in bond ETFs 

and funds.

These changes were welcome, although hurdles still remain 

in some states. Our clients use bond ETFs to achieve a 

variety of goals. Some state codes make it a challenge to 

construct portfolios entirely out of fixed income ETFs, but we 

have seen companies use them extensively in jurisdictions 

with sufficiently permissible state codes. In fact, one company 

replaced its entire bond portfolio with bond ETFs in order to 

achieve the exposures it wanted. However, that’s a highly 

unusual case, and generally state code limits make that 

approach somewhat challenging.

Short of that, insurance companies are using bond ETFs 

either to gain exposure to specific sectors, such as high yield, 

and using ETFs as placeholders to park funds as they work to 

secure other investments. For example, if a company wants to 

build or grow an investment grade corporate bond portfolio, 

and if it has a sudden, large cash flow, it might use a 

corporate bond ETF as a placeholder while it looks for the 

cash securities it wants to meet its portfolio needs.

Liquidity Access

The growth of fixed income ETFs has been remarkable with 

the first one launched in 2002, almost 10 years after the first 

equity ETF. By the end of 2006, there were only six products 

totaling $20.5 billion in assets.  In 2007, the SEC approved 

the requirements for standardized Fixed Income baskets and 

the generic listing process for fixed income ETFs.  Due to 

these changes, the industry saw an influx of new fixed income 

ETFs come to market from multiple ETF issuers.  This was an 

opportune timing for what was about to happen next.  

During the financial crisis in 2008, broker-dealers pulled back 

from their cash bond market-making businesses to conserve 

capital, shed assets and subsequently meet more stringent 

regulatory capital requirements.  These changes reduced 

inventory of cash bonds, resulting in investors gravitating to 

alternative products; they discovered ETFs as a way to 

access the fixed income market. Currently there are 323 fixed 

income ETFs listed in the US with under $528 billion under 

management (March 2017).  Figure one shows how ETF 

volumes grew as dealer inventories shrank; primary dealer 

balances are on the left axis and ETF assets under 

management since 2002 to March of this year on the right. 
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2017.Past performance does not guarantee future results. 

Bond ETF Mechanics

ETFs work via a creation/redemption mechanism that allows 

authorized participants (APs) to manage how a fund expands 

or contracts as a result of investor demand. In a creation, the 

AP delivers either cash equities or cash bonds to the fund.  In 

return, the asset manager delivers ETF shares to the AP. In a 

redemption, the AP delivers ETF shares in exchange for cash 

equities or cash bonds. Only APs can create or redeem 

directly with the ETF trust. The key point here is that there are 

actual, physical securities changing hands.

The creation process for equity ETFs is usually full replication. 

So, for an S&P 500 ETF, there would be 500 equities 

delivered for creation or for redemption. Nonetheless, there 

are differences between equity ETFs and bond ETFs. Fixed 

income indexes can be much larger and bonds do not trade 

as continuously as equities.
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Figure two shows how bond ETF portfolios can be 

constructed. The U.S. high yield corporate bond universe 

could contain about 2,200 bonds.  The liquid U.S. corporate 

bond index for an ETF could include 1,000 of these bonds, but 

the ETF is optimized to include only 350. To create or redeem 

depending on what bonds are available could only require 100 

bonds for delivery. Those 100 bonds would be chosen to be a 

good representation of the index to track the underlying 

portfolio.

USD high yield corporate bond universe – 2,200 bonds

Creation basket –

Circa 100 bonds

Liquid USD Corporate Bond Index –

1,000 bonds

Optimized ETF –

350 bonds

1

2

3

Bond ETF Spreads

The spreads on equity ETFs are different from those on fixed 

income ETFs. Figure three shows how an equity ETF 

onscreen spread reflects the creation and redemption costs. 

Every ETF has a creation fee. These can range from a few 

hundred to a few thousand dollars. APs or market makers 

must pay any transaction fee and applicable taxes when 

executing the basket of underlying securities. 

iNav

Bid

Offer

1/2 Basket spread

Redemption fee

Transaction/taxes

Impact costs

Risk premium 

1/2 Basket spread

Creation fee

Transaction/taxes

Impact costs

Risk premium

Inventory & hedging costs

Inventory & hedging costs

Impact costs on the underlying securities depending on the 

size of the trade.  Authorized participants or market makers 

are charged to use their firms’ balance sheets. If they hedge, 

there is a cost to that, as well as a risk premium. These are all 

components of the spread in an ETF.  

Fixed income is slightly different.  Figure four shows the 

basket bid for a portfolio of bonds (blue) and a basket offer 

(orange). Since the NAV of fixed income ETFs is either 

marked to the bid or mid of the underlying cash bonds, fixed 

income ETFs will generally trade at a premium to reflect the 

full cost of creation/redemption.  
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Could result in redemptions

Could result in creations

Figure Two: Fixed Income ETF creation

Source: Deutsche Asset Management 1Q2017.  For Illustrative 

purposes only

Hypothetical example of market pricing.  For Illustrative purposes only.

Figure Three: Equity ETF spread transparency

Hypothetical example of market pricing.  For Illustrative purposes only.
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Debunking ETF Myths

There are four concerns about bond ETFs that are often 

voiced that have little basis in fact. Putting these myths to rest 

is important so that insurers considering bond ETFs can make 

decisions based on the instruments' merits.

The first is that ETFs trade less during market corrections. In 

reality, what often happens is that volumes actually pick up 

two to three times their average daily volume.  Since 2002, 

any time there has been an event or deep market volatility, we 

have actually seen the volume in the secondary market pick 

up.  

The second concern is that high yield ETFs are moving the 

markets. In fact, high yield ETFs only represent approximately 

4 percent of the high yield cash market (June 2017). Mutual 

funds make up almost 28 percent.  It is important to keep that 

in perspective. If you think back to December 2015, when the 

high yield market was under some stress, there were a few 

mutual funds that had to suspend redemptions. ETFs had no 

such problem and continued to trade on the secondary 

market. There were no issues with the creation/redemption 

processes.

The third concern is that fixed income ETFs are constrained 

by underlying liquidity. That this is false can be seen every 

year on Columbus Day, when the equity markets are open but 

bond markets are closed. Fixed income ETFs trade on the 

equity exchanges, and on Columbus Day, they trade 

hundreds of millions of dollars very efficiently. Rather than 

being constrained by the underlying liquidity, they are additive 

to that liquidity profile. 

The fourth concern is that fixed income ETFs do not have 

enough cash to meet redemptions.  However, fixed income 

ETFs don’t actually have to have cash to meet redemptions, 

because they transact in kind, delivering cash bonds rather 

than cash. Unlike an open ended mutual fund, an ETF 

manager does not have to sell bonds to raise cash.

With these concerns allayed, insurance companies can focus 

on determining whether bond ETFs make sense as part of 

their portfolio strategies, and what degree of latitude their 

state regulators provide for their use. Given the changes to 

the traditional cash bond market since the financial crisis, 

bond ETFs can be useful tools for acquiring fixed income 

exposures that would otherwise be difficult to achieve.
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Improving Fundamentals

EMD continues to evolve as an asset class and has become an integral part of diversified 
portfolios. There are good reasons for this development. EMs account for 40% of global 
economic activity and, despite a slump in recent years, EM growth continues to outpace 
developed market growth by a wide margin. With EMs creating large economic value in 
our view, not investing in EMD means foregoing valuable opportunities to diversify and 
generate performance.

EMD has also proven itself a robust asset class, performing well over the cycles. The 
improvements in EM policymaking – including independent central banks, flexible FX 
regimes, and stronger fiscal frameworks – have played a big role in this development. 
Consequently, EM hard currency sovereign debt has been one of the best-performing 
fixed income asset classes over the past 10 years, and continues to outperform other fixed 
income assets with favorable risk adjusted results. Encouragingly, performance of EM local 
currency debt has also improved following a repricing period during 2013-2015.

Insights
August 2017

Emerging Market Debt (EMD) has performed well in the first half of 
2017. We expect the supportive environment to stay in place and remain 
constructive given improving fundamentals and still supportive valuations. 
At Stone Harbor, we believe the best approach to investing in EMD is to 
concentrate on the most attractive opportunities across all sectors: hard 
currency sovereign, corporate and local currency debt.

Attractive Opportunities in Emerging Market Debt

EM hard currency 
sovereign debt has 
been one of the best-
performing fixed 
income asset classes 
over the past 10 
years and continues 
to outperform other 
fixed income assets 
with favorable risk 
adjusted returns.
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Figure 1: EMD GDP Growth Exceeds Developed Market GDP Growth
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Beyond the arguments for long term strategic allocations to EMs, investors must decide 
how and when to invest in the various sectors within EMD. At Stone Harbor, we look 
to both economic developments and market valuations to answer these questions. In 
the current environment, we believe that improving growth in many EMs and attractive 
valuations of select assets in many countries have created investment opportunities in EM 
currencies, local interest rates and hard currency sovereign and corporate debt, particularly 
when compared to developed market fixed income.

Poised for Growth

The dominant economic theme over the past five years has been the growth slowdown, 
and the impact on EMs has been keenly felt given the lower commodity prices and a 
reversal of capital flows. We see evidence that this process bottomed last year. EM growth 
and export indicators have turned positive and expectations are being revised higher for 
the first time in five years.

We believe that 
improving growth 
in many EMs 
and attractive 
valuations have 
created investment 
opportunities in 
EM currencies, 
local interest rates 
and hard currency 
sovereign and 
corporate debt.

Emerging Market Debt:  J.P. Morgan EMBI Global Diversified. U.S. High Yield:  BofA Merrill Lynch U.S. High Yield Master 
II Index. U.S. Investment Grade Corporates:  Bloomberg Barclays U.S. Corporate Investment Grade Index, a subset of the 
Bloomberg Barclays U.S. Aggregate Index. 
Sources:  Stone Harbor Investment Partners LP, J.P. Morgan, Bank of America Merrill Lynch, Barclays

Figure 2: Strong Historical EMD Returns
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Figure 3: EM Growth Recovers
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We are still far away 
from the exuberant 
optimism towards 
EMs following the 
global financial crisis, 
but markets have 
overcome the deep 
pessimism after the 
“taper tantrum” of 
2013.
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Figure 4: EM Exports Pick Up

Source: Haver Analytics, Stone Harbor Investment Partners LP

Figure 5: EM Inflation Remains Contained

EM currencies have experienced large adjustments and remain far below their pre-2013 
levels. As a result, we already see improved competitiveness in the form of stronger 
current account balances. EM inflation appears to have peaked and the interest rate cycle 
is turning lower, helping to reinforce the growth trajectory of EMs. In other words, we 
believe much of the pain associated with the currency adjustment is built in, and EMs are 
positioned to take advantage of their strong long term fundamentals.

In contrast, advanced economies remain troubled by low productivity, weak demographics, 
sluggish demand and low interest rates. Monetary stimulus might be withdrawn, but the 
lack of inflationary pressure means this process likely will occur gradually. Looking forward, 
high global savings combined with sluggish investment demand may keep real interest 
rates low. 

As concerns about President Donald Trump’s protectionist policies abate, we believe EMD 
should continue to perform and attract inflows. We are still far away from the exuberant 
optimism towards EMs that prevailed in the early post-global financial crisis years, but 
markets have overcome the deep pessimism following the “taper tantrum” in 2013.
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Identifying Value

This brings us to the next step in assessing investment opportunities in EMD: valuations. 
Currently, fixed income investors are struggling to find attractive investments in a world 
of low interest rates. Asset valuations, in both fixed income and equities, are at best fairly 
valued by historical standards.

In this context, EMD valuations are relatively attractive to us, compared with other fixed 
income asset classes. Despite tighter spreads since early 2016, hard currency sovereign 
spreads remain compelling. U.S. corporate bond spreads have tightened close to post-
global financial crisis lows. In developed Europe, the opportunities are even more limited; 
nearly 60% of the European high yield bond market trades at yields of 3% or lower. In 
contrast, many EM corporates trade at wider spreads in nearly every rating category 
compared to similarly rated U.S. or European corporate credits.

In local currency debt, valuation levels are more complex due to the FX component. 
Nevertheless, EM currencies have adjusted sharply lower in recent years. Though many 
EM currencies have appreciated from their 2016 lows, we believe they remain attractively 
priced and have room for improvement. In addition, real rates in several EMs remain high 
given that many EM central banks had hiked policy interest rates aggressively in the past 
several years to combat fears of inflation.

Relative to other 
fixed income 
asset classes, EMD 
valuations are 
relatively attractive 
to us.
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Figure 6: EM FX Remains Attractively Priced
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Summarizing, all EM countries and regions are not created equal. With varying valuations, 
FX, inflation and monetary policy and political climates, the disparity means divergence 
across the asset class and opportunity for nimble managers.

Managing the risks inherent in most higher-yielding EM countries requires in-depth 
research and experience. We see this variation of opportunities within each sector of 
EMD: hard currency sovereign, corporate, and local currency debt. Thus, we believe the 
best approach is to concentrate on the most attractive opportunities across all sectors of 
EMD. At Stone Harbor, analysis of fundamentals and the market environment, rather than 
benchmarks, dictate our investment preferences.

Seizing Global Opportunities

We have learned over the past several decades that a flexible, active asset allocation 
approach, grounded in fundamental credit analysis, is the most reliable means of 
identifying attractive risk-adjusted returns in EMs. We also believe this approach provides 
conviction in volatile markets when other investors may be less certain or less informed.

Russia provides a good case study of the potential opportunities that derive from this 
approach. In the latter half of 2014, market volatility related to the sharp decline in crude  
oil prices and fears of the economic impact of the conflict in Ukraine led to depreciation 
of the ruble and sovereign credit spread widening. Based on the falling prices of Russian 
assets at the time, few investors were adding risk in Russia.

Russia, however, had one of the lowest debt ratios of any country globally and high 
international reserves that served as a significant source of repayment capacity. Changes 
in policymakers at Russia’s central bank and in the Ministry of Finance’s debt liability 
management team were reassuring. A depreciating ruble initially provided an opportunity 
to add local currency exposure, while spread widening provided an opportunity later 
to purchase Russian sovereign U.S. dollar-denominated debt.  As the sovereign spread 
tightened again in 2015, resilient oil and gas and telecommunications credits offered 
attractive investment opportunities. Later in 2015, market fears of Russian capital flight 
subsided and the currency began to strengthen, signaling an opportunity to reduce 
exposure in local markets in favor of concentrating in external sovereign and corporate 
debt.

We have learned 
over the past several 
decades that a 
flexible, active 
asset allocation 
approach, grounded 
in fundamental credit 
analysis, is the most 
reliable means of 
identifying attractive 
risk-adjusted returns 
in EMs.

0

100

200

300

400

500

600

700

800

Ju
n-
12

Se
p-
12

D
ec
-1
2

M
ar
-1
3

Ju
n-
13

Se
p-
13

D
ec
-1
3

M
ar
-1
4

Ju
n-
14

Se
p-
14

D
ec
-1
4

M
ar
-1
5

Ju
n-
15

Se
p-
15

D
ec
-1
5

M
ar
-1
6

Ju
n-
16

Se
p-
16

D
ec
-1
6

M
ar
-1
7

Ju
n-
17

bps Russia U.S. Dollar Denominated Sovereign Spread

Spread represents the Russia sub-index of the J.P. Morgan EMBI Global Diversified. 
Source:  Bloomberg, J.P. Morgan

Figure 8: Volatility Created Opportunity in Russian Sovereign Debt in 2014/2015



6 • Stone Harbor Investment Partners / Attractive Opportunities in Emerging Market Debt, August 2017

Fast forward to today and Russia’s credit markets appear to offer less value based on our 
view of both fundamentals and valuations. Russia hard currency sovereign and most of the 
country’s corporate debt trade at tight spreads both historically and relative to comparable 
global credits, in our view. As a result, investors may find that Russian U.S. dollar-
denominated assets achieve lower potential total returns than the same bonds earned 
a couple of years ago. However, certain opportunities remain, such as the Russian ruble, 
which we believe is supported by a hawkish central bank and steadier oil prices.

In contrast to Russia external debt, we see much better opportunities today in Ukraine. 
After visiting Ukraine twice in recent months, we came away with renewed confidence 
in the current government’s ability to pass pension reform and other legislation that are 
important conditions for continued support from the IMF, which has provided a $17.5 
billion support program. Ukraine’s economy is benefiting from this lending aid and 
renewed foreign direct investment. The U.S. and much of Western Europe have strong 
geopolitical reasons to ensure economic recovery in Ukraine, in our view. We believe these 
factors improve the sovereign’s capacity to repay its external sovereign debt which trades 
at attractive valuations.

Complementing our sovereign views, we also believe the top tier of the Ukrainian banking 
sector will benefit from an improving economy.

Russian U.S. dollar-
denominated assets 
likely will achieve 
lower potential total 
returns than the 
same bonds earned a 
couple of years ago. 
We see much better 
opportunities today 
in Ukraine.
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Figure 9: Monetary Policy and Stable Oil Prices Now Support the Ruble
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Latin America is currently our highest conviction region as growth is recovering from 
cyclically low levels in several key countries. We like Brazil, Mexico and Argentina, 
each of which offers high real rates and favorable inflation dynamics. In Brazil, we see 
opportunities in each sector of EMD. While Brazil’s fiscal deficit remains a key concern and 
the necessary adjustments are likely to occur slowly in the current political environment, 
we are encouraged by the quality of leadership at the ministry of finance and in the 
central bank. We believe the central bank of Brazil has room to ease monetary policy as 
disinflation takes hold, providing attractive capital returns on local bonds. In addition, 
investment opportunities exist in external sovereign debt in which spreads remain too 
wide, in our estimation, relative to the sovereign’s high level of international reserves and 
the government’s reform momentum.

Brazilian corporates have been negatively impacted by the ongoing corruption scandals 
around various political and business leaders. The most recent scandal, which allegedly 
included bribes of the current President Michel Temer when he ran for office as vice 
president in 2014, has exposed the inefficiencies that previously plagued Brazilian industry. 
While political unrest related to these allegations have caused dislocation in the pricing  
of Brazilian corporate risk in the short term, we believe that the long term result of efforts 
to reduce corruption will include high standards for corporate efficiency and governance. 
Consequently, investors may find value in the debt of companies that are best positioned 
to benefit from these changes, including the national oil champion and credits in the 
agribusiness sector.
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Figure 11: Brazil Spreads Overstate Political Risks
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Figure 12: Brazil Inflation is Trending Lower

Latin America is our 
highest conviction 
region as growth 
is recovering from 
cyclically low levels 
in several key 
countries. We like 
Brazil, Mexico and 
Argentina, each of 
which offers high real 
rates and favorable 
inflation dynamics.
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Mexico was shunned in the run-up to and following President Donald Trump’s election, 
with the prospect of tougher trade policies denting the enthusiasm of many. So far in 
2017, the U.S. administration’s rhetoric on trade has been less aggressive than feared. We 
believe the benefits of the North American Free Trade Agreement – including stronger 
growth, millions of jobs, lower prices and the quadrupling of trade between members – 
means President Trump will not “tear up” the agreement, even if talks are ongoing. Growth 
is steady and poised to improve, offering good opportunities at fair valuations going 
forward in sovereign debt denominated in Mexican peso and in U.S. dollars.

Over the last several years many Mexican corporates have evolved into global players 
serving a worldwide customer base, especially in the consumer products, cement and 
petrochemical sectors. Significant U.S. operations shield many of these companies from 
U.S. protectionist threats, supporting our positive view.

Argentina has been a major turnaround story. After a series of defaults, the country’s 
credit quality has improved under the tenure of market-orientated President Mauricio 
Macri. Inflation and interest rates have fallen as the government ended currency controls 
and the independent central bank initiated a strict inflation-targeting regime. Capital 
markets have deepened after the issuance of $16.5 billion worth of bonds last year. With 
Euro-denominated sovereign spreads trading near 700 basis points, we believe investors 
are being richly rewarded, particularly when compared to similar U.S. dollar-denominated 
bonds from Argentina.

In Mexico, growth is 
steady and poised 
to improve, offering 
good opportunities 
at fair valuations 
going forward. 
Argentina has been 
a major turnaround 
story, as inflation and 
interest rates have 
fallen. 
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Figure 13: Improving Fundamentals Support the Peso’s Recovery

400

500

600

700

800

900

Ju
l-1

6

Se
p-

16

N
ov

-1
6

Ja
n-

17

M
ar

-1
7

M
ay

-1
7

Ju
l-1

7

bps Stripped Spreads, Argentina Discount in Euro and U.S. Dollar

AR EUR Discount 7.82% due 33 AR USD Discount 8.28% due 33
Bid spreads signify the stripped spreads over the U.S. Treasury curve, bid side indications for Argentina 7.82% due 
12/31/2033 (Euro-denominated) and for Argentina 8.28% due 12/31/33 (USD-denominated)
Source:  Bloomberg, J.P. Morgan

Figure 14: Argentina Euro-Denominated Spreads: Cheap Way to Invest in the 
Recovery



9 • Stone Harbor Investment Partners / Attractive Opportunities in Emerging Market Debt, August 2017

Following the sovereign default in 2001, Argentina’s economy was beset with a web of 
regulated, and often contradictory, price schemes for many basic commodities such as 
fuel, natural gas and electricity. In many cases, prices were frozen at levels from before 
the default and subsequent peso devaluation. As a consequence, the Argentine economy 
saw a prolonged period of underinvestment in oil and gas exploration, power generation 
capacity and other crucial infrastructure. As the current administration has adopted 
more orthodox economic policies, Argentine corporates have regained access to U.S. 
dollar capital markets to fund expansion plans. We have identified several investment 
opportunities that are targeted to address Argentina’s natural gas deficit (“Plan Gas”) and 
to integrate natural gas and energy generation.

Elsewhere, Egypt is another optimistic story. The election of General el-Sisi in May 
2014 has restored political stability and, since adopting an IMF package, economic 
confidence is rising as well. Rating agencies have welcomed the gradual elimination of fuel 
subsidies. In our view, the recent devaluation of the Egyptian pound should support the 
country’s economy. The country is opening its high-yielding local bond market again for 
international investors while growing international reserves provide a buffer for changes 
in capital flows. We believe Egypt is finally embarking on a multi-year run following the 
volatility of the Arab Spring and see value in local treasury bills.

We have identified 
several investment 
opportunities that 
are targeted to 
address Argentina’s 
natural gas deficit 
(“Plan Gas”) and to 
integrate natural 
gas and energy 
generation. We 
are also optimistic 
about Egypt; we 
believe the country 
is finally embarking 
on a multi-year run 
following the Arab 
Spring.

Figure 16: Argentina’s Domestic Gas 
Production is Expected to Increase
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Finally, we believe investors can find pockets of opportunity in smaller markets in Sub-
Saharan Africa (SSA), particularly the Ivory Coast, among several others. The opportunity 
in this region has developed recently in response to oil price volatility. Bonds from several 
SSA countries became extremely cheap as oil prices fell in May and June. Yet behind the 
scenes there are some positive reforms being undertaken. Abdourahmane Cissé, Ivory 
Coast’s budget minister and a Western-trained banker, has helped turn the country into 
one of Africa’s  best performing economies. Collapsing cocoa prices – Ivory Coast is the 
largest exporter in the world – have applied some pressure on the country, but diligent 
leadership and prudent policies have continued to deliver high growth at around 7.5%.

In the SSA corporate sector we see value today in the oil sector in Ghana and in 
telecommunications infrastructure in Nigeria. Nigeria has supportive demographics 
(population of 180 million), but telecommunications services are still relatively 
undeveloped. We believe that demand for telecommunications and data services is 
expected to increase, requiring more infrastructure investment. Further, we expect 
consolidation in Nigeria’s telecommunications market which should allow for more 
profitable service providers.

Summary

Overall, we believe today’s EMD markets offer more stable access to yield in a growing 
asset class with a strong fundamental backdrop. In 2016, we were forecasting GDP growth 
to reach 4.4% and over the last four months have increased our growth expectations to 
5.0% as the economic outlook improved. We believe this improving outlook also explains 
the strong performance of EMD since the U.S. Federal Reserve started hiking rates, as EMD 
offers improving fundamentals and a valuation cushion to withstand rising U.S. rates.

Overall, we believe 
today’s EMD 
markets offer more 
stable access to 
yield in a growing 
asset class with a 
strong fundamental 
backdrop. 
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Indices referred to herein are broad-based securities market indices. Broad-based 
securities indices are unmanaged and are not subject to fees and expenses typically 
associated with managed accounts or investment funds. Investments cannot be made 
directly in an index.

Index Definitions

The J.P. Morgan EMBI Global (EMBIG) tracks total returns for U.S. dollar-denominated 
debt instruments issued by emerging markets sovereign and quasi-sovereign entities: 
Brady bonds, loans, and Eurobonds. 

The J.P. Morgan EMBI Global Diversified (EMBI Global Diversified) limits the weights of 
those index countries with larger debt stocks by only including specified portions of these 
countries’ eligible current face amounts outstanding. The countries covered in the EMBI 
Global Diversified are identical to those covered by the EMBI Global. 

The J.P. Morgan GBI-EM Global Diversified (GBI EM Global Diversified) consists of 
regularly traded, liquid fixed-rate, domestic currency government bonds to which 
international investors can gain exposure. The weightings among the countries are more 
evenly distributed within this index.

The J.P. Morgan CEMBI Broad Diversified (CEMBI Broad Diversified) tracks total returns 
of U.S. dollar-denominated debt instruments issued by corporate entities in emerging 
market countries and consists of an investable universe of corporate bonds.  The minimum 
amount outstanding required is $350 mm for the CEMBI Broad Diversified.  The CEMBI 
Broad Diversified limits the weights of those index countries with larger corporate debt 
stocks by only including a specified portion of these countries’ eligible current face 
amounts of debt outstanding.

The BofA Merrill Lynch U.S. High Yield Master II Index (H0A0) tracks the performance of 
below investment grade U.S. dollar-denominated corporate bonds publicly issued in the 
U.S. domestic market.

The Bloomberg Barclays U.S. Aggregate Index represents securities that are SEC-
registered, taxable, and dollar denominated. The index covers the U.S. investment grade 
fixed rate bond market, with index components for government and corporate securities, 
mortgage pass-through securities, and asset-backed securities. These major sectors are 
subdivided into more specific indices that are calculated and reported on a regular basis.

The Bloomberg Barclays U.S. Corporate Investment Grade Index is a sub-index of the 
U.S. Aggregate Index.  It includes Publicly issued U.S. corporate and specified foreign 
debentures and secured notes that meet the specified maturity, liquidity, and quality 
requirements. To qualify, bonds must be SEC-registered.
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Important Disclosures
This material is solely for informational purposes and shall not constitute an offer to sell or the solicitation to buy securities. The 
opinions expressed herein represent the current, good faith views of the author(s) at the time of publication and are provided 
for limited purposes, are not definitive investment advice, and should not be relied on as such. The information presented 
in this material has been developed internally and/or obtained from sources believed to be reliable; however, Stone Harbor 
Investment Partners LP (“Stone Harbor”) does not guarantee the accuracy, adequacy or completeness of such information. 
This material may include statements that constitute “forward-looking statements”. Forward-looking statements include, 
among other things, projections, estimates, and information about possible or future results related to market, geopolitical, 
regulatory or other developments. Any forward-looking statements speak only as of the date they are made, and Stone Harbor 
assumes no duty to and does not undertake to update forward-looking statements. Forward-looking statements are subject to 
numerous assumptions, risks and uncertainties, which change over time. The views expressed herein are not guarantees of future 
performance or economic results and involve certain risks, uncertainties and assumptions that could cause actual outcomes and 
results to differ materially from the views expressed herein. The views contained in this material are subject to change continually 
and without notice of any kind and may no longer be true after the date indicated. 

Stone Harbor believes the projected market returns/growth set forth herein are reasonable based on a combination of 
factors, including the investment team’s general experience and assessment of prevailing market conditions and investment 
opportunities.  There are, however, numerous assumptions that factor into the projections that may not be consistent with future 
market conditions and that may significantly affect actual results.  Stone Harbor does not make any representation as to the 
reasonableness of the assumptions made or that all the assumptions used in calculating the projections have been stated or fully 
considered.  The reader should not assume that any investments in securities, sectors and/or markets identified or described were 
or will be profitable. The value of investments and income from them can fluctuate and is not guaranteed.  All investments involve 
risk including possible loss of principal.  There may be additional risks associated with international investments involving foreign 
economic, political, monetary and/or legal factors.  These risks may be heightened in emerging markets. Past performance is not 
a guarantee of future results. This material is directed exclusively at investment professionals. Sources: Stone Harbor Investment 
Partners LP, Bloomberg, Haver Analytics, J.P. Morgan, Barclays, Bank of America Merrill Lynch, BIS, Argentina Oil & Gas Institute 
and Argentina Ministry of Energy and Mines. As of 31 July 2017.
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ALTS TRANSPARENCY: 
FINDING THE RIGHT 
BALANCE

Despite the dominance of transparency as a discussion  
topic over the last decade, market practices in alternative  
investing haven’t changed as much as you might think.  
Even after the 2008 credit crisis illustrated the dangers  
of having large allocations to opaque, illiquid assets, the  
industry has struggled to reach accommodation on  
transparency.  The lack of progress is due more to the  
nature of alternative investments and the very real hurdles 
to providing and using transparency than an unwillingness 
to seek common ground. 

A survey Northern Trust conducted in 2017 with The Economist Intelligence 
Unit confirmed that transparency remains a top priority among alternative 
investors. Yet, in the absence of any standards in market practice, investors 
continue to work through bilateral agreements, side letters and other 
arrangements to get what they need. While this ad hoc practice might work 
for some, a more focused industry-wide approach could have benefits for 
everyone involved and remove some of the complexity from the process.  

So how does the industry move toward more holistic improvements to 
market practice and transparency?  Based on our experience serving both 
clients that invest in and clients that manage alternative strategies, we believe 
better market practices start with three things:

1.   A more nuanced conversation about transparency.

2.   A more strategic approach to managing transparency requirements.

3.   A more collaborative partnership between the buy and sell sides.

BETTER TRANSPARENCY PRACTICES START 
WITH THREE THINGS

1.     A more nuanced conversation 
about transparency.

2.   A more strategic approach  
to managing transparency  
requirements.

3.   A more collaborative partnership 
between the buy and sell sides.

Learn More  
To explore the key findings from our 
2017 EIU Transparency in Alternatives 
Investing survey, download our 
paper, “The Path to Transparency in 
Alternatives Investing,” or the related 
infographic. 

https://www.northerntrust.com/documents/campaign-landing/cis/2017/path-to-transparency.pdf?CMPID=Alts_Paper_#2_Results_Paper_Embed
https://www.northerntrust.com/documents/campaign-landing/cis/2017/path-to-transparency.pdf?CMPID=Alts_Paper_#2_Results_Paper_Embed
https://www.northerntrust.com/documents/campaign-landing/cis/2017/rise-of-transparency-considerations-asset-allocation.pdf?CMPID=Alts_Paper_#2_Infographic_Embed
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TAKING A MORE NUANCED VIEW OF TRANSPARENCY

When asked if they’d like more transparency into their alternatives portfolio, 
the majority of investors will offer a reflexive, “Yes. Of course we want to 
have a better understanding of our investments.” But transparency comes in 
many flavors, each of which presents different opportunities and challenges 
depending on the type of investment and the priorities of both investor and 
manager. If you take the time to dig deeper, you quickly realize that achieving 

“more transparency” is far from simple. 

To start with, “transparency” is a broad term that means many things  
(see “Evaluating Transparency,” on page 3). When you’re talking about 
transparency, what are you really talking about? Insight into holdings? A 
better understanding of valuations? A good place to start, for both investors 
and managers, is to evaluate the different types of transparency and how 
important they are to your organization and your stakeholders. 

Next, consider the tradeoffs you’re willing to make related to each type of 
transparency you’re seeking. Investors might ask: 

• What is transparency worth to you?  Will you trade performance for  
transparency if the cost of being more transparent affects returns?  
If so, how much?

• Are you getting value from transparency?  Do you have the systems  
and skills to derive meaningful insight from your data?

• Are you willing to pay more for the operational costs associated  
with transparency?

Managers face similar questions: 

• How far will you go to accommodate the requirements of large investors?

• What are the risks of public disclosure of fund data, such as a Freedom of 
Information Act (FOIA) request that requires public funds to disclose details 
regarding their investments?

• Are you willing to walk away from a large investor to protect  
intellectual capital?

These questions are worth considering when weighing the tradeoffs involved. 

Transparency comes in 
many flavors, each of which 
presents different opportunities 
and challenges.
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Treating Transparency Strategically

Putting time, effort and intellectual capital into developing policies – compliance, 
liquidity, cash management, valuation practices, data strategy – to govern your 
business is routine. But do you apply similar discipline to the question of transparency? 

Our experience has been that few organizations treat transparency strategically. But 
instilling the same discipline to your transparency efforts as you do to other aspects of 
your business will reap dividends. To do this, consider developing a transparency “tool 
kit” to facilitate decision-making and consistency across your organization. The tool kit 
should consist of agreed standards, processes and controls to govern how you assess 
transparency and how you use the information once you receive it.  

Risk exposure analysis

INVESTOR RATIONALETYPE CURRENT INDUSTRY PRACTICE

Need to demonstrate  
reliability

Ability to quantify and verify  
fee impacts 

Controls and independent 
verification vital to due  
diligence

Cash management and  
ability to exit

Hedge funds more  
problematic than private equity 
and real estate

Hedge fund pricing less 
problematic than real estate 
and private equity appraisals

Reasonability checks using  
best available data

Controls documents and  
onsite audits

Best guess from available  
data

Holdings

Valuations

Fees

Operational

Liquidity

EVALUATING TRANSPARENCY
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While your tool kit should reflect your unique requirements, the overall 
process of developing it typically would include the following steps:

1. Identify Stakeholders

While transparency is critical for risk management, decisions around 
transparency practices actually affect a much broader swath of an 
organization, as you can see in Exhibit 1.

As the chief financial officer (CFO) from a large fund-of-funds manager 
pointed out, investors “want to make sure they are good stewards to their 
end investors and that they can rely on us to help them fulfill that obligation.” 
Taking a broader view and incorporating appropriate stakeholders will help 
you build a better and more flexible tool kit. 

 

2. Prioritize Types of Transparency

As we discussed earlier, there are many types of transparency.  It’s important 
to weigh your needs as they relate to the various types so that you have a 
clear understanding of what’s important to your organization. As a manager, 
providing some types of transparency may be an important part of your 
strategy (as may be the case for funds focused on environmental, social and 
governance [ESG] strategies). Providing other types might constrain your 
potential returns (as in the case of valuations for a private equity fund).

EXHIBIT 1: BEYOND RISK MANAGEMENT – STAKEHOLDERS IN TRANSPARENCY PRACTICES

FRONT OFFICE

Understanding what information 
will be disclosed and/or made  
public may affect how the front 
office designs and executes  
investment strategy.

SALES, DISTRIBUTION AND  
INVESTOR RELATIONS

Can provide context and  
competitive intelligence on what 
investors are requesting; helps 
refine messaging to investors  
and prospects.

MA N AG E R S I N V E STO R SB OTH

EXECUTIVE LEADERSHIP

Needs to understand tradeoffs  
between transparency,  
performance and value  
creation to align practices  
with organizational strategy.

OPERATIONS TEAMS

Need to understand what kinds 
of data should be delivered and 
analyzed to derive value from 
transparency.

INVESTMENT DECISION MAKERS

Understanding leadership’s  
view on how to handle tradeoffs 
between transparency and other 
matters will affect the investment 
selection processes.

TRUSTEES/FIDUCIARIES

Understanding transparency  
standards and needs is critical  
for properly ensuring that  
beneficiaries’ interests are  
protected.  
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As an investor, regulation dictates some of your transparency needs. Other 
types of transparency may have higher and lower priority. Knowing which are 
crucial, and what you’re willing to exchange for that transparency, will make the 
conversations more effective. As Kathleen Olin, chief compliance officer at Indus 
Capital Partners, explained, “The most productive conversations we have about 
transparency are those where investors are crystal clear about their ultimate 
aims and goals.” 

3. Rank Key Questions and Build Your Tool kit

Once you’ve identified stakeholders and prioritized the types of transparency 
you need, you’re ready to begin actually developing your tool kit. As with all 
strategies, your plan should revolve around what you want to achieve. The 
insight you gain by refining what you mean by “transparency” and what 
tradeoffs you’re willing to make to achieve it can help you specify your 
transparency-related goals. 

From here, a list of strategic questions emerges. The specific questions on your 
list will depend in large part on what you want to achieve related to transparency. 
Some questions that may be more universal include: 

For Managers

• What “industry standard” levels of transparency do our peers provide? 

• What regulatory requirements might apply to us or to our investors?

• What types and depth of transparency are we willing to provide out of the box 
vs. value added?

• What guidelines should we follow when negotiating transparency in exchange 
for other concessions, such as longer lockups, minimum investment size or 
higher management fees? Who has final say on negotiations?

• How will we communicate with investors who are asking for transparency 
we cannot or will not provide? What can or will we share with them to explain 
our reasoning? 

• What are our operational processes for compiling/delivering transparency 
data to investors?

For Investors

• What’s the minimum acceptable level of transparency in an investment? 

• Who certifies that an investment meets transparency standards?

• What’s the process for exempting an investment from transparency standards?

• Who negotiates transparency with managers, and what are our standards 
around side letters, separate accounts and other transparency mechanisms?

• How do pre- and post-investment assessments of transparency differ?  

• What processes, controls and/or systems need to be in place to make use of 
the transparency we receive?

The most productive 
conversations we have about 
transparency are those where 
investors are crystal clear about 
their ultimate aims and goals.
 
KATHLEEN OLIN

Chief Compliance Officer  
Indus Capital Partners
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Answering such questions will lead you to a set of practices that can help you 
consistently manage transparency demands in concert with your broader 
organizational strategy and goals. Having executive sponsorship when sharing 
these new practices across your organization can help create awareness and 
promote compliance with the new policies.  

4. Establish Practices for Review 

Today’s solutions can quickly become tomorrow’s challenges if you’re 
not deliberate about taking stock and adjusting your strategy. You should 
regularly review your transparency tool kit – at least annually. This allows you 
to assess changes in market practice, review organizational strategy, and test 
and confirm controls and procedures. In particular, you’ll want to be sure to 
account for:

• Trends in capital structure and fund design and their effect on transparency;

• Evolving investor expectations and needs in response to market volatility, 
regulatory demands, thought leaders and other factors; and

• Fintech innovation and how to properly address the opportunities and 
challenges created by disruptive technologies such as blockchain and 
artificial intelligence.

Regardless of how you design your process, deliberate review and adjustment 
are essential to making sure your actions remain aligned with your long-term 
strategic goals.

CREATIVE THINKING CAN BRIDGE THE GAP

Be aware of assumptions you make when building  
your transparency tool kit.  Just because you’ve always 
done something one way, doesn’t mean it’s the only  
possible solution. A willingness to consider different ways 
to accomplish your goals might make it easier to find 
common ground.

As an example, it’s natural to assume that transparency 
means the data is delivered to the investor’s offices  
and housed on the investor’s servers. But in some  
circumstances, the manager may not feel comfortable 
sending data because it no longer has control over how 
that data is used. 

Jane Buchan, chief executive officer at PAAMCO, says 
they have found a way to allow investors access to the 

data they want without giving up control by challenging 
the assumption that data must be delivered to investors 
to be useful.  

“We allow our investors to come on site to our offices and 
inspect almost anything within reason,” Buchan says. “We 
feel there’s no reason why an investor shouldn’t be able to 
see – or even conduct tests on – a portfolio while they’re 
here. It satisfies the investor’s need without the managers 
worrying about the data getting into the wrong hands.”

This is just one example of how what could be a barrier  
to transparency can be overcome with creative thinking. 
By being aware of and deliberately challenging certain  
assumptions, you may be able to identify creative  
solutions to other transparency issues you’re facing.
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FORGING A PARTNERSHIP BETWEEN INVESTORS AND MANAGERS

Alternatives are different from other asset classes. Traditional equity and  
fixed income assets are transactional and can be bought or sold more or  
less on demand.  Alternative investments, on the other hand, are complex 
long-term commitments, and both investor and manager enter into a 
relationship more akin to a joint venture than a transactional investment.  
If the parties understand one another and have complementary objectives, 
the fund is more likely to succeed. If both parties think about their relationship 
in a different light and approach their interactions as a partnership, finding 
consensus on transparency may be easier. 

THE CHALLENGES OF STANDARDIZATION

Many organizations have attempted to create  
standardization around transparency in alternatives  
investing, especially in the wake of the liquidity crisis  
in 2009:

• The buy-side advocacy firm, Institutional Limited  
Partners Association (ILPA) advocated for the  
standardization of capital call, distribution and  
valuation information as far back as 2005. 

• Open Protocol Enabling Risk Aggregation (OPERA) 
advocates for standards for the hedge fund industry, 
aimed at standardizing data and formats for  
providing risk and exposure data to investors.

• The National Council of Real Estate Investment  
Fiduciaries (NCREIF), National Association of  
Real Estate Investment Trusts (NAREIT) and the  
International Property Databank (MSCI IPD) have all 
issued similar calls for the real estate sector.

• The International Private Equity and Venture (IPEV) 
Capital Standards Group put forth a principle-based 
approach for completeness of statements rather  
than rule-based standardized templates. 

• The Standards Board for Alternative Investments (SBAI) 
advocates for a framework of transparency, integrity 
and good governance to improve the alternative  
investment industry.

“There’s a lot of variance in terms of mission and  
scope across groups,” says PAAMCO’s Jane Buchan. 

“Some are very narrowly focused on one or two issues, 
while others are taking a broader perspective.” Given  
how numerous and how varied industry groups are,  
investors and managers both should evaluate their  
priorities and focus their time, money and efforts  
coordinating with groups that best represent their  
long-range goals.

Despite these challenges, many in the industry see a 
broader benefit in efforts to increase transparency into  
alternative investments. As the fund-of-funds CFO we 
spoke with pointed out, “To gain widespread adoptions, 
these organizations need to ensure that the volume of 
information requested is commensurate with its use.  
In other words, do the majority of users require the 
information? Managers are generally willing to provide 
additional information, but having to provide massive 
amounts of quarterly information in multiple formats is 
not sustainable for many small to mid-sized managers.”  

This underscores the need for a broader cross-functional 
discussion between the buy and sell sides to arrive at  
mutually agreeable and supportable practices if the 
industry hopes to define a workable standard. 
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Because we support both investors and managers around the globe, we see 
the complexity and subtlety on both sides of the transparency discussion. 
While we don’t presume to know the best way to solve these issues, we do 
believe that the path forward involves reframing the conversation. Rather 
than talking about transparency within silos (managers with other managers; 
investors with other investors), we need to have industry dialogue that reaches 
across these barriers and involves all parties in an industry-neutral setting. 
And it’s important that these conversations include the people involved in 
generating or using the data, who may have a more intimate understanding  
of the complexities involved than their firms’ executives likely do. 

Starting the conversation with a more nuanced view of transparency, and a 
clear understanding both of your own and the other party’s needs can help 
managers and investors align objectives.  Armed with a deeper understanding 
of the challenges faced by your “partner” in the investment relationship can 
help you reach a solution that is palatable to you both. 

Many of the professionals we spoke to, on both the buy side and the sell side, 
spoke to the benefits they see to this cooperative approach. The CFO of a large 
private equity firm explained that in his experience, deeper conversations are 
important. “Having a conversation to understand the basis of a request allows 
us to provide the most useful information to the investor.”

The existence of these legitimate barriers to transparency is one of the main 
barriers to reaching an industry consensus today. For example, managers 
may face challenges in providing the requested transparency because of 
the complexity of the data needed, or the potential damage providing the 
information might cause them. These issues are not easily overcome and can 
make delivering transparency more costly than either party may want. 

Starting the conversation  
with a more nuanced view  
of transparency, and a clear  
understanding both of your 
own and the other party’s  
needs can help managers  
and investors align objectives.

CONVERGENCE AS A DRIVER OF COMPLEXITY 

Transparency isn’t the only trend shaping the alternatives 
landscape.  For several years we’ve seen a trend towards 
convergence among alternative managers, including:

• Managers diversifying products to include a  
combination of hedge, private equity, real estate,  
and infrastructure strategies.

• Strategies that include tangible assets alongside  
listed securities, derivatives, currencies, etc.

• The adoption of more complex capital structures. 

While a separate trend, convergence has an impact  
on transparency discussions.  The inclusion of more 
varied strategies, structures, and underlying securities 
in alternative funds make it more important for 
investors to understand their exposures.  At the same 
time, more complex holdings make it more difficult for 
managers to systematically pull, consolidate and deliver 
transparency data.
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•  I can’t have “black holes” in my 
portfolio.  I need to understand 
exposures and allocations for  
risk and stress testing.

•  We provide complete  
information on underlying  
holdings in our statements.

•  Our investments don’t lend 
themselves to traditional risk  
and exposure analytics.

•  Sharing my positions 
compromises my IP

•  Regulatory reporting already 
strains my ops teams, I can’t 
provide this in every investor’s 
requested format too.

•  Investors who want holdings 
transparency can set up a 
separately managed account.

•  I need confidence in valuation 
practices to satisfy audit 
requirements.

•  I need to understand  
valuations to support  
ASC 820/ IFRS 13 reporting.

•  I can’t assess risk unless I have 
holdings AND valuations.

•  Public disclosure of valuations  
and methodologies may cap  
the maximum sale value of  
our assets.

•  If valuation calculations are  
public, it could hurt an  
eventual IPO.

•  We share our pricing policy with 
investors as standard practice.

•  We’re open to discussing  
valuation practices, but valuing 
specific assets leads to holdings, 
and we need to protect our 
intellectual property.

•  I need detail to confirm  
that assessed fees match  
legal documents.

•  Fee detail is essential for  
assessing value creation.

•  The complexity of fee rebates  
makes investor-level disclosures  
a challenge.

•  We need to choose the best 
providers; I can’t do that if I  
have investors who are primarily 
concerned with costs.

•  If fees are made public via FOIA  
request, it opens us up to repu- 
tational risk and regulatory scrutiny.

•  Gross vs. net returns are listed  
on investor statements.

•  Providing detailed fee  
calculations for every investor  
is an operational challenge.

•  I need to demonstrate that  
I’ve done my due diligence  
on controls.

•  I need to be able to see and 
understand a manager’s  
processes to be comfortable  
with an investment.

•  Our business is different; it’s not 
“apples to apples” with other 
fund types, and so investors may 
not understand that our controls 
are adequate.

•  We issue an annual SOC1-type  
report; on-site due diligence  
places a lot of strain on our team  
and impedes focus.

•  Due diligence visits are a 
standard process; we work with 
our administrator to make sure 
investors have what they need.

•  I need to understand liquidity  
details to manage cash flows and 
meet obligations.

•   I have to be able to forecast  
market liquidity to plan for  
volatility or unforeseen events.

•  We provide information on 
capital calls as fast as possible, 
but sometimes investment 
opportunities arise quickly.

•   We have a lot of bi-lateral 
agreements with individual 
investors; providing detail to each 
one is a logistical challenge.

•  Lockups are essential for our 
strategy; shorter lockups can 
affect performance.

•  Terms and conditions are 
detailed in the subscription 
documentation and in agreed 
side letters.

Investors Say Hedge Funds SayPE, RE, Infrastructure GPs Say

Holdings

Valuations

Fees

Operational

Liquidity
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Investors, conversely, have legitimate data needs for risk management, stress 
testing and due diligence, but the variance in data formats and the systems 
and talent requirements needed to normalize and get value out of the data 
present their own layer of expense and complexity.  

To help facilitate a better understanding of the challenges each group faces 
related to transparency, we have outlined some of the key issues in the 
illustration on page 9.

BARRIERS TO TRANSPARENCY: SOME HIGH, SOME LOW 

Sometimes investors and managers can easily find common ground on 
transparency because the barriers to providing the requested information 
are low, and the benefits for both sides are higher. For example, investors  
focused on ESG criteria are likely to have a strong desire for transparency 
into a fund’s underlying holdings. Managers of ESG strategies often  
recognize that offering that holdings transparency is a compelling  
product feature and are more likely to do so.  

In other situations, the balance may be harder to achieve. It’s easy to  
understand why an investor would want transparency into valuation  
practices, and many managers have made an effort to provide them with 
the relevant valuations for their funds. But some investors still are looking 
for more – often information about the methods used to generate those 
valuations or some type of independent verification that the valuations are 
sound. But what if disclosing details about valuations (and making those 
valuations subject to FOIA requests) effectively puts a cap on the asset  
price, limiting the manager’s ability to sell assets at a higher price? What 
if disclosure affects the price of an initial public offering (IPO)? In these 
scenarios, transparency may work against both the manager’s and the 
investor’s long-term interests.

As the CFO of a fund-of-funds manager told us, “We believe managers  
have a duty to provide investors with as much transparency as possible.  
But we also understand that this can cause material impacts to their  
operations if information, such as the manager’s valuation of a company, 
becomes public. In our experience, most managers are able to strike a  
balance so that we have the information we need and their sensitive  
information is not compromised.”
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Moving Toward Consensus and Better Practice

No “magic bullet” exists that fully meets the needs and objectives of all  
parties at all times. Especially when it comes to transparency, compromise 
between individual investors and their managers will remain important. 
However, when we look at the issue of transparency in its entirety, we do 
believe it’s possible for the industry to move toward better practices and 
consensus around key issues.  

The first step involves taking a more deliberate and nuanced approach 
to transparency discussions among all parties. It may require both sides 
to better define what transparency means to them specifically, and what 
tradeoffs they’re willing to make in exchange for achieving it. Taking a more 
strategic approach to transparency may also help provide a better framework 
for making these decisions, and ensuring that the information received or 
provided is as logistically manageable as it is strategically valuable. And 
finally, it involves moving the relationship between investors and managers 
toward more of a partnership approach, in which the partners gain a better 
understanding of the needs and challenges of their fellows. 

As the chief operating officer of a large corporation said, summing up their 
experience on getting the transparency they need, “If you know what you 
need, can have a knowledgeable staff member articulate it to the manager 
clearly, and show some patience and empathy, you will get what is needed.”

When it comes to transparency, 
compromise between individual 
investors and their managers 
will remain important. However, 
we do believe it’s possible for 
the industry to move toward 
better practices and consensus 
around key issues.
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At the end of 2016, more than 5% of insurance 
company admitted assets were held in Cash, Cash 
Equivalents and Short-Term Assets.1 Assuming these 
assets could be worked harder, a conservative estimate 
adds an incremental 40 basis points of yield, meaning 
the industry could earn another $1+ billion of additional 
annual income. Much of the damage wrought upon 
fixed income investments during the Financial Crisis 
was centered on “cash equivalents” such as Structured 
Investment Vehicle notes, Auction Rate Securities, and 
securities lending programs. While it is prudent to focus 
on capital preservation with cash assets, these 2007 
bogeymen do not need to haunt investors forever.

LOS ANGELES | BOSTON | LONDON | PARIS | MILAN

RETHINKING CASH Optimizing a Strategic Asset

PAYDEN.COM

WHY SHOULD YOU CARE ABOUT YOUR CASH?

Q4  2017

Cash is a strategic allocation. It is necessary for the day-to-day 
operations of an insurer in taking in premium and paying out 
claims. It is also a frictional result of longer-term investment 
strategies.

An active approach to cash management reduces the income 
drag of passively sitting in sweep programs or money market 
funds, while minimizing the liquidity risks of blindly chasing 
yield. We seek to enhance performance without compromising 
liquidity and stability. Our history has shown this goal can be 
achieved.

Payden & Rygel was founded in 1983 on the premise that 
companies can do more with their operating cash than 
buying money market funds and rolling Treasury bills. We 
have successfully navigated the ups and downs of the market, 
through good and bad cycles.

We have shown that by taking well-managed incremental 
interest rate and credit risk, companies can earn an attractive 
return on cash while maintaining adequate portfolio liquidity. 
Today, Payden manages more than $30 billion of assets in this 
strategy for insurers and more.



HOW DO WE THINK ABOUT YOUR CASH?
The basis of our operating cash strategy is that the 
portfolio needs to be liquid, but not every security needs 
to be available to function as daily liquidity. Money market 
securities have less price risk and lower trade costs than 
corporate bonds, but both can be sold to generate funds, and 
over certain holding periods the corporate bond can earn 
enough return to overcome the higher cost of transaction. 
Rather than viewing all operating cash balances as needing 
immediate liquidity, tiers of liquidity requirements allow for 
an optimized combination of return generating and highly 
liquid investments. Re/insurance companies are particularly 
well suited to optimizing their cash balances ahead of claims 
payments. Using estimates for the size and timing of outflows, 
cash set aside for claims settlements can be invested with 
some flexibility.

With an understanding of these relative liquidity requirements, 
the stable portion of a cash allocation can be invested in an 
income and return generating strategy, the so-called ‘core’ 
portfolio. Investments in the ‘core’ portion of the portfolio 
are available to be invested in a broad set of opportunities, 
subject to regulatory considerations and investment 
guidelines, which typically include 1-3 year investment grade 
corporates, asset-backed securities, and mortgage-backed 
securities. Active sector and duration themes will be reflected 

in this portion of the portfolio. Layered on top of the ‘core’ 
portion is the so-called ‘flow’ portion of the portfolio. Typical 
investments include repurchase agreements, commercial 
paper, Treasury bills, agency notes, and short corporate bonds, 
securities with very low transaction costs.

Isn’t it prudent to segregate cash needed for different 
purposes? Not necessarily, mainly because cash is fungible; 
there are efficiencies gained in aggregating cash and 
viewing it as one comprehensive portfolio. Securities that 
were purchased as income generating investments can be 
used for liquidity when they generate coupons, mature or 
become overvalued. For example, a three year corporate 
bond may be purchased as a ‘core’ investment but could 
be considered a ‘flow’ asset after two years have passed. In 
a classic low duration portfolio, that bond would likely be 
sold and rolled out the curve. This constant cycle of securities 
rolling into the liquidity bucket or maturing to fund outflows 
reduces transaction costs and improves the total return of 
the portfolio.

In addition to dedicated operating portfolios, Payden has 
developed bespoke structures to facilitate the combination of 
cash across separate portfolios, legal entities and domiciles. 
These allow for maximum utilization of active and fallow cash 
for improving the overall liquidity and return profile of an 
organization—an holistic approach.
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Chart 1: Prime Money Market Fund

Gross Yield 1.35%, Net Yield 0.97%, Duration 0.07yr

Chart 2: Payden & Rygel Enhanced Cash Portfolio

Gross Yield 1.69%, Net Yield 1.56%, Duration 0.70yr 

• Higher yield by 59bps – net! 

• Capital efficient (statutory and SII) – low RBC

• Greater diversification of corporate credit

• Higher allocation to US government securities

• Ability to take advantage of steep yield curve

• Participates in syndicated corporate markets

Advantages of the Payden Enhanced Cash Strategy



SO WHAT’S THE BIG DEAL?
In addition to structural benefits mentioned earlier, extending 
your cash investment universe out the maturity curve and 
down the credit spectrum has multiple benefits. The primary 
benefit is the increased diversification of credit exposure. 
While prime money market funds with a maximum maturity 
of 397 days have large allocations to financial risk through 
repurchase agreements, certificates of deposit and demand 
deposits (Chart 1), a diversified enhanced cash portfolio can 
access asset-backed securities, industrial corporate issuance 
and even generate returns from government securities  
(Chart 2).

The inclusion of government securities also reduces the 
overall Risk-based Capital (RBC) for the portfolio, allowing for 
additional BBB-rated credit to be utilized without incurring 
a higher total RBC than current cash, cash equivalents and 
short-term investments. The example portfolio in Chart 2 
carries only 0.35% RBC for Health and P&C companies.2

How does the portfolio generate returns from government 
securities? Recognizing the positive slope of the yield curve 
can add yield and capital appreciation to a portfolio in many 
environments. This also applies to the incorporation of fixed 
coupon corporate debt and asset-backed securities beyond 
the money market universe.

WHAT ABOUT THE RISKS?
Any time one moves away from a deposit at the bank or 
a government money market fund there is a potential for 
negative mark to market. With the understanding our 
strategy takes on additional risk, we believe the higher 
returns, nominal and risk-adjusted, reflect the benefit of 

taking these incremental moves out the curve. The pull-to-
par characteristics of short maturity securities can result in 
very low volatility of returns, and infrequent negative returns. 
The scenario analysis in Table 1 illustrates this feature. 
Using the sample portfolio from Chart 2, we look at the 
return experience over six months, under various stresses. 
In this example, the portfolio could withstand rates moving 
higher by 100bps and credit spreads 50bps wider without 
generating a negative return.3

Using our enhanced cash composite as evidence, our 
experience over the past 34 years has avoided negative 
returns over any six month rolling period (see Table 2). The 
negative returns over shorter periods primarily occur during 
periods of rapid rising rates (ie. 1994) and are quickly 
recouped by higher portfolio yields moving forward.

CONCLUSION
Esoteric assets, lower rated credit, and longer durations have 
been the trend in insurance portfolios looking for higher 
returns in a low yield environment. Cash balances are often 
dismissed as a necessary drag on investment performance. 
Payden & Rygel believes there is an opportunity to better 
utilize this strategic asset and increase the overall nominal 
and risk-adjusted return profile of an insurance balance 
sheet. 

1. snl.com, Cross Sector Industry, Financials, U.S. Statutory, NAIC Format

2. NAIC Investment RBC Charges (05/10/2016) and Payden & Rygel 
Calculations

3. Bloomberg Barclays and Payden & Rygel Calculations, as of 9/30/17

TABLE 1: Scenario Analysis of Sample Portfolio – 6mo Holding Period Returns (%) 

TABLE 1: Scenario Analysis of Sample Portfolio – 6mo Holding Period Returns (%) 

TABLE 2: Historical Stability of Payden’s Enhanced Cash Strategy

Source: Payden & Rygel Enhanced Cash Composite gross returns from 01/01/1984 through 9/30/2017. Full disclosure on following page. 
Quoted performance data represent past performance, which does not guarantee future results.

Interest rate shock and credit spread moves are continuous over six month period.

Corporate Credit Spreads:
Interest Rate Shock Unchanged 20 bps Tighter 50 bps Wider
Unchanged 0.88 1.12 0.28
Up 25 bps 0.80 1.04 0.20
Up 50 bps 0.72 0.96 0.12
Up 100 bps 0.55 0.79 0.00

Payden Enhanced Cash Strategy
 Rolling:  
1 Month 2 Month 3 Month 4 Month 5 Month 6 Month

Total Periods 405 404 403 402 401 400
Minimum Return (%) -0.62 -0.60 -0.66 -0.51 -0.14 0.06
Negative Periods (count) 33 14 11 8 2 0
Negative Periods (percentage) 8% 3% 3% 2% 0% 0%

Yield: 1.69%           Duration:  0.70yr            Average Quality: AA-



Over 30 Years Successfully Managing Balance Sheet Assets  
> 55% of Assets Under Management
Strong Relationships and Connectivity With Full Spectrum of Underwriters, Service Providers and  
Risk Sharing Entities Including:

Manage over $15 billion on behalf of insurance entities globally

 » Property & Casualty
 » Reinsurance
 » Life 

 » Health
 » Lloyd’s Syndicates
 » Run-off Aggregators

 » Captive Pools
 » Risk-Sharing Pools 
 » Brokers 

Payden Contacts
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Mark H. Stanley, U.K. mhstanley@payden.com

 » Independent – 100% employee owned

 » Stability – three decades of experience; low turnover

 » Client-focused – fully tailored mandates and reporting

 » Over $116 billion in assets under management
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Payden & Rygel Enhanced Cash Composite

Creation Date : January 1, 1984  | Performance through Septermber 30, 2017 | Reporting Currency : USD

Year
Composite 

Gross 
Return (%)

Benchmark 
Return (%)

 Composite

Dispersion
Number of  
Accounts

Composite 
Assets 

(millions)

% of Firm 
Assets

Composite 
3-Year Std 
Dev (%)

Benchmark 
3-Year Std 
Dev (%)

Trailing 
Returns  

(Annualized)

Composite 
Gross   

Return (%)

Benchmark 
Return (%)

2007 4.64 4.91 0.52 41 8,051 14% -- -- 1 year 1.19 0.63

2008 1.50 2.10 1.27 34 4,698 10% -- -- 3 years 0.83 0.28

2009 2.16 0.17 1.09 33 5,736 11% -- -- 5 years 0.70 0.19

2010 0.65 0.13 0.52 37 6,081 11% -- -- 10 years 1.02 0.45

2011 0.47 0.08 0.42 36 6,572 11% 0.32 0.04 15 years 1.69 1.23

2012 1.04 0.08 0.62 37 12,857 16% 0.18 0.03 20 years 2.65 2.08

2013 0.44 0.05 0.17 27 8,407 10% 0.19 0.02 Since Inception 
(1/1/1984) 4.83 3.80 

2014 0.45 0.04 0.19 29 9,620 11% 0.18 0.02

2015 0.38 0.03 0.12 32 10,321 11% 0.14 0.03

2016 1.07 0.24 0.22 38 12,879 12% 0.17 0.05

YTD 2017 1.03* 0.57* -- 38 14,115 12% -- --

Supplemental Information
Payden & Rygel claims compliance with the Global Investment Performance Standards (GIPS®) and has prepared 
and presented this report in compliance with the GIPS standards.  Payden & Rygel has been independently verified 
for the periods December 31, 1999 through December 31, 2015.  A copy of the verification report is available upon 
request.  Verification assesses whether (1) the firm has complied with all the composite construction requirements 
of the GIPS standards on a firm-wide basis and (2) the firm's policies and procedures are designed to calculate and 
present performance in compliance with the GIPS standards.  Verification does not ensure the accuracy of any specific 
composite presentation.
Definition of the Firm
Payden & Rygel is an independent investment advisor with its primary offices in Los Angeles, Boston, and London.  The 
firm manages bond and equity portfolios for a diverse client base, including mutual funds based in the United States 
and Ireland. All discretionary accounts are included in a composite. 
List of Composites
A complete list and description of firm composites and policies for valuing portfolios, calculating performance, and 
preparing compliant presentations are available on request.
Internal Dispersion
Composite dispersion is calculated using the equal-weighted standard deviation of annual gross returns of those 
portfolios that were included in the composite for the entire year.  Composite dispersion is not presented for periods 
with less than five accounts in the composite.  

Composite Description
The composite includes discretionary portfolios which invest in short-term, investment-grade fixed income securities.  
Portfolio durations are typically under one year.  Portfolios may invest in bonds of issuers outside the United States. 
Non-U.S. dollar exposure is hedged back to the U.S. dollar using currency forwards.  Some accounts may use swaps to 
efficiently manage portfolio positioning.
Benchmark
As of January 1, 2017, the benchmark was changed to the BofA Merrill Lynch 3-Month US Treasury Bill Index.  Prior to 
January 1, 2017, the benchmark was an internally calculated 3-Month Treasury Bill. 
Fees
For use in one-on-one presentations only.
Composite returns are presented gross of management fees and custodial fees, but net of all trading expenses, 
commissions and withholding taxes. Actual returns will be reduced by advisory fees and other expenses that may be 
incurred in the management of an account. For example, an actively managed account with an annual rate of return 
of 5% compounded over a 5-year period that was charged a management fee of 0.15% would achieve a net-of-
fee cumulative total return of 27.38%, compared to a gross-of-fee cumulative return of 28.3% based on the same 
assumptions.
All accounts in the composite pay management fees. Our standard fee schedule is 0.15% on the first $100 million 
and 0.125% thereafter. Payden & Rygel’s advisory fees are described in Part 2A of its Form ADV, which is available 
upon request. 
Minimum Account Size
The minimum portfolio size for inclusion in the composite is $25 million.

* Unannualized
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P rivate credit offers distinct advantages and appeal in a low return 

environment, but investors should be aware that behind the name is a 

diverse array of strategies, some more familiar to institutional investors 

than others, each with idiosyncratic risks. The diverse strategies that fall under 

private credit can be implemented with different orientations, preferences, and 

biases, complicating comparisons and requiring thorough and expert diligence. 

The proliferation of private credit managers offers investors new ways to 

generate returns ranging from the mid-single digits to more than 20%, but 

assessing the return target of a prospective credit strategy is not enough— 

investors must examine the nature of the investing activity generating those 

returns. To assess these opportunities, targeted return, risk, and liquidity 

(including current yield, which, we believe, is a form of limited liquidity) are  

the three most important considerations. Investors need to decide whether  

they want to prioritize minimizing risk or maximizing return, as private 

credit strategies offer the opportunity to achieve either objective with differing 

degrees of liquidity.

In this report, we describe the broad array of private credit strategies and 

position them along the risk/return spectrum, review the investment process, 

discuss expectations for the performance of these strategies in various parts of 

the economic cycle, and highlight some key risks for investors to consider. 

1



Defining Private Credit
Broadly defined, a private credit fund targets the ownership of higher yielding corpo-
rate, physical (excluding real estate), or financial assets held within a private “lock-up” 
fund partnership structure. Credit exposure can be either corporate (repayment comes 
from cash flows generated by an operating company) or asset (repayment comes from 
cash flows generated by a physical or esoteric asset). 

Strategies included under the private credit umbrella can generally be categorized as 
either “capital preservation” or “return maximization.” Capital preservation strategies, 
like traditional sponsor-focused mezzanine and senior debt funds, seek to deliver 
predictable returns while protecting against losses. These portfolios tend to be nega-
tively skewed, with few losses and even fewer unexpected gains. Return-maximizing 
strategies include distressed corporate credit funds and funds that focus on capital 
appreciation. These funds offer the prospect of larger gains and often have normally 
distributed to positively skewed portfolios. 

Strategies that don’t easily fall into one of these categories are either opportunistic 
(investing across the credit spectrum as market opportunities permit) or niche/
specialty finance strategies, like aviation finance or health care royalties. Oppor-
tunistic and specialty finance strategies must be evaluated individually to determine 
the appropriate expectations for risk and return. 

Figure 1 illustrates how private credit compares to more liquid credit strategies and 
other private investment opportunities, with targeted investment-level gross returns for 
select private credit strategies broken out. 

FIGURE 1  RETURN SPECTRUM: PRIVATE CREDIT VS LIQUID CREDIT AND PRIVATE EQUITY STRATEGIES

Inv-Grade Bonds

High-Yield Bonds

Private Credit (All Strategies)

Senior Debt

Subordinated Capital

Credit Opps/Distressed Credit

Specialty Finance
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Source: Cambridge Associates LLC.
Note: Returns for investment-grade and high-yield bonds represent arithmetic return assumptions in equilibrium.
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Given the various strategies, private credit can reside in different parts of investor 
portfolios. Strategies with greater expected upside, like distressed credit or capital 
appreciation, might be found in private equity allocations. Strategies expected to return 
slightly less, like credit opportunities or traditional mezzanine, may sit in “special 
situations” or “opportunistic” buckets. The lower-yielding strategies, like senior debt, 
may sit in fixed income or alternative credit. Interestingly, senior debt allocations are 
increasingly being defined as an independent, standalone asset class in many portfolios. 
In short, private credit strategies can be used to enhance or diversify traditional allo-
cations such as fixed income or private equity. At the same time, private credit can be 
an excellent standalone allocation in a portfolio because its different strategies offer a 
range of risks and returns broader than some other private asset classes.

Capital Preservation Strategies
Capital preservation strategies include sponsor-oriented mezzanine funds and senior 
debt. The vast majority of managers in this space finance private equity–led leveraged 
buyouts and exhibit a client service posture, emphasizing the cultivation of personal 
relationships as a means of differentiation. Returns flow primarily from current pay 
coupons and some fees; equity participation is a less important driver of returns. Loss 
mitigation is absolutely essential as the possibility of outsized gains is limited.  

Mezzanine 
“Traditional” mezzanine refers to those managers that seek to develop relationships 
with private equity sponsors and senior lenders to provide junior capital to finance 
buyouts or acquisitions. Mezzanine managers tend to make subordinated loans to 
lower-middle-market and upper-middle-market borrowers and generate most of their 
return from current cash pay coupons in excess of 10%. These funds also generate 
returns from prepayment penalties and paid-in-kind (PIK) interest, although to a 
much lesser extent than funds pursuing capital appreciation strategies. Mezzanine 
managers can also capture equity exposure through purchased equity or warrants, as 
well as penny warrants. Their ability to negotiate documentation is constrained by the 
demands of equity owners and senior lenders, and pricing frequently takes a strong cue 
from the market.

A primary risk for these managers is that credit losses overwhelm gains from equity 
exposures. In theory, equity gains from the rest of the portfolio should compensate the 
investor for limited credit losses, but this is not always the case. Targeted gross returns 
hover around the mid- to upper-teens, depending on market conditions. Mezzanine 
funds usually have eight- to ten-year lock-up periods with limited liquidity from current 
pay interest.
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senior Debt 
Senior debt funds, commonly referred to as direct lenders, are most closely related to 
traditional mezzanine lenders in their investment approach. The vast majority of these 
managers pursue a sponsor coverage model, developing relationships with private 
equity managers to finance their buyouts and platform company expansions. They 
generate most of their returns from current cash pay coupons composed of a fixed 
credit spread and a fixed reference rate (usually Libor).

Although senior debt funds take senior risk, investors should be careful to closely 
identify the true risk of the underlying loans. For example, some senior lenders refer to 
second-lien loans as “senior” because they enjoy priority over all but first-lien lenders. 
Similarly, a split-lien loan secured only by a priority pledge of intellectual property 
may be a second lien in disguise if another lender to the same borrower has secured 
working capital, fixed assets, and machinery and equipment. Further, the advent of the 
unitranche loan enables lenders to remain the senior lender of record while retaining 
only a last-out tranche of the original instrument after selling a first-out piece to 
another lender. Thus, an investment described as “senior” may be riskier than it sounds.

Senior debt funds can be levered or unlevered at the fund level, and investors should 
focus on the overall level of leverage and the use of synthetic leverage, as well as the 
permanence and potential manipulation of leverage lines. Unlevered gross returns tend 
to be around 6% to 10%; levered gross returns may reach 15%. Risks confronting direct 
lenders include underlying portfolio credit risk as well as the risks attending any sponsor- 
oriented business model. These may include reliance on a limited number of sponsors 
and on the merger & acquisition (M&A) cycle generally, as well as general competition 
that first (often surreptitiously) erodes terms and, ultimately, depresses yields. 

Return-Maximizing Strategies 
Return-maximizing credit strategies seek to generate more private equity–like returns 
through purchasing either performing or distressed credit instruments. Distressed 
credit investors and their strategy of buying discounted loans or bonds in the hope 
of a par refinancing or a return-enhancing negotiated settlement are very familiar to 
many institutional investors. Perhaps less familiar are certain types of subordinated 
debt and preferred equity strategies that seek capital appreciation and that provide an 
alternative to dilutive private equity. Business owners seeking liquidity to grow or plan 
succession may wish to retain control of their companies—a wish many control- 
oriented private equity funds would be unwilling to grant. Return-maximizing strat-
egies provide the desired liquidity without acquiring control of the business through 
instruments crafted to protect the lender.
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Capital appreCiation strategies
Capital appreciation strategies tend to be either par debt or equity-like instruments that 
frequently function as a replacement for private equity. Firms owned by entrepreneurs 
or families seeking capital but reluctant to surrender control will turn to structured 
equity or subordinated capital appreciation providers to meet their financing needs. 
Originating these types of investments is not easy and requires a broad network of 
professional services advisors and others that can help identify family-owned busi-
nesses, fund-less sponsors, and others seeking to grow their companies without private 
equity. These investors must exhibit great creativity in structuring bespoke instru-
ments that meet the specific needs of each borrower.

These managers typically originate direct investments to unsponsored, lower-middle-
market companies. Instruments are usually subordinated debt or preferred equity, 
which neither threaten senior creditors nor dilute common equity. In the capital struc-
ture, they fit comfortably between ownership and senior lenders to provide growth or 
acquisition capital to owners willing to pay a high coupon to avoid dilution. Capital 
appreciation managers may exhibit a preference for either debt- or equity-like expo-
sures, but most will have some of both.

Debt-like instruments frequently retain more muscular creditor rights than structured 
equity in the form of covenants, liens, and other measures. The differentiating attribute 
of this strategy is its relatively higher reliance on high coupons to de-risk and generate 
return. Asset-level returns should be slightly below those of equity-like strategies 
but greater than traditional mezzanine. On the other hand, equity-like instruments 
frequently have a range of coupons, fees, and equity-like components. It is not 
uncommon to see these managers derive much of their returns from liquidation prefer-
ences, PIK interest, success fees, repayment penalties, and similar terms and conditions. 

One risk of these strategies is the dispersion of outcomes. Expected gross returns 
should bottom out in the mid-teens, while the upside can reach into the twenties; 
liquidity is also low, with fund lives ranging from eight to ten years. Current yield 
depends on the individual manager’s preference. Together with distressed credit 
managers, capital appreciation managers’ risks, returns, and liquidity, especially at the 
riskier end of the spectrum, most closely resemble those of private equity; as a result, 
these riskier strategies can often be found in either the private equity or private credit 
allocations within investors’ portfolios.

DistresseD CreDit  
Distressed corporate credit managers typically target middle- to large-capitalization 
companies and purchase deeply discounted debt securities, either in the market or 
bilaterally. What they do with these securities helps differentiate managers. Most 
endeavor to generate returns through negotiation, using whatever leverage is afforded 
them as creditors under the governing document and the prevailing bankruptcy code. 
A minority tend to be “pull-to-par” investors, basing returns on their view of a compa-
ny’s fundamental valuation. These investors rely on catalysts such as an upcoming 
refinancing or a change in economic prospects to improve asset prices. “Negotiator” 
investors tend to create their own catalysts through restructurings or tailored financ-
ings to extract value. 
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Distressed credit managers are expert financial analysts with deep expertise in legal 
documentation. Their returns come from the accurate assessment of borrower enter-
prise value; a creative and co-operative approach to form coaliltions, obtain consensus, 
and craft constructive outcomes; and a thorough understanding of their rights and 
remedies enshrined in the relevant documentation. Returns are frequently generated 
through a combination of a very high current contractual yield component relative 
to par strategies (because instruments are purchased at a discount) and capital gain 
(driven by a “pull-to-par” from refinancing or settlement). Targeted gross internal rates 
of return (IRRs) typically exceed the mid-teens.

The primary risk attending these strategies lies in the many parties involved in a 
restructuring. Investments can pay off handsomely if negotiations go as planned. 
Alternatively, they can quickly underperform if other creditors, company management, 
ownership, or even a local bankruptcy court judge becomes uncooperative—soft power 
and personalities matter. Liquidity can vary, and some managers pursue very similar 
distressed strategies through liquid hedge funds as well as lock-up vehicles. 

Opportunistic and Niche Strategies
Beyond the strategies that can be more easily classified as either generating returns 
or protecting capital lie a wide array of other credit strategies that would need to be 
evaluated individually to determine whether they are more oriented toward return 
maximization, capital preservation, or a mix of both. Under very broad headings, inves-
tors may find funds that could be called “credit opportunities” or “specialty finance.”

CreDit opportunities 
This strategy seeks to deploy debt capital opportunistically wherever market liquidity is 
lowest or value is greatest. It can include rescue financings (which help borrowers stave 
off a liquidity crisis, upcoming maturity, etc.), specialty lending, regular-way credit in 
hung syndications, and distressed credit. Frequently, the most attractive opportunities 
for this strategy arise at the beginning of a distressed cycle, making these managers 
first cousins of distressed credit managers. 

Moreover, credit opportunities funds differ from distressed funds in their ability to 
source, structure, manage, and exit par instruments across a broad array of industries 
and markets. It would not be surprising to find capital appreciation specialty finance, 
structured equity, or even senior debt in a credit opportunities portfolio. One might even 
conclude that the breadth of mandate is the defining attribute of a credit opportunities 
manager. However, mandate breadth varies. Credit opportunities funds can focus on 
corporate credit, or only middle market, etc.

The chief risk for narrower-mandate managers is that their target niche may attract 
increased attention, encounter a decreased opportunity set, or both. Broader-mandate 
managers, on the other hand, are at risk of miscalculating the risk of a new and unfa-
miliar opportunity. Targeted gross IRRs typically exceed the mid-teens and vehicles tend 
to be locked up to afford the time to identify, execute, and exit illiquid opportunities.
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speCialty FinanCe  
Specialty finance managers pursue a very broad array of niche strategies. These 
managers tend to target one small industry, requiring highly specialized expertise. 
Within this category, the most capital has flowed to funds that purchase nonper-
forming loans (NPLs). More recently, pharmaceutical and music royalties, rediscount 
lenders, and funds specializing in life settlements, catastrophe bonds, and trade 
finance have come to market.

The highly specialized nature of these strategies makes them among the most difficult 
to perform due diligence on because each strategy requires unique lines of inquiry. Is 
a music royalty manager purchasing publishing rights, songwriter rights, or both? Is 
a pharmaceutical royalty manager purchasing the rights to a drug, or lending to a 
company but taking those rights as collateral?

Targeted gross returns for this fund type tend to begin in the mid-single digits and can 
range into the upper-teens and higher, but most strategies generally offer less upside 
potential. Fund structures also tend to be longer term and locked up. Yet of all private 
credit strategies, specialty finance holds some of the most liquid sub-strategies. We 
have encountered rediscount lenders and consumer finance strategies with two-year 
investment periods and five-year fund lives with no recycling of interest.

To summarize all the strategies we’ve discussed, Figure 2 shows where in the capital 
stack funds tend to invest, and Figure 3 outlines key characteristics of each strategy.

FIGURE 2  WHERE PRIVATE CREDIT STRATEGIES TYPICALLY PLAY IN THE CAPITAL STACK

Source: Cambridge Associates LLC.
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CAPITAL PRESERVATION 
STRATEGIES

RETURN-MAXIMIZING 
STRATEGIES

OPPORTUNISTIC AND 
NICHE STRATEGIES

SENIOR DEBT MEZZANINE
CAPITAL
APPRECIATION

DISTRESSED
CREDIT

CREDIT
OPPORTUNITIES

SPECIALTY
FINANCE

Also Known As Direct Lending Subordinated 
Capital

Subordinated 
Capital,
Structured Equity

Distressed Debt, 
Special Situations

Special Situations Asset-Backed 
Finance, Esoteric 
Assets, NPL 
strategies

Strategy Capital 
preservation 
through senior 
or stretch senior 
instruments with 
extensive creditor 
rights

Origination of 
par, performing 
junior debt

Origination of 
par, non-dilutive, 
private equity 
substitute capital 
in the form of 
junior debt, 
preferred, or 
structured equity

Purchase of 
“stressed” and 
distressed debt

Providing more 
complex 
corporate 
financing 
arrangements

Structure or 
purchase of cash 
flow streams 
generated by 
either a physical 
or financial asset

Return Drivers Coupon Coupon Equity gains, fees Recovery in debt 
prices, interest 
payments, or 
restructurings

Interest income, 
original interest
discount, and 
equity upside

Cash flow recovery 
or enhancement 
through active 
servicing

Targeted Fund-Level 
Returns
(Gross IRR)

6%–10% (unlevered)
11%–15% (levered)

13%–17% >15% >15% >15% 7%–20%

Investment Period 
(years)

2–3 4–5 4–5 2–3 2–4 2–4

Term of Fund 
(years)

5–8 8–10 8–10 6–10 5–7 5–8

Competition Intense
competition from 
other direct 
lenders, CLOs, 
and some hedge 
funds

Stiff competition 
in covering 
private equity 
sponsors

Less competition 
than traditional 
mezzanine as the 
unsponsored 
market is much 
larger than the 
sponsored

High level of 
competition from 
hedge funds and 
credit opps funds

Competition 
varies but is 
highest in 
“crowded trades” 
that attract 
disparate pools of 
capital, like, most 
recently, shipping

Generally limited
competition but 
with some 
“crowded trades”

Funds’ Ability to 
Influence 
Restructuring 
Process

Influence
correlates with 
control. Fewer 
lenders mean 
greater control 
and greater 
influence. More 
lenders means 
less influence

In distress, 
mezzanine funds 
must pick sides, 
by aligning either 
with equity or 
with the senior 
lenders

Capital 
appreciation 
providers can 
assume control 
of a company 
in distress if 
necessary

Can be very high 
and is frequently 
part of the 
manager’s strategy

Similar to that of 
distressed credit 
managers and 
capital appreciation 
strategies

Don’t typically 
seek to influence

Source: Cambridge Associates LLC.

FIGURE 3  CHARACTERISTICS OF PRIVATE CREDIT STRATEGIES
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Investment Process
We show a simplified version of the investment process in Figure 4, as private credit 
managers’ investment processes depend entirely on the type of strategy. Though 
the initial stages are similar, they begin to diverge after the funding of a loan or the 
purchase of an asset.

All private credit managers, except distressed credit managers,1 first identify the party 
requiring financing. The vast majority of private credit managers cannot identify 
specific opportunities a priori, but must instead await asset holders (future borrowers 
or sellers) to approach them. Unlike distressed credit investors, whose investable 
universe is usually published on Bloomberg, other private credit managers must be 
more active in their sourcing. This usually requires maintaining a network of reliable 
sources of financing opportunities through frequent personal interaction and constant 
contact. Whether a manager is looking for a borrower, a hung syndication, or a pool of 
NPLs, the first step is to identify the private equity fund, the syndication agent, or the 
seller of the NPLs. 

Private credit managers then enter a due diligence phase during which they evaluate 
the risks attending their financing. This phase also includes the structuring of the 
security. In contrast to the typical private equity fund that buys common shares and 
therefore focuses the majority of its discussions on price, many private credit managers 
must consider such details as cash or PIK interest rates, instrument tenor, seniority, 
collateral, advance rates, amortization, covenants, and so on. At the same time, some 
private credit strategies fret most about price. These include distressed credit managers, 
NPL purchasers, and royalty stream purchasers. 

Once the loan is funded or the asset purchased, the process begins to diverge even 
more dramatically. Mezzanine managers and senior debt managers hope to take a 
passive approach to portfolio management as only troubled borrowers require frequent 

1 Distressed managers tend to seek out assets first, and then their holders.

FIGURE 4  SIMPLIFIED ILLUSTRATION OF PRIVATE CREDIT INVESTMENT PROCESS

Source: Cambridge Associates LLC.
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attention. Distressed credit managers specializing in negotiated solutions embark on 
a series of long discussions with other lenders and company management to arrive at 
a profitable outcome. NPL managers employ their own or third-party servicers that 
execute the mundane task of calling delinquent debtors directly to negotiate a new 
payment plan or asset sale. Some royalty managers even have teams of marketing 
professionals tasked with placing songs whose rights the fund owns in new movies, 
television commercials, and other media to increase the revenue stream.

After this divergence in portfolio management, the processes reunite in the typical 
exits for private credit managers: refinance or self-liquidate. Virtually all of the strate-
gies we have described will be exposed to assets that have either a finite life or a clear 
stream of cash flows that should predictably recoup principal and generate return. 
A healthy loan has a maturity date and coupon payments, an NPL pool will have 
negotiated payments, and royalties have statistically predictable streams. This feature 
differentiates private credit from other private alternative strategies. 

Expectations for Strategy Performance  
in the Economic Cycle
No analysis of private credit strategies would be complete without a reference to the 
economic cycle (summarized in Figure 5). The strategy most sensitive to the economic 
cycle is distressed credit because it requires an increase in financial distress, either 
localized or widespread, to expand the opportunity set. Similarly, credit opportunities 
managers that frequently allocate to distressed assets are also well served during a 
credit crunch. Their broader mandate, however, makes them less sensitive to the cycle 
than their cousins in the distressed space. 

When distressed managers are most excited, mezzanine managers will probably 
be very worried. Rising defaults, higher leverage, and the economic malaise that 
set distressed managers’ pulses racing usually spell bad news for holders of junior, 
unsecured obligations issued at par. Moreover, their loans tend to have fixed coupons, 
creating pain in a rising rate environment. Similarly, equity-style gains targeted by 
capital appreciation managers can come under pressure during a cyclical downturn. 
However, those with sufficient dry powder at the beginning of a cycle can invest prof-
itably by providing liquidity to struggling companies or even growth capital in the very 
early stages of a recovery when lenders are still rationing capital.

Senior debt funds are not immune to a downturn in the economic cycle. However, they 
are likely to be less worried than the mezzanine lenders that sit below them in the 
capital structure, if only because those managers will take the first loss after equity is 
compromised. But beyond that, senior lenders have (or should have) prudent structures 
and the benevolent hand of the US bankruptcy code behind them to support their 
recovery efforts. Moreover, their loans are usually floating rate, insulating them in a 
rising rate environment. Their ability to protect the downside makes them the closest 
to an all-weather strategy in corporate credit. Credit opportunities funds come in a 
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close second, not because of their ability to mitigate losses, but because of their ability 
to capitalize on distress.

Specialty finance managers’ performance in the cycle depends entirely on the strategy. 
Purchasers of consumer debt are likely to suffer during widespread, rising unemploy-
ment. But unless the economic cycle changes music tastes or the need for certain drugs, 
music and health care royalty managers are unlikely to experience a change in cash flows. 

Risks
Investors should consider the business risks of different private credit strategies, 
many of which we discussed earlier. Looking across these strategies, some act less 
like traditional investors and more like structured vehicles or finance companies. For 
example, a fund specializing in credit card receivables carries a unique regulatory risk 
surrounding the collection of those receivables. Further, some consumer finance fund 
managers are now buying not just financial assets but call centers, rate cards, and 
other appurtenances that make them look more like leasing or integrated operating 
companies than traditional investment funds. Of the many risks to consider, we high-
light three: scale, leverage, and jurisdiction.

sCale
Strategies like senior debt and some niche/specialty funds tend to scale at a faster 
rate than traditional private equity funds. Scale requires formalized processes, clear 
reporting lines, and internal checks and balances that are not as imperative for a 
typical private equity fund with perhaps a few hundred million dollars in assets under 
management (AUM) and a handful of professionals executing one or two deals a year.

FIGURE 5  PRIVATE CREDIT STRATEGIES ACROSS THE ECONOMIC CYCLE
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EXPANSION CONTRACTION
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Source: Cambridge Associates LLC.
Notes: Illustration does not take into account relative value across credit, or relative value between credit and other asset classes. 
Specialty finance strategies will have different experiences during the credit cycle depending on the type of asset in which they are 
invested. Committing to draw-down strategies requires a longer investment horizon than investing in open-ended strategies that allow 
for immediate capital deployment and regular liquidity.
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Scale is most commonly driven either by the need for diversification or high fixed costs. 
Senior debt lenders face asymmetric returns and so prioritize diversification, which is 
best achieved through greater AUM. More AUM, in turn, requires organization and 
specialization. In contrast, certain specialty finance strategies require highly special-
ized, costly capabilities. Consider purchasers of European or Asian real estate NPLs 
that need sophisticated servicing, legal counsel with expertise in different jurisdictions, 
native language speakers, real estate experts, and more. These forms of incremental 
overhead require either economies of scale or an above-market management fee. The 
impetus toward scale is evident: building on our two previous examples, the European 
real estate NPL market is dominated by a handful of fund managers, and most people 
familiar with the US senior debt space can name the largest players. 

Investors should therefore consider scale when evaluating a credit strategy. Small 
distressed credit and capital appreciation managers can succeed handsomely. Similarly, 
senior debt funds that focus on unsponsored originations are naturally limited 
in achieving scale because of the accessibility of their opportunity set. However, 
managers pursuing scale must institute a more formal and expansive organizational 
and operational infrastructure that addresses factors such as reporting, managerial 
talent, growth, and employee retention, which should all be added to an investor’s  
diligence list.  

leverage
Leverage is another operating risk that investors must analyze. Although subscription 
lines to bridge capital calls have been around for years, some managers now use 
them to enhance fund returns. More permanent fund-level leverage tends to be used 
primarily by senior debt funds originating predominantly senior, secured loans, as few 
leverage providers have the willingness to finance subordinated, uncollateralized loans 
(and certainly not at a reasonable borrowing rate to the fund manager). 

Leverage is a very effective tool to turn a loan with an 8% current pay coupon into a 
14% yielding asset. As a result, virtually every senior debt fund currently in the market 
offers a levered option, with many eschewing unlevered portfolios altogether. Although 
the performance of private credit funds’ assets in a downturn causes handwringing 
in the investor community, the other side of the balance sheet may hold ominous 
auguries. The challenge with assessing the risk of leverage lies in its permanence. 
Leverage that can be pulled quickly and at the leveraged lender’s discretion can lead to 
the forced sale of fund assets or the calling of capital to refinance the lender. 

JurisDiCtion
Because credit investing, almost by definition, relies to some extent on creditor rights, 
the prevailing legal framework providing these rights can be extremely important. 
Moreover, not all jurisdictions are equally favorable for creditors. Investors tend to 
agree that Australia, Canada, Sweden, the United Kingdom, and the United States 
offer some of the most powerful protections for creditors. At the same time, less favor-
able jurisdictions, notably in the emerging markets, should not be avoided altogether. 
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In fact, some fund managers have grown adept at working within seemingly less favor-
able jurisdictions through creative structuring, greater selectivity, and more consensual 
workouts.

Conclusion
Private credit is a big tent that offers investors various options for preserving capital, 
generating current yield, or benefiting from capital appreciation. Private credit strat-
egies can range in size and scale from niche specialty finance managers investing in 
royalties raising $400 million funds all the way up to senior debt managers that typi-
cally target corporate borrowers with $40 million to $200 million in EBITDA and raise 
funds as large as several billion dollars. 

When building private credit portfolios, investors must balance their risk tolerance 
with their return objectives and current pay requirements. Arriving at an optimal 
allocation requires consideration of the context of the entire portfolio’s allocation to 
broader alternative and traditional long-only assets.   

Tod Trabocco, Managing Director

Other contributors to this report include Rich Carson, Walter Murphy, and Anne Richardson.
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