
Credit is used as a term in 
many different contexts: car 
and bank loans, mortgages, 
credit cards. But, it has a 
specific use in the investment 

world, says Kevin Foley. In the Benefits 
and Pensions Monitor Meetings & Events 
‘A Core Fixed Income Solution: The Long/
Short Credit Strategy’ session, he and 
Karl Burnham, a Partner and Co-Portfolio 
Manager for YTM’s Credit Funds, shared 
their thoughts on how the strategy can 
meet the needs of institutional investors.

Kevin Foley: What do we mean by 
credit?

Karl Burnham: Generic definitions of 
credit basically refer to a debt obligation 
between two parties where there’s some 
perceived chance of default.

In the fixed income market, bonds 
issued by a sovereign government are con-
sidered to represent a risk-free rate for a 
given term to maturity because the market 
perceives the chance for them to default as 
effectively zero. That is the risk-free rate.

As a representation of the Canadian 
bond market, we refer to three yield curves 
‒ the risk-free rate such as government of 
Canada bonds; a generic, triple B rated 
corporate curve; and the high yield curve. 
The difference between each is the credit 
spread and as maturity increases, the spread 
increases reflecting the increased default 
risk with the longer term to maturity.

One of the reasons to get into credit 
is the lower volatility. Focusing on credit 
allows an investor to essentially cherry-
pick the fixed income market by decom-
posing their fixed income exposure into 
the credit spread and the interest rate. This 
allows them to focus on the type of risk 

they want because you can hedge away 
the interest rate risk, typically by shorting 
government bonds. With traditional long 
only fixed income, if there’s an aspect you 
don’t like, it is difficult to hedge out.

Kevin: How is the long/short credit 
strategy different from traditional fixed 
income investing?

Karl: The most noticeable differences 
between long/short credit funds and tra-
ditional long-only are the ability to short 
securities and the ability to leverage the 
fund’s exposure.

The long/short credit strategy can own 
and can sell bonds short, which allows 
for the elimination of certain exposures. 
The strategy also includes the ability to 
add leverage, where you would have more 
than a dollar of exposure to credit for each 
dollar invested. 

Kevin: Can you speak to the active 
nature of the strategy and why experi-
ence in this arena matters?

Karl: It’s certainly an actively man-
aged mandate. I’m not aware of any pas-
sive long/short credit funds, but it’s prob-
ably only a matter of time, given the explo-
sion in ETFs. However, given the number 
of inputs and the subjective nature of the 
analysis, it would be difficult to engineer a 
rules-based ETF format.

As an example of the active nature of 
these strategies, there is new issue par-
ticipation which is very much a subjective 
process, born out of experience. In Canada, 
there is roughly one new bond issue every 
business day. In equities, capital raises, 
or IPOs, are quite infrequent. New bond 
issues always require fundamental analy-
sis to support the thesis. Credit and rela-
tive value analysis, along with accessing 

liquidity are also examples of the active 
requirement.

Kevin: What are the typical focuses 
or approaches you’d consider as part of 
a long/short credit strategy?

Karl: You have carry trades where the 
manager is buying low volatility instru-
ments with typically shorter maturities 
because they tend to have the least price 
volatility. They’re just buying them for 
their running yield or, if they’re leverag-
ing, the running spread.

Relative value is another broad catego-
ry. Here, the manager buys one credit and 
sells another expecting the spread to move 
in their favour. This could be done outright 
or by hedging the long or short interest rate 
with a view that the differential is going to 
move in a particular way. 

New issues are a daily opportunity to 
buy securities that are trading at discounts 
to the prevailing market. So that’s attrac-
tive. You’re not going to get the home run 
price moves that sometimes you see with 
the super high beta tech IPOs, but you can 
have lots of singles and doubles each day.

Generally, these broad strategies are 
quite effective. 

Kevin: In fact, long/short credit strate-
gies can replace traditional fixed income 
allocations that investors are accustomed 
to. These strategies can, for example, be 
used within an alternative bucket as they 
promise the benefits of high risk adjusted 
returns, low correlations, and low volatil-
ity.

Used in lieu of traditional fixed income, 
the strategy provides the safety and income 
investors expect from fixed income, while 
avoiding losses from rising rates, he said.
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