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CREDIT FACTOR STRATEGIES OFFER
AN UNCORRELATED INVESTMENT STYLE

There is increasing academic and practitioner evidence that well-known equity factors can be used to
capture excess returns in global corporate bond portfolios. In this paper we discuss the implications
for an asset owner using multiple managers with different alpha sources and styles. We analyse
the exposure to the Value, Quality and Momentum factors for three leading fundamentally-managed
investment grade credit funds in comparison to the Multi-Factor portfolio of Quoniam.

Factor-based or style investing has an increasingly large footprint
in equity portfolios with applications in active, passive, and
smart beta strategies. However, factor-based investing is still in
its infancy for fixed income. Given widespread evidence in many
asset classes, and the similarity in fundamental analysis, it should
be no surprise that this is equally applicable to corporate bond
portfolios as well as equities. The factors considered are Value,
the idea that cheap bonds outperform expensive bonds, secondly
Quality, the idea that safer assets with good fundamentals
outperform higher risk assets with poor fundamentals, and
Momentum, the idea that assets with strong recent performance
continue to perform in the near future. The validation of these
factors contributing to excess performance has been documented
in a variety of academic papers.

We analysed the factor exposures of three leading discretionary-
managed funds" using five years of portfolio holdings, calculating
quarterly portfolio exposures to the following factors:

Value—the market spread versus a fair value model spread
based on the volatility of the underlying stock.

Quality—a combination of two fundamental quality measures,
namely the profitability of the issuer and the “safety” of the
issuer (i.e. Free Cash Flow to Interest expenses).
Momentum-—price momentum of the underlying stock.

In addition, we show the exposure to a Multi-Factor signal (Value,
Quality, Momentum) where we have combined elements of our
proprietary factors. In figure 1 we show the average of the
quarterly portfolio exposures from 2013 to 2018 for three leading
global credit mutual funds. In figure 2 we show exposures for the
Quoniam Multi-Factor fund.

We observe that average exposures for the fundamental funds
have minimal exposure to Value, Momentum and Multi-Factor

" Based on assets under management (AuM) IPE ranking for flagship
Global Credit funds. Source: Morningstar and Bloomberg.
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Fig. 1: Average factor exposures (quarterly, 2013-2018) for largest discretionary,
fundamentally-managed global credit funds. Source: Morningstar, Quoniam Research
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Fig. 2: Average factor exposures (quarterly, 2013-2018) for a quantitative global credit
portfolio from Quoniam. Source: Quoniam Research
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Fig. 3: Correlation of fundamental fund excess return with high yield and EM bonds excess returns (Ihs); correlation of Multi-Factor portfolio excess returns with fundamental fund

excess returns (rhs).

and most notably negative exposure to Quality. At the same time,
the Quoniam strategy has significant exposure to the Value and
Quality factors, and the Multi-Factor signal. The performance of
the single factor exposures is driven by the characteristics as
described above. The multi-factor exposure uses an integrated
bottom-up credit signal based on tilting towards a combination
of the three factors.

Dissecting fundamental fund returns

If not factors, what drives the excess performance of the funda-
mental global credit portfolios? Additional insight can be gained
from analysing the correlation between fund returns and credit
sectors, including high-yield and emerging market bonds. Adding
both high-yield and emerging market bonds to an investment-
grade portfolio aims to achieve extra return by investing in bonds
with higher spreads. This can be characterised as an “active carry
strategy” where cheap bonds are purchased that offer a higher
spread. This differs from the Value idea mentioned earlier as
the cheap bonds have been held with no consideration for an
underlying fundamental or market-based value assessment.

In figure 3 (lhs) we show that the the outperformance of the
largest fundamental fund is highly correlated with high yield

Disclaimer

Source: Bloomberg, Morningstar, Quoniam Research

and emerging market bond returns. This indicates that the fund

has simply invested in these sectors to enhance returns relative to

investment grade credit and those returns could equally be achieved
by investing in high yield or emerging market bond indices.

Quoniam'’s Multi-Factor fund provides an
uncorrelated investment style

In figure 3 (rhs) we show the implications for factor exposures
versus high-yield and emerging market bonds as a driver for
excess returns. Here the excess returns of the Multi-Factor port-
folio are plotted against those of the fundamental portfolio,
showing non-correlated excess returns. This analysis shows that
the Multi-Factor credit portfolio of Quoniam provides exposure
to factor premia that provide an excellent non-correlated invest-
ment style to traditional fundamental bond funds.

Dr Philip Messow

Associate Partner, Fixed Income
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The use of investment services as well as investments in financial instruments are conjoint with risks.
For more information and guidance on opportunities and risks, please visit www.quoniam.com/riskstatement

This document was produced by Quoniam Asset Management GmbH (hereafter “Quoniam”) using reason-
able care and to the best of our knowledge and belief. It is provided for information purposes only and is
for the exclusive use of the recipient. The opinions, appraisals and information expressed in this document
are those of Quoniam or derived from publicly available sources at the time of writing and are subject to
change at any time without notice. However, Quoniam provides no guarantee with regard to its content,
completeness and topicality.

This document is expressly not intended for use by retail clients within the meaning of article 4 (1) (11)
of Directive 2014/65/EU (MiFID II). Excluding documents compiled for investment committee meetings or
those compiled in order to fulfil contractual obligations (e.g. reporting), this document qualifies as mar-
keting material that has been published for advertising purposes only. We hereby expressly note, that the
information provided do not constitute a statement of assets in accordance with applicable investment law.
Consequently, we advise the recipient to turn themselves to the respective investment company.

For more detailed information, in particular a description of the mentioned funds’ risks and rewards, please
refer to the prospectus, the key investor information document and the most recently published annual and
semi-annual report. These publications are available upon request and free of charge from the German pay-
ment and information agents, DZ BANK AG (Frankfurt/Main). The aforementioned documents constitute
the sole binding basis for the purchase of fund units.

The information contained herein does not consider any personal and financial circumstances of the recip-
ient. Therefore it does not constitute an offer or a recommendation to buy or sell financial instruments or
banking services. Neither historical nor future performance simulations and financial market scenarios are a

guarantee for current or future performance. We advise the recipient to seek investment advice in order to
ensure that information provided is in line with their own circumstances.

This document has not been prepared in accordance with legal requirements designed to promote the
independence of investment research. Further, it is not subject to any prohibition on dealings ahead of the
dissemination of investment research. As a consequence information and opinions herein must not be read
as independent investment research.

This document shall not be reproduced or passed on to third parties either in part or in full without the
written permission of Quoniam.

Quoniam is authorised and supervised by the Federal Financial Supervisory Authority (Bundesanstalt fur
Finanzdienstleistungsaufsicht) and is subject to limited regulation by the Financial Conduct Authority. Details
about the extent of our regulation by the Financial Conduct Authority are available upon request.

Quoniam processes your personal data including name, gender, postal address, e-mail address, phone num-
ber and job title within our business correspondence based on article 6 paragraph 1 lit. b) and f) GDPR.
Controller in terms of article 4 number 7 GDPR is Quoniam Asset Management GmbH, Westhafenplatz 1,
60327 Frankfurt am Main. For further information please read the data privacy section in our legal notices.
You do not want to receive further information from Quoniam? Please send an e-Mail to
dataprotection@quoniam.com
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