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The opportunity in a
nutshell

• Contingent Dislocated Credit funds seek to capitalise on dislocations in credit
markets, buying assets significantly below their assessed fundamental value.
These opportunities can arise during periods of heightened volatility, during
periods of risk-off investor sentiment and when there is actual, or a fear of,
diminishing levels of liquidity. This enables investors to make relatively high riskadjusted returns following irrational market behaviour.
• During the weeks leading up to the end of March, credit assets were subject to a
large, indiscriminate sell-off which caused spreads to widen significantly, even
for the most resilient of companies. Although credit spreads have tightened since
March, there is a likelihood that in the coming months further swings in pricing
will occur as the full economic fallout of COVID-19 plays out.
• By deploying capital in periods of market stress, Contingent Dislocated Credit
funds offer investors the potential to achieve relatively high risk-adjusted returns
by investing in performing assets trading at stressed prices. These investments
could be in public or private credit markets.
• Beyond the credit risk involved, the key consideration for investors is the risk that
managers may not find sufficient investment opportunities during more stable
market conditions and funds may either deliver more muted returns or return
capital without it having been invested.
• This opportunity is attractive for investors who have the capability and flexibility
to deploy capital when volatility arises. We expect these close-ended funds to
deliver returns of 7-11% (net IRR) over a 5-year period if there are further periods
of heightened volatility.

Market background
The initial market reaction to COVID-19 had a significant impact on credit markets,
with spreads breaking through their historical 90th percentile bounds (they became
cheap relative to historical prices), representing a one in ten downside event
(demonstrated by the horizontal lines in the chart below).
The widening of spreads presented an attractive entry point for investors into credit
markets. For example, at the peak of the crisis:
• AAA CLO tranches were trading in the low 80s despite never experiencing a
default in their 25 year plus history.
• 96% of the leveraged loan market was trading below 90 cents on the dollar
compared to 10% pre-crisis.
• 44% of the leveraged loan market was trading below 80 cents on the dollar
compared to just 4% pre-crisis.
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HY and IG spreads broke through their 90th percentile bounds
Credit Spreads (bps)
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Liquidity levels dropped sharply when volatility spiked in March. Liquidity in S&P
500 futures, which is deemed to be one of the most liquid investment instruments
and an instrument reflective of broader market conditions, fell by 90%. Relative to
‘normal’ market conditions, periods of low liquidity present attractive opportunities
for investors who have capital available to deploy at short notice as other investors
are forced to liquidate high quality assets for non-fundamental reasons.
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Risk assets, including credit, have rallied since the end of Q1. However, we expect
periods of volatility to continue into the medium term.
Markets remain sensitive to data related to COVID-19, economic indicators such as
unemployment levels and the reactions of central banks and governments.
Combined with the risks that were present before the pandemic, such as
geopolitical tensions, this outlook means that, in our view, future bouts of volatility
are likely.

What does a typical fund look like?
A typical Dislocated Contingent Credit fund will invest in a concentrated portfolio of
30-40 sub-investment grade credits. While the portfolio will be more concentrated
than a typical high yield bond or leveraged loan fund, it will be diversified across
sectors and geographies.
Most investments will be secured and senior in the capital structure with an average
hold time of 12-24 months before they are exited.
Investments offer a contractual return profile, with returns typically driven by the
coupons paid and the ‘pull to par’ as the investment appreciates in value as it
reaches maturity.
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An example investment is detailed below.

Investment synopsis:
Syndicated loan which traded at
101 cents on the dollar pre-COVID.

• A leveraged loan to a pet company
with strong online presence.
• Loan was originated at a 40% loan to
value, secured against company assets
and with a 2022 maturity.

Loan fell in value to 85 cents (31
March) without an obvious change
to the company’s fundamentals.
This presented the opportunity to
purchase the loan at an attractive
price.

• Pet stores were protected assets and
able to stay open despite the closure of
much of the economy. The company
had a record Q1, strong revenue
forecasts and a 10 day backlog of
orders.

Investor receives 3% coupon +
gain on loan as it moves back to
par = double digits return.

The case for Contingent Dislocated Credit funds
We believe Contingent Dislocated Credit funds enable investors to capitalise on
future volatility within credit markets and only deploy capital if opportunities arise.
In the absence of Contingent Dislocated Credit funds, investors could invest in
traditional credit funds, such as high yield/leveraged loan funds, to gain exposure to
credit markets when spreads are elevated. However, we believe Contingent
Dislocated Credit funds are a more attractive approach for the following reasons:
1. No exposure to legacy positions. Contingent Dislocated Credit funds invest
when volatility spikes and tend to invest in a relatively small number of positions,
which are deemed to be trading at a discount due to non-fundamental factors,
such as low market liquidity. This contrasts with high yield bond funds, which are
exposed to bonds which are justifiably trading at a lower price. For example,
Contingent Dislocated Credit funds may choose to create a portfolio which has
no exposure to the travel industry.
2. No forced outflows. The close-ended nature of these funds enables positions to
be held until they have reached an attractive exit price or maturity. This
contrasts with high yield bond/leveraged loan funds, which may be forced to sell
holdings to meet redemption requests if further periods of volatility occur.
3. Wider opportunity set. The flexibility to invest in both public and private markets
gives Contingent Dislocated Credit funds further diversification benefits
compared to public-only, high yield bond funds.
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How to access the opportunity
Investment managers are currently raising capital for funds. We expect Contingent
Dislocated Credit funds to have the following characteristics:
• Market exposure: Funds will have the ability to invest globally, in both public and
private credit assets.
• Fees: c.0.75 - 1.00% p.a. management fee on invested capital, plus a performance
fee, which is typically 15%.
• Fund term: 5 years, subject to extensions depending on market conditions.
• Expected returns: 7-11% (net IRR) p.a.

Key considerations
Opportunity cost
Contingent Dislocated Credit funds are dependent on market conditions being
volatile. If markets are calm over the lifetime of a fund, then a limited amount of
capital will be drawn down. However, given the current market environment there is
a heightened probability of future volatility.
Default risk
Default risk exists within all credit investments. To mitigate this risk, the selection of
a well-resourced manager with a proven track record is essential. Contingent
Dislocated Credit funds are typically more concentrated than high yield/leveraged
loan funds with 30-40 positions, meaning that losses for individual positions have a
larger impact on returns.
Liquidity
Contingent Dislocated Credit funds are close-ended vehicles and do not offer early
redemption of capital. There are additional governance requirements for investors
during the initial drawdown period.
Currency
The base currency for the majority of funds in this space is US Dollar. This means
GBP investors are exposed to the risks associated with holding assets denominated
in a foreign currency.
Fees
Contingent Dislocated Credit funds typically have higher fees relative to traditional
public credit funds. However, this is reflective of the flexibility to invest in private
markets and the expertise required to identify and research investments and to
swiftly deploy capital when these opportunities arise.

Contingent Dislocated Credit funds represent an attractive investment
opportunity for investors looking to exploit dislocations within credit markets
by investing when market volatility strikes.
This opportunity is suitable for investors who have the flexibility to commit
capital and understand the potential risk that only a portion of capital
committed may be called if dislocations do not occur.
We encourage any investor who is interested in discussing this opportunity
further to reach out to their Isio contacts at the earliest available opportunity.
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Contacts

Alex Napper
Credit Research
020 7123 6072
Alex.Napper@isio.com
Ben Dunning
Credit Research
0113 512 5592
Ben.Dunning@isio.com
Ajith Nair
Head of Research
020 7123 6003
Ajith.Nair@isio.com
Shiventa Sivanesan
Head of Public Credit Research
0121 227 3619
Shiventa.Sivanesan@isio.com
Benjamin Finestein
Head of Private Credit Research
020 7123 6031
Benjamin.Finestein@isio.com

The information contained herein is of a general nature and is not intended
to address the circumstances of any particular individual or entity. Although
we endeavour to provide accurate and timely information, there can be no
guarantee that such information is accurate as of the date it is received or
that it will continue to be accurate in the future. No one should act on such
information without appropriate professional advice after a thorough
examination of the particular situation.

Isio Group Limited is an Appointed Representative of
KPMG LLP which is authorised and regulated by the
Financial Conduct Authority FRN 210513
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