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Corporate bonds - bonds related to ’short duration’

For many years, investment in corporate bonds has
been one of the ways to achieve a higher return and
diversification of portfolios. However, global issue
activity from states and companies has never been
higher; in addition, interest rates are still low and
it is uncertain when this is going to change. In any
event, many people see the risk of rising interest
rates as more and more onerous.

At the same time as interest rates have declined,
while the perceived risk of growing interest rates
has increased, the last few years have seen inves-
tors seeking investments where the risk in case of
interest rate increases is more limited. One of the
investment sanctuaries used has been investment
in corporate bonds with limited duration (short
duration bonds).

Below, we address some of the deliberations we rec-
ommend before an investor makes a corporate bond
investment on the merit of short duration only.

A number of recognised studies assess the possi-
bility of a low-risk anomaly in the credit market.

An anomaly which delivers a higher Sharpe ratio,
typically through higher rating or short duration.
Jyske Capital will be pleased to assist investors by
providing academic material covering this subject .

The Challenge

When investing in HY corporate bonds, investors
achieve higher interest rates and differentials in
most cases, when the duration is increased —illus-
trated here with three different bonds in the figure.
All other things being equal, short duration bonds
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will thus generate a lower return than long dura-
tion bonds. The problem is, however, that the lower
expected return is not necessarily accompanied by
lower risk.

That short duration bonds are not necessarily
‘rewarded’ with lower risk is due to the fact that
more or less all HY bonds come with a call option,
which means that the issuer may choose whether
to redeem the debt or leave it as an outstanding
until the ultimate maturity date. Roughly speaking,
the call decision depends on whether — immediate-
ly before the call time — the bond is traded above

or below the call price. The call price is typically
around 103, and if the market price is above the call
price, the issuer will carry out early redemption and
refinance the debt.

In a positive scenario, where the interest rate on a
company’s bond falls (either because the general
interest rate levels are going down, or because the
credit quality is improved), the bond price increase
will be highest in case of long duration, while the
short-term bond is still expected to be redeemed on
the first available call date and thus not experience
any price increase. In an adverse scenario, where
the interest rate on the company's bond increases,
the immediate effect will be a modest price drop

on the short-term bond and a bigger price drop on
the long-term bond. In case of a major increase in
interest rates and/or differentials, the price of the
short-term bond will, however, fall below the call
price quickly. Early redemption is thus not to be
expected, therefore the duration will increase, since
the bond will not be redeemed until the ultimate
maturity date.
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The drop in the short-term bond price may thus be
much larger than would be expected when looking
at duration only. Conversely, the bond price upside
is very limited, due to the call option. This effect is
illustrated in the figure to the left, where the circles
represent the current combination of differential
and price.
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If an investor goes for short duration corporate
bonds only and not other types of corporate bonds,
we can see, on the basis of the above, that there

is a great risk of losing a disproportionately high
amount of upside, while the downside is still sig-
nificant in a scenario where interest differentials
widen.

Concern for general interest rate increases paired
with an ongoing desire for corporate bond exposure
may be one of the arguments in favour of buying
short duration corporate bonds. However, this is
not the only solution and we do not currently think
it is the most optimal solution.

- We believe that it may in many ways be a better
solution to buy a longer-term corporate bond (HY
or IG) and cover the duration element by hedging
in the form of futures on government bonds. This
meets the desire to be 'protected' against interest
rate increases, and it may be more efficient than
to limit oneself to a universe of issues that allow
early redemption within a short time limit.

- In addition, the universe for short duration corpo-
rate bonds is also relatively limited; conversely, in
a more open universe with longer corporate bonds
(HY and IG), investors have the possibility to go

more for the right corporate bond issues or the
right exposure to the company in question. This
is a way not to restrain oneself from buying the
right issue merely because of restrictions placed
on duration.

Reflections

Many investors have had deliberations and tak-

en initiatives with the purpose of mitigating the
effect of a possible increase in interest rates. These
initiatives include allocation towards short dura-
tion corporate bonds, allocation to bank loans, and
orientation towards lower credit quality with a view
to obtaining a higher differential (buffer against
rising interest rates). A combination of the possi-
bilities is often seen, since shorter duration often
means that the investor is being forced to a higher
extent of compromise on credit quality, in order to
maintain a reasonably attractive interest rate. As
for low-rated issues (close to default), increases can
thus be observed, when the call date is within the
foreseeable future.

We see more attractive and profitable routes to
limiting interest rate risk, and in the current market
we prefer to use futures to hedge against interest
rate risk on a broad portfolio, thereby allowing
access to a corporate bond universe which remains
wide and where we are not forced to compromise on
the selection of company or bond.

Jyske Capital already provides a number of solu-
tions — for example we access the challeges of

low expected returns a little differently in our 'All
Credit' strategy. In this strategy, position-taking is
implemented in the individual companies, so that
anomalies and arbitrage options between different
instruments from the same issuer are utilised to
yield a higher return without increasing credit or
interest rate risk. Effective implementation simply
means that in this strategy we are able to offer a
better risk-adjusted return.
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Regulation

Regulation based on EU Regulations directed at
banks and insurance companies may lead to a
form of regulatory arbitrage, i.e. the regulatory risk
weighting may deviate from the immediate return/
risk ratio. Such pseudo-arbitrage options may
materialise in case of speculative individual posi-
tions which deviate on duration, rating, currency or
otherwise. In the evaluation of short versus longer
duration of portfolios of corporate bonds and based
on the current regulatory requirements for banking
and insurance, we see no immediate advantages
from selecting either short or long duration. Jyske
Capital may assist in connection with deliberations
and proposals for optimising positions on the basis
of regulatory restrictions (including LCR).

Final observations

In a historical perspective, it has been an advan-
tage for investors to access the corporate bond
market with a broader approach. Limitation of the
investment universe (e.g. restrictions on duration)
may easily lead to inappropriate investment deci-
sions, e.g. an investor may assume a higher credit
risk to compensate for the lack of a higher interest
rate in case of short duration.

In our assessment, the compromise made when
solely investing in short duration bonds is too

big. We see a noticeable reduction of the return
potential and flexibility when the framework for
company and issue selection are narrowed. As an
active asset manager, we consider flexibility to be a
particularly important factor in the current market
environment for corporate bonds.

Important information (disclaimer)

This material has been prepared by Jyske Capital,
which forms part of Jyske Bank A/S, and which is
supervised by the Danish Financial Supervisory
Authority.

This material has been prepared solely for information
purposes for the investors to whom the material has
been handed out. Under no circumstances is the in-
formation aimed at persons residing in or in a similar
way attached to a jurisdiction where it is unlawful

to make such offer or solicitation. The information is
never addressed to persons resident in the US or per-
sons who have a similar attachment to the US.

The presentation is not an offer or a solicitation to
buy or sell financial products and/ or financial in-
struments. We urge investors always to contact their
own advisers for individual information about invest-
ments, tax issues, etc. before buying or selling finan-
cial instruments.

The information is copyrighted by Jyske Capital and
must not be represented or reproduced in any other
way without acknowledgement of source. Jyske Capital
has taken all reasonable care to ensure that the infor-
mation in this presentation is as correct as possible
and information is received from sources which Jyske
Capital finds reliable. Jyske Capital shall not be liable
for any direct or indirect losses due to incomplete or
erroneous information.

Past performance, movements in market prices and
forecasts of future performance and movements in
market prices are not reliable indicators of future
performance or price fluctuations. Performance and/
or price development may be negative. The price of
and return on an investment may fall as well as rise,
among other things because of fluctuations in market
prices and exchange rates.

The information in the presentation is subject to
changes in market conditions, in returns, dividends,
prices, exchange rates, interest rates, fees and charg-
es and other payments, and tax circumstances, etc.
Errors and omissions excepted.
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