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Alternative Fixed Income:
A Strategic Complement to Fixed
Income or Equity Allocations
By Ian Marthinsen, CFA, Portfolio Strategist, Lysander Funds Limited

A New Normal for Fixed Income?

Traditional Fixed Income Alternatives

Q1 2021 was a watershed moment for bond
investors, as it demonstrated just how much
risk there was in traditional high-quality bond
portfolios such as the FTSE Canada All
Corporate Bond Index and FTSE Canada
Universe Bond Index (“Traditional Fixed
Income”) that – in the case of some retirees –
could make up half or more of investors’ total
investment portfolios.
With that in mind, investors could be asking
themselves the question, ‘how can I maintain
asset diversification, decrease interest rate
risk and still make a reasonable rate of
return?’
The traditional tools used to maintain asset
mix diversification have typically been equity
and fixed income (i.e. the 60/40 asset mix).
However, in a rising interest rate
environment, investors may have to expand
their asset class tool kit to effectively balance
risk and return going forward, and for that
reason more investors are drawn to the
Alternative Credit Focused (“Alternative
Fixed Income”) asset class.

Alternative Fixed Income is still a relatively
small but fast-growing asset class in Canada.
As of the end of Q2 2021, assets under
management (“AUM”) in the category was
$5.4 billion compared to just $456 million
three years earlier – a compound annual
growth rate of 128%1 Referring to Chart 1,
it appears as though the AUM growth of
Alternative Fixed Income occurred in twophases.
The first phase of growth was from Q4 2018
to Q1 2020, coinciding with the advent of the
Canadian Alternative Mutual Fund regime in
Q1 2019, also known as Liquid Alternatives
or “Liquid Alts”. A result of regulatory change,
the Liquid Alts regime opened the door for
retail investors to access alternative
investment strategies by allowing prospectusqualified mutual funds to engage in such
strategies. Previously, alternative investment
strategies were only available to “accredited
investors”– investors who meet certain
requirements such as minimum income or
investable asset thresholds.

Chart 1: Alternative Fixed Income - AUM
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Morningstar Direct. “Alternative Credit Focused” (or “Alternative Fixed Income”) in this article refers to the category of mutual funds
tagged by Morningstar as “Alternative Credit Focused”.
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The second phase of growth followed the
onset of the COVID-19 Pandemic in Q1 2020
and continues today. As illustrated in Chart 2,
during this phase Alternative Fixed Income
provided 8.6% of performance value-add
relative to the FTSE Canada All Corporate
Bond Index.
Furthermore, in Q1 2021 alone, the
Government of Canada 10-year yield rose by

0.88%, contributing to losses of 3.5% and
5.0% for the FTSE Canada All Corporate
Bond Index and FTSE Canada Universe Bond
Index, respectively2. Over the same period,
the 0.9% gain for Alternative Fixed Income
represented value-add of +4.4% and +5.9%
over the FTSE Canada All Corporate Bond
Index and FTSE Canada Universe Bond Index,
respectively.

Chart 2: Alternative Fixed Income and Traditional Fixed Income –
Quarterly Performance and Alternative Value-Add
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“Isolating the Credit Spread”
It is often said that Alternative Fixed Income
investment strategies can “isolate the credit
spread” of corporate bonds. This is an
important
distinguishing
feature
of
Alternative Fixed Income, but it also tends to
be a source of confusion for investors in
terms of how it differs from Traditional Fixed
Income. To illustrate the concept, it helps to
break down a corporate bond into the sum of
its parts.
As illustrated in Chart 3, the yield of the
TransCanada Pipelines bond (“TransCanada
Bond”) (and any other corporate bond) can
generally be decomposed into two parts:
2

• Risk-Free Yield: the yield of a comparable
maturity government bond.
• Credit Spread Yield: the additional yield
above
the
comparable
maturity
government bond that investors demand
to take on the additional credit risk of
lending to a risky corporation rather than
the “risk-free” government.
Shorting an equal maturity government bond
against the TransCanada Bond effectively
neutralizes the risk-free yield component of
the TransCanada Bond, thus isolating its
credit spread yield.

For illustration purposes only. Indices are used to make broad asset class performance comparisons. The FTSE Canada All Corporate
Bond Index is comprised of Canadian investment grade corporate bonds. The FTSE Canada Universe Bond Index is comprised of
Canadian investment grade corporate bonds and government bonds. Performance of both indices is on a total return basis.
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Chart 3: Corporate Bond Decomposition
TransCanada Pipelines 4.34% 10/15/2049 - As of Aug 31, 2021
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For illustration purposes only. Individual positions and characteristics may not be representative of the current or future environment.

Better Yield | Lower Interest
Rate Sensitivity | Better Capital
Growth Opportunity
The process of isolating the credit spread helps
achieve the general outcomes of better yield,
lower interest rate sensitivity, and better capital
growth opportunity for Alternative Fixed
Income relative to Traditional Fixed Income.
Better Yield
Yield is generated in two ways when isolating
the spread: 1) through the credit spread and 2)
from the re-invested proceeds of the
government bond shorted into other bonds.
Referring to Chart 3, the credit spread of the
TransCanada Bond was 2.2%. While the credit
spread yield itself is notably less than the
TransCanada Bond as a whole (3.9%), the
isolated credit spread yield is typically
enhanced by the leverage associated with the
government bond short.
Leverage is a significant factor that can be
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increased or decreased at a portfolio manager’s
discretion. From a yield standpoint, leverage is
generally a good thing because it could
enhance the overall portfolio yield.
Lower Interest Rate Sensitivity
The interest rate sensitivity of a corporate
bond is tied to its risk-free yield component.
Thus, when an equal maturity government
bond is shorted in tandem with a long
corporate bond, the interest rate sensitivity
of the total position is effectively neutralized.
However, the corporate bonds that are
purchased with the proceeds from the
government short are “unhedged”, and it is
these bonds that tend to determine the
overall duration of an Alternative Fixed
Income strategy.

Better Capital Growth Opportunity
When the credit spread is isolated, price
volatility due to changes in interest rates is
neutralized, however there is still exposure to
price volatility due to changes in credit
spread yield. Leverage also plays a significant
role in this aspect of Alternative Fixed Income
as it can magnify the price volatility due to
changes in credit spread yield.
An important factor to keep in mind with
Alternative Fixed Income is that it tends to be
more correlated to equity than Traditional
Fixed Income. This is because the credit
spread yield is a market-based risk premium
that changes based on market expectations
of a bond issuer’s future creditworthiness,

which is similar to how the price-earnings
ratio of a stock is impacted by the market
expectations of the company’s future
earnings.
Consider Chart 4, which shows twenty years
of rolling 3-year correlations between longterm US corporate credit spreads versus the
S&P 500 Price Index, and long-term US
corporate bonds versus the S&P 500 Price
Index – clearly, the US corporate credit
spreads have had consistently greater
correlation to the S&P 500 Price Index than
traditional US corporate bonds (rolling 3-year
correlation averages over 20-years of 0.66
and 0.16, respectively).

Chart 4: Bond & Credit Spread Correlations vs. Equity
ICE BofAML US 10+ Year US Corporate Index vs. S&P 500 Price Index
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Source: Bloomberg Finance L.P.; ICE BofAML Indexes
For illustration purposes only. The ICE BofAML US 10+ Year Corporate Index (USD) is comprised of long-term U.S. investment grade
corporate bonds. The S&P 500 Price Index (USD) is comprised of U.S. listed equites. The indices are used to make broad market
comparisons.
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Thoughts on Positioning
In an environment of low and rising interest
rates, Alternative Fixed Income could be an
attractive solution to investors due to its
superior yield, lower interest rate sensitivity
and better capital growth opportunity
compared to Traditional Fixed Income.
However, these characteristics come with the
trade-off that Alternative Fixed Income tends
to be more correlated to equity price
movements, which can increase overall
portfolio volatility. This could pose a
challenge in terms of positioning Alternative
Fixed Income within an investor’s asset mix.

While it should be stressed that any decision
to include Alternative Fixed Income in an
investment portfolio should be done based
on the unique requirements of the individual
investor, two possible ways to think about
positioning
Alternative
Fixed
Income
strategies in an investment portfolio, and as
illustrated in Chart 5, are:
1. as a complement to a fixed income
allocation – part of the “plus” allocation
from a core-plus approach; or
2. as a conservative complement to an
equity allocation.

Alternative Fixed Income at
Lysander Funds
Chart 5: Hypothetical 60/40 Asset Allocation With Allocation to
Alternative Fixed Income
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Lysander Funds offers two Alternative
Fixed Income strategies: Lysander-Canso
Credit Opportunities Fund, an alternative
mutual fund; and Canso Credit Income
Fund, a closed-end fund trading on the
Toronto Stock Exchange. Both funds are
managed by Canso Investment Counsel,
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and both aim to isolate the credit spreads
of long-dated corporate bonds.
The
leverage profile of these funds also tends
to be more conservative, as leverage is
typically only utilized in conjunction with
hedging risk-free yield.
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LYZ494F performance from December 19, 2008 to March 30, 2014 is based on performance of the fund, with Series F fees and
expenses applied. Indices are used to make broad market performance comparisons. The S&P/TSX Total Return Index is comprised of
equity securities of some of the largest companies in Canada. The FTSE Canada All Corporate Bond Index is comprised of Canadian IG
corporate bonds. The indices are presented on a total return basis.
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IMPORTANT DISCLAIMER
This document has been prepared by Lysander Funds Limited (“Lysander”) solely for information purposes. Information in this
document has been derived or obtained from sources believed to be trustworthy and/or reliable. Lysander does not assume
responsibility for the accuracy, currency, reliability or correctness of any such information. Nothing in this document should
be considered a recommendation to buy, sell or short a particular security. Information in this presentation is not intended to
constitute legal, tax, securities or investment advice and is made available on an "as is" basis.
Lysander-Canso Credit Opportunities Fund is an alternative mutual fund. It has the ability to invest in asset classes or use
investment strategies that are not permitted for other types of mutual funds. The speciﬁc strategies that diﬀerentiate this
fund from other types of mutual funds include: increased use of derivatives for non-hedging purposes; increased ability to sell
securities short; and the ability to borrow cash to use for investment purposes. While these strategies will be used in
accordance with the Fund’s investment objectives and strategies, during certain market conditions they may accelerate the
pace at which your investment decreases in value.
Commissions, trailing commissions, management fees and expenses all may be associated with fund investments. Please read
the prospectus before investing. The indicated rates of return are historical annual compounded total returns including
changes in unit value and reinvestment of all distributions and do not take into account sales, redemption, distribution or
optional charges or income taxes payable by any securityholder that would have reduced returns. Different series or classes
may have different fees payable which may result in series or classes of the same fund having different rate of returns.
Investment funds are not guaranteed, their values change frequently and past performance may not be repeated.
Prior to May 11, 2020, Series F units of Lysander-Canso Credit Opportunities Fund were offered on a private placement
basis. The inception date of Series F Units is March 31, 2014. The inception date of Lysander-Canso Credit Opportunities
Fund is December 19, 2008. Performance information for the period December 19, 2008 to March 30, 2014 is that of
Lysander-Canso Credit Opportunities Fund but with Series F fees and expenses applied. Prior to May 11, 2020, the operating
expenses of Lysander-Canso Credit Opportunities Fund would have been higher had Lysander-Canso Credit Opportunities
Fund been subject to the additional regulatory requirements applicable to a reporting issuer.
You will usually pay brokerage fees to your dealer if you purchase or sell units of Canso Credit Income Fund on the Toronto
Stock Exchange (TSX). Only Class A units of Canso Credit Income Fund are listed on the TSX. If the units are purchased or
sold on the TSX, investors may pay more than the current net asset value when buying units of Canso Credit Income Fund
and may receive less than the current net asset value when selling them. There are ongoing fees and expenses associated
with owning units of the Fund. The Fund must prepare disclosure documents that contain key information about the Fund.
You can find more detailed information about the Fund in these documents.
Performance returns for Class A units of Canso Credit Income Fund are based on the net asset values of Class A. Prior to
June 25, 2015, the Fund used a fund-on-fund investment strategy whereby the Fund gained exposure to Canso Credit Trust
through a forward agreement. On June 25, 2015, as a result of changes to the Income Tax Act (Canada), the Fund changed
its investment objectives, ceased to use a fund-on-fund strategy and began investing in securities directly. In addition, prior
to July 1, 2020, the Fund paid servicing fees at 0.40% per annum on Class A units. On July 1, 2020, the Fund discontinued
the payment of servicing fees. These changes could have affected the performance of the Fund had these changes been in
effect throughout the performance measurement period.
The Class A performance numbers shown may be different from the performance provided by sources that obtain
performance information from the TSX under the symbol PBY.UN, which performance is based on the trading price of the
units.
This document may contain forward-looking statements. Statements concerning a fund’s or entity’s objectives, goals,
strategies, intentions, plans, beliefs, expectations and estimates, and the business, operations, financial performance and
condition are forward looking statements. The words “believe”, “expect”, “anticipate”, “estimate”, “intend”, “aims”, “may”,
“will”, “would” and similar expressions and the negative of such expressions are intended to identify forward-looking
statements, although not all forward-looking statements contain these identifying words. These forward- looking statements
are subject to various risks and uncertainties that could cause actual results to differ materially from current expectations.
Readers are cautioned not to place undue reliance on these forward-looking statements. While Lysander considers these
risks and uncertainties to be reasonable based on information currently available, they may prove to be incorrect.
Nothing in this presentation should be considered a recommendation to buy, sell or short a particular security. Any specific
securities or positions discussed are intended as an illustration of the portfolio manager’s selection process. The portfolio
manager may sell these positions at any time, or purchase positions that have previously been sold. The positions may
increase or decrease in value after the date hereof, and the portfolios that hold such positions may accordingly gain or lose
money on the investment. The statements by the portfolio manager in their commentaries are intended to illustrate their
approach in managing the portfolios, and should not be relied upon for any other purpose.
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The source of all FTSE Indices is FTSE Global Debt Capital Markets Inc., copyright © 2021, all rights reserved. FTSE Global
Debt Capital Markets Inc (“FTDCM”), FTSE International Limited (“FTSE”) or the London Stock Exchange Group companies (the
"Exchange" and, together with FTDCM and FTSE, the “Licensor Parties”). The Licensor Parties make no warranty or
representation whatsoever, expressly or impliedly, either as to the results to be obtained from the use of the FTSE Canada
Indices (“the Indices”) and/or the figure at which the said Indices stand at any particular time on any particular day or otherwise.
The Indices are compiled and calculated by FTDCM and all copyright in the Indices values and constituent lists vests in
FTDCM. The Licensor Parties shall not be liable (whether in negligence or otherwise) to any person for any error in the Indices
and the Licensor Parties shall not be under any obligation to advise any person of any error therein. “FTSE®” is a trade mark of
the London Stock Exchange Group companies and is used by FTDCM under licence. “FTSE®” is a trade mark of the FTSE
International Limited and is used by FTDCM under license.
Any unauthorized use or disclosure is prohibited. Nothing herein should in any way be deemed to alter the legal rights and
obligations contained in agreements between any ICE Data Services entity ("ICE") and their clients relating to any of the Indices
or products or services described herein. The information provided by ICE and contained herein is subject to change without
notice and does not constitute any form of representation or undertaking. ICE and its affiliates make no warranties whatsoever
either express or implied as to merchantability fitness for a particular purpose or any other matter in connection with the
information provided. Without limiting the foregoing ICE and its affiliates makes no representation or warranty that any
information provided hereunder are complete or free from errors omissions or defects. All information provided by ICE is
owned by or licensed to ICE. ICE retains exclusive ownership of the ICE Indices including the ICE BofAML Indexes and the
analytics used to create this analysis ICE may in its absolute discretion and without prior notice revise or terminate the ICE
information Indices and analytics at any time. The information in this analysis is for internal use only and redistribution of this
information to third parties is expressly prohibited.
Neither the analysis nor the information contained therein constitutes investment advice or an offer or an invitation to make an
offer to buy or sell any securities or any options, futures or other derivatives related to such securities. The information and
calculations contained in this analysis have been obtained from a variety of sources including those other than ICE and ICE
does not guarantee their accuracy. Prior to relying on any ICE information and/or the execution of a security trade based upon
such ICE information you are advised to consult with your broker or other financial representative to verify pricing information.
There is no assurance that hypothetical results will be equal to actual performance under any market conditions. THE ICE
INFORMATION IS PROVIDED TO THE USERS "AS IS." NEITHER ICE NOR ITS AFFILIATES NOR ANY THIRD PARTY DATA
PROVIDER WILL BE LIABLE TO ANY USER OR ANYONE ELSE FOR ANY INTERRUPTION INACCURACY ERROR OR
OMISSION REGARDLESS OF CAUSE IN THE ICE INFORMATION OR FOR ANY DAMAGES RESULTING THEREFROM. In no
event shall ICE or any of its affiliates employees officers directors or agents of any such persons have any liability to any person
or entity relating to or arising out of this information analysis or the indices contained herein.
The source of all Morningstar Direct data is © 2021 Morningstar. All Rights Reserved. The information contained herein: (1) is
proprietary to Morningstar and/or its content providers; (2) may not be copied or distributed; and (3) is not warranted to be
accurate, complete or timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising
from any use of this information. Past performance is no guarantee of future results.
The source of all S&P/TSX Indexes is TSX © Copyright 2021 TSX Inc. All Rights Reserved.
®Lysander Funds is a registered trademark of Lysander Funds Limited.
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