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Contingent Funds: Positioning for the Credit Pivot
The view that we are late in the credit cycle seems almost axiomatic. The duration of the current
economic expansion, the tightness of credit spreads, and uptick in covenant-lite issuance are often
cited to prove that point – or are meant to.1 Despite this, many investors remain hesitant to execute
on a directional view that is inconsistent with a benign corporate credit environment. A handful of
managers have responded—and we are seeing more funds come to market—with rules-based funds
that are de facto call options on the “credit pivot,” the move from a benign credit environment to one
that is stressed/distressed. In these “contingent” or “dislocation” funds, as they are often called, Limited
Partners (“LPs”) cede the timing decision, capital is drawn and/or invested only after certain marketbased triggers are met, and management fees typically are not paid on committed capital.
PCA believes that positioning for the credit pivot should be a key area of focus for investors today and
that contingent funds may be a good fit for many institutional investors given current governance
structures. However, the lack of industry standards around opportunity sets, vehicles structures, and
fees makes manager selection critical. In this edition of Viewpoint, we highlight the investment
rationale for contingent funds and share our thoughts on implementation, including a proposed betaadjusted fee structure that better aligns General Partner (“GP”) and LP interests.
TIMING MATTERS
Slow and steady is an axiom that most institutional investors have embraced. Due to plan’s strategic
asset allocations, the need for trustee education and detailed search processes, allocation decisions
often take multiple months, if not longer. While generally rewarded for having a long-term horizon, LPs
find it difficult to act quickly and take advantage of periods of market stress and/or allocate to cyclical
asset classes based on timing. But, as is widely known, investors are often handsomely rewarded for
investing into dislocations (Figure 1).

1 The

current economic expansion, which began in June 2009, is in its 108th month; the average for economic expansions is 37 months. High
yield spreads are near their tightest levels (334 bps as of June 18, 2018) since before the Global Financial Crisis (246bps in May 2007). Seventyseven percent (77%) of the outstanding U.S. leveraged loan market ($970 billion) is covenant-lite. Source: National Bureau of Economic
Research (NBER), KKR; ICE BofAML US High Yield Master II OAS; Wells Fargo.
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While hindsight is 20/20, investing into a declining market is difficult to do as investors often ask
themselves whether they are trying to catch a proverbial falling knife and determining when to sell is
equally daunting. With the view that identifying peaks and troughs is a role better served by investment
managers rather than Investment Committees, vintage year diversification has been the default
approach for most investors.
Contingent funds offer a different approach to this challenge, often using rules-based triggers to
identify entry points.2 Straightforward spread-based triggers (e.g., high yield spreads widening to 650
basis points) provide strong guideposts. As highlighted below, capital deployed into high yield when
spreads were between 700 to 800 basis points, returned over 9% with a volatility of approximately 6%
and jumped to nearly 15% with a volatility of 8% when spreads were greater than 800 basis points
(Figure 2). 3
Figure 2 – Historical High Yield Risk/Returns When Deployed at Different Spread Levels*
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2 Not

all contingent funds are rules-based. Some provide full discretion to managers in terms of activation, while others employ a combination
of rules-based triggers and judgement. Managers often employ a combination of multiple triggers.
3 This assumes a 24-month holding period and a passive investment in the BofAML High Yield Index.
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IMPLEMENTATION
While compelling in concept, the implementation of a contingent fund allocation is less
straightforward. Challenges tie to opportunity costs, potential conflicts of interest, and fee structures
as well as other considerations. These issues are addressed below.
Opportunity Costs
Core to the investment thesis of contingent funds is securing capacity with a best-in-class manager
who is positioned to invest at the most opportune time. In order to do that, LPs underwrite the fund in
the current benign environment and seek approval from their Investment Committees to make a
commitment. As the fund is only “activated” when a pre-agreed upon trigger is hit, the opportunity
may not materialize. While one could argue that all commitment style funds bear some degree of this
type of risk, few are so pronounced – i.e., have the explicit risk of 0% capital being called.
We believe this risk – valuable Investment Committee time being spent on an opportunity that may not
materialize – is best mitigated by investing in a contingent fund with a pre-existing manager as the time
commitment of underwriting is less than it would be for a completely new allocation/manager. That
said, if an investor is not already invested with a manager currently offering a contingent vehicle, we
believe a new allocation (i.e., conducting a search for a new manager) is advisable. As outlined
above, the return potential, on both an absolute and risk-adjusted basis, during elevated spread
environments is compelling and worth positioning for, given the late stage of the credit cycle.
Potential Conflicts
While nearly all managers have well defined trade allocation policies, understanding what other pools
of internal capital are competing for a given allocation and the liquidity structures of those pools is
critical. Questions to consider include:
• Does a manager have a similar exposure across vehicles with different liquidity profiles?
• Do different vehicles have different fee structures?
• Who are the primary holders of this paper in the market, and what is their liquidity?
• Is the contingent fund a dedicated pool of assets with its own liquidity structure?
In general, it is best to avoid managers/funds where opportunity sets are similar across vehicles with
different liquidity and where managers are launching longer locked funds that may have overlap with
shorter-dated vehicles. While managers certainly can manage both finite life funds and open-ended
structures without conflict, the opportunity sets should not meaningfully overlap, particularly where
capacity is limited and capacity, even in liquid stressed high yield names, likely will be limited.
Fees
We recognize that the resources required to execute contingent funds are significant and further
recognize, as one manager highlighted, that contingent funds involve “renting our best ideas for a
period of time.” As such, we support incentive fees, provided that there is a proper alignment between
GP and LP interests. Unfortunately, most funds currently in the market fail to do so.
As previously highlighted, investors bear the binary risk of underwriting the opportunity and not getting
invested, while managers enjoy the benefit of having executed subscription agreements, so they are
able to invest at the optimal time. Investment managers also are able to market their capabilities
based on an assets under management number that reflects these commitments, which again, may
not be invested. Additionally, as mentioned above, the beta-driven returns available in the liquid
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credit markets following dislocations are significant and could be passively accessed using rules-based
triggers for an all-in fee of likely less than 0.25%. While we believe that managers can add significant
value relative to a passive investment, we also do not want investors to pay an incentive fee on beta.
In turn, we recommend that managers adopt a beta-based hurdle rate of the annualized return of the
BAML High Yield Index (or a comparable index) over the investment period of the funds with a catchup. We believe this beta-based hurdle rate reflects the significant tailwind available to managers and
aligns incentives.
Other Considerations
While most contingent funds focus on corporate credit, approaches vary widely. Some focus on
providing liquidity to tradeable credit markets (e.g., high yield and leverage loans) during a period of
stress, while others focus on ramping into influence-oriented/non-control and for-control distressed.
Yet other funds are focused on more idiosyncratic opportunities outside of corporate-based collateral,
including reperforming loans (mortgage credit) and equipment leasing. Not all contingency funds are
drawdown structures. Some are open-ended, fully ramped opportunistic portfolios; the contingency
funds secure capacity in the event of a dislocation. All approaches have merit, and the
appropriateness ties to an investor’s objective and comfort with a given manager as well as other
considerations best addressed at the individual client level.
Assuming an investor is considering a drawdown structure, how the allocation is factored into a pacing
model analysis is a further consideration. The treatment needs to consider whether the investors is overor under-allocated to private markets as well as other considerations and is best done based on a LP’s
individual circumstances. Sizing similarly would be an individual decision. A further consideration ties
to the management of unfunded commitments. While all drawdown capital structures have unfunded
commitments, the binary nature of contingent funds adds a further complication for investors, one that
is best addressed based at the individual LP level.
RECOMMENDATION
PCA believes that positioning for the credit pivot (i.e., the move from a benign credit environment to
one that is stressed/distressed) should be a key area of focus for investors today and that contingent
funds are a good “call option.” Contingent funds allow LPs to secure capacity with best-in-class
managers who are positioned to invest at the most opportune time and address many of the corporate
governance issues that make it difficult for most institutional investors to move quickly when allocating
capital. Manager selection, however, is critical as contingent funds are nascent vehicles that present
unique implementation challenges. Moreover, most fund fees do not reflect these challenges or the
favorable beta environment that is inherent in this opportunity. In this Viewpoint we suggest a
proposed beta-adjusted fee structure that better aligns GP and LP interests and highlighted some
implementation considerations.
We welcome the opportunity to further discuss additional implementation considerations and the
broader appropriateness of contingent funds with interested investors.
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NOTES AND DISCLOSURES
All rights reserved. This content is for general information purposes only, and should not be used as a substitute
for consultation with professional advisors.
This edition of Viewpoints is being provided by Pension Consulting Alliance, LLC (“PCA”). The information
contained in this document (the “PCA Information”) is general in nature, is provided for informational purposes
only, and does not take into account any investor’s particular circumstances. This report does not constitute an
offer of securities of any of the issuers that may be described herein. Information contained herein may have
been provided by third parties, including investment firms providing information on returns and assets under
management, and may not have been independently verified. The past performance information contained in
this report is not necessarily indicative of future results and there is no assurance that any investment in question
will achieve comparable results or investment objectives.
Neither PCA nor PCA’s officers, employees or agents, make any representation or warranty, express or implied,
in relation to the accuracy or completeness of the information contained in this document or any oral information
provided in connection herewith, or any data subsequently generated here from, and accept no responsibility,
obligation or liability (whether direct or indirect, in contract, tort or otherwise) in relation to any of such
information. PCA and PCA’s officers, employees and agents expressly disclaim any and all liability that may be
based on this document and any errors therein or omissions therefrom. Neither PCA nor any of PCA’s officers,
employees or agents, make any representation of warranty, express or implied, that any transaction has been or
may be effected on the terms or in the manner stated in this document, or as to the achievement or
reasonableness of future projections, management targets, estimates, prospects or returns, if any. The views or
terms contained herein are preliminary only, and are based on financial, economic, market and other conditions
prevailing as of the date of this document and are therefore subject to change.
The information contained in this report may include forward-looking statements. Forward-looking statements
include a number of risks, uncertainties and other factors beyond the control of PCA, which may result in material
differences in actual results, performance or other expectations. The opinions, estimates and analyses reflect
PCA’s current judgment, which may change in the future.
PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS, AND THE PERFORMANCE OF EACH
INVESTMENT PRODUCT COULD BE VOLATILE. AN INVESTMENT IN AN INVESTMENT PRODUCT IS SPECULATIVE AND
INVOLVES SUBSTANTIAL RISK (INCLUDING THE POSSIBLE LOSS OF THE ENTIRE INVESTMENT). NO ASSURANCE CAN BE
GIVEN THAT ANY INVESTMENT PRODUCT WILL ACHIEVE ITS OBJECTIVES OR AVOID SIGNIFICANT LOSSES.
Any tables, graphs or charts relating to past performance included in this report are intended only to illustrate
investment performance for the historical periods shown. Such tables, graphs and charts are not intended to
predict future performance and should not be used as the basis for an investment decision.
All trademarks or product names mentioned herein are the property of their respective owners. Any index data
provided is on an “as is” basis.
Copying or redistributing the PCA Information without PCA’s express written consent, is strictly prohibited.
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