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Overview 

In previous articles we have considered valuations across different credit markets and their influence on 
portfolio positioning.  In this article we look closely at cyclical and liquidity considerations in credit markets and 
how, combined with valuations, we are currently positioning portfolios. 
 
Recap on valuations 

Valuation in credit markets post the GFC have continued to compress to levels where investment grade 
markets appear fully valued and sub-investment grade markets appear expensive.  As can be seen in Chart 1, 
investment grade markets are, on average, compensating for historic default and recovery rates with a small 
premium above the break even or ‘Rock Bottom Spread’1. 
 
Chart 1.  Investment grade valuations 

 
Source: Schroders, S&P, Citi, Barclays 

 
Sub-investment grade markets on the other hand are, on average, not compensating investors for default risk 
or liquidity risk.  This can be seen in Chart 2 which shows the Rock Bottom Spread is above the current 
spread indicating investors are not being compensated for the risk given historic defaults and recoveries. 
 
 
 
 
 
 

                                                 
1 Rock Bottom Spread is the estimated minimum spread an investor requires to compensate for the default and recovery risk in a credit 
investment. 
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Chart 2. Sub-investment grade valuations 

 
Source: Schroders, S&P, Citi, Barclays  

 
With valuations at these levels the phase of the credit cycle and liquidity in markets becomes increasingly 
important. 
 
Where are we in the credit cycle? 

The stage of the economic cycle is a key driver of credit markets and when combined with valuations is 
important in understanding the potential direction of assets and hence influences portfolio positioning.  
 
In our opinion, credit markets have moved through the initial phase post the GFC where companies repaired 
their balance sheets and spreads were wide and hence compensated investors very well for the risks of 
default.  As the economic outlook and profit outlook improved, particularity with loose monetary conditions, 
credit continued to perform.  The associated spread tightening and the search for yield pushed investors into 
risk assets. 
 
Having moved through these phases we view markets as currently in a phase where balance sheet repair is 
largely over and profits have peaked.  Companies are attempting to improve returns to shareholders by adding 
leverage and taking more risk to grow company profits.  Credit fundamentals are declining from very robust 
levels post the balance sheet repair phase and companies are embarking on more share buybacks and 
increased M&A.  At this stage it is difficult for credit spreads to compress significantly however credit can still 
provide income to investors in the form of coupon payments which tends to be less volatile than equities. 
 
Chart 3 shows profit margins and the correlation to credit spreads in the US.  Profit margins have been rising 
and have plateaued which is usually associated with a bottoming of credit spreads.  This can continue for 
some time before being derailed by a recession.  In terms of fund positioning at this stage of the cycle 
investors should focus on quality and reducing risk. 
 
Chart 3. Company profit margins versus investment grade credit spreads 

 
Source: Barclays, Citi 
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For the cycle to become less favourable, in our view we would require recessionary type conditions resulting in 
lower profits and higher defaults.  A recession in the short term in the US appears to be a low probability 
although the commencement of normalisation of interest rates may pressure returns. Europe is more 
precariously positioned with the risk of recession higher in the short run.  This could impact credit spreads 
though the effect may be more localised.  There is the chance of a slowdown in Australia as growth switches 
from mining to the non-mining sectors though low interest rates have spurred the housing sector diminishing 
recession risk.  So overall the probability of recession in the short term is low in our view.  
 
Liquidity in credit markets 

In addition to valuation and cycle, liquidity is also an important consideration in markets.  The post GFC world 
has seen a significant increase in regulatory change designed largely to make the financial system more 
robust and less prone to another financial crisis by holding more total and loss absorbing capital and adjusting 
the way assets are risk weighted.  The aim is to decrease the likelihood of financial system stress and ensure 
investors are exposed to bank losses as opposed to tax-payers as was the case in the GFC. 
 
As banks have to hold more capital and hence incur a higher capital cost, this leads banks to be more capital 
efficient.  They are in a way incentivised to hold less credit inventory due to capital costs.  Whilst they will still 
broker a trade by bringing a buyer and a seller together they are less likely to use their balance sheet to take 
on and warehouse securities.  Given broker dealers play a central role in secondary market transactions, 
lower inventories and less risk appetite constrains liquidity especially in a risk off phase.  
 
This is occurring at a time where capital markets have become more significant providers of capital.  The 
holding of credit instruments by mutual funds and ETFs has increased significantly.  This can be seen in the 
graph below that demonstrates the increase in capital market exposures and importantly the drop on dealer 
inventories. 
 
Chart 4. Demand for credit investments 

 
 
The graph clearly shows that mutual funds and more recently Exchange Traded Funds (ETFs) are holding 
significantly higher exposures to corporate bonds as investors have allocated to the credit asset class in a 
search for yield in a world of low returns.  In terms of market size, mutual funds and ETFs now hold over 20% 
of the market compared to below 10% pre-GFC. Interestingly the amount of securities held by the dealers is 
extremely low in dollar terms and has been shrinking as a percentage of the overall market.  Lower holding of 
the market facilitators necessarily means a liquidity bottleneck is significantly more likely if the mutual funds 
and ETFs look to sell, particular in a risk off phase in which credit investors look to reduce their holding. 
 
The demonstration of this potential liquidity dynamic can be seen in the data looking at the number of days 
mutual funds would take to liquidate their exposures.  As can be seen the number of day to liquidate has 
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continued to grow following the GFC to over 30 days for Investment grade and over 50 days for High Yield 
portfolio. 
 
Chart 5: Liquidity mismatches are rising as redemption-prone vehicles invest in less liquid 
assets… 

 
 
Importantly the time taken to liquidate is well above the 7-day redemption limit the funds have for redemption 
payments. As such there is a potential liquidity mismatch which is present and likely to be triggered in a capital 
flight out of credit if we get a risk off phase.  The impact in our view would see price moves exaggerated to the 
down side as prices gap as liquidity disappears. 
 
Portfolio considerations 

Falling or low liquidity is not necessarily a negative if investors are earning an appropriate liquidity risk 
premium and they are aware the assets are less easy to sell.  The risk comes when investors are not earning 
a liquidity risk premium and or perceived liquidity is illusory.  We would argue that currently liquidity is 
mispriced.  Easy monetary conditions and the search for yield have pushed down default risk premium and 
liquidity considerations are largely being ignored.  
 
Compressed valuations, rising company leverage, lower quality issuance, capital market positioning, artificially 
low market volatility and an illusion of high levels of liquidity suggest investors need to be patient.  Whilst we 
believe that a material repricing on credit markets would require a US recession, which is not currently our 
base case, it is clear to us that risks are increasing and hence we need to manage portfolio exposures and 
liquidity appropriately at this point in the cycle.  In our opinion, credit still plays an important role on client 
portfolios however it pays to be patient and nimble to be able to take advantage of assets as they reprice. 
 
To this end we have been reducing credit exposures as valuations have compressed and we are biased to the 
higher quality and better known issuers and shorter tenors that will have better liquidity than other issuers.  We 
also are holding high levels of cash in our portfolios.  Whilst high cash levels may reduce overall portfolio 
returns the positive liquidity characteristics of cash, its low volatility and the option value to buy cheap 
securities in the future is appealing at this point in the cycle.   
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