
 

 

Credit investing in an uncertain world 

Credit had been the star performer in the post GFC environment, benefitting from the combination of low bond 
yields, narrowing credit spreads and a broadly improving economic environment meaning limited defaults. 
Pressure started to appear in credit just over a year ago when declining oil prices started to unravel the debt of 
US energy producers. Since that time, credit spreads have broadly continued to widen, aided by increased 
supply at longer tenors, signs of deterioration of corporate financial health and growing concerns around credit 
market liquidity. Wider spreads and higher volatility have created opportunities within the credit asset class as 
valuations have improved. Elevated cash levels in our portfolios, raised progressively as credit became 
expensive, sees us well placed to take advantage of opportunities as they arise. 

The role of Credit 

We believe that credit continues to play an important role in a diversified portfolio and the recent rebuild in 
credit risk premium has improved valuations and the attractiveness of holding credit assets. The real challenge 
investors have is that central bank policies, combined with anaemic global growth and low inflation are 
keeping overall levels of interest rates exceptionally low. This in turn sees outright levels of yields on credit 
assets as subdued. In reality investors have an interest rate problem rather than a credit problem in that credit 
spreads, at least in the investment grade space, have re-priced and are looking relatively attractive from a 
valuation perspective.  
 
The rebuild in valuations can be seen in the chart below which shows, for example, US Investment Grade 
credit is now trading with a spread of around 175 basis points which is above our breakeven estimation based 
on historic defaults and recovery rates. With an absence of ‘cheap’ assets to choose from we would argue 
credit remains one asset class that has valuation support and can provide income to client portfolios.  
 
Figure 1: Merrill Lynch US Investment Grade Index and Rating Bands – Option Adjusted Spreads 
(Daily) 
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While widening in credit spreads has been relatively well documented, there is less uniformity and therefore 
more opportunities to add value at the individual stock level. Whilst there has broadly been some deterioration 
in corporate health we are still a long way off the levels witnessed pre-GFC. Much of this decline in quality is 
related to sector and/or name specific concerns. For example, the commodity and energy sector has come 
under immense pressure due to unprecedented declines in commodity prices. Markets have also exhibited a 
greater degree of volatility and increased dispersion in spreads across issuers and sectors.  

Opportunities through credit stock selection 

Recent issues within the energy sector demonstrate the importance of an active approach to building 
diversified credit portfolios. Credit is a multi-faceted asset class, and unlike equity, is not limited to a single 
‘stock pick’ but to a range of decisions including the position on the capital structure (secured, unsecured, 
Hybrid etc.), bond tenor, curve and liquidity. These additional layers of complexity require a strong investment 
philosophy and comprehensive value-driven process. It is through this approach investors can best avoid 
defaults and hence preserve capital. It also ensures this segment of the broad credit asset class in which they 
are invested, delivers the most appropriate risk-return payoff.  
 
Unlike perpetual equity, credit has differing tenors and is senior within the capital structure; therefore 
investments can be made on different time frames. In other words, just because fundamentals may appear to 
be declining in the long run doesn’t necessarily mean it is not appropriate to invest in shorter dated bonds if 
the valuation stacks up. 
 
Consistent with the broader widening in spreads, opportunities are appearing at a security issue level. In a 
recent example the supermarket giant Woolworths is one where we see value despite challenging operating 
conditions. Resignations of the Chairman and the CEO; the problematic delivery of Masters, the Company’s 
home improvement offering; and problems in the supermarket business itself which has suffered from poor 
relationships with suppliers, uncompetitive pricing and falling sales volumes, has resulted in a negative 
response from the credit markets, a reaction that has been mirrored by the equity market. Woolworths’ bonds 
now price significantly below Wesfarmers. For those that are aware of the history of Woolworths and Coles, 
this is ground-breaking stuff. 
 

Figure 2: Comparing Woolworths and Wesfarmers spreads on 2019 bonds 

 
 
Figure 2 tracks spread movements of the Woolworths and Wesfarmers 2019 senior unsecured bonds. The 
Woolworths bonds represent good value for a BBB+ rated corporate with strong cash flow generation, despite 
the aforementioned issues with business operations. Whilst we believe that Woolworths haven’t quite hit the 
bottom yet, we expect as existing bonds roll down the curve we should see a tightening in spreads. 
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In the hybrid space we have been vocal about our abstinence from investing in the Basel III compliant hybrid 
securities, where we argue the new ‘point of non-viability’ clause exposes holders to greater downside risk in 
times of financial stress. Private investors are seldom equipped to value these increasingly equity-like, deeply 
subordinated instruments. In periods of risk-off the price action of these securities tends to be correlated to 
equities. This stands to reason given the deeply subordinated nature of these securities and the limited 
investor protections. In our views the risk premium offered on these securities at issue was insufficient 
compensation for these risks. 
 
Our view has been vindicated by recent price moves. There has been a substantial sell-off in the CBA Perl 7s 
which traded as low as $86 from an issue price of $100. They are now trading above spreads of 480bps over 
cash. Active management provides the flexibility to reassess the view as valuations change. We will look to 
potentially add exposure to the new-style Tier 1 securities as spreads begin to represent value under our 
methodology.  
 

Figure 3: Price and Credit Spreads on CBA Perl 7s 
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Contrast this with the Crown hybrid (CWNHB) issued in March 2015, an example of credit fundamentals which 
did not marry with our valuation. Despite our holding in the Crown senior unsecured bonds (2017 and 2019), 
we opted out of the hybrid issuance for a number of reasons, including the lack of coupon step-up at the first 
call date, as well as the extension risk associated with an extensive capex pipeline for developments in Las 
Vegas and Barangaroo in Sydney. Since inception the Crown HBs have traded well below the issue price. 
There is danger in investing in lower quality securities in an attempt to gain access to credit markets, which 
are otherwise restricted to smaller-scale investors.  

Conclusion 

The challenges facing credit investors are similar to those faced across the investment landscape. Forward 
looking expected returns for all asset classes are looking subdued given the starting valuations we currently 
observe. In reality credit investors have a rates problem rather than a credit problem as the low level of 
interest rates globally means that outright yields are moderate. Credit spreads, at least in the investment grade 
space, have re-priced and are looking relatively attractive from a valuation perspective. Given we see the 
probability of recession as low we also view the probability of significant credit market dislocation as unlikely, 
as the two tend to be closely linked. We are looking to deploy the elevated levels of cash we built up as credit 
assets had become increasingly expensive. In essence investors need to be open to identifying opportunities. 
Despite higher volatility and pressure on recent returns opportunities are opening up across credit markets.  
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