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The first quarter of 2020 brought the most violent and high velocity repricing in credit 
markets that we have ever seen. In this piece, we discuss:

• the factors which drove the size and speed of the spread widening we witnessed in Q1, 
• how these factors pushed investment grade valuations to levels which should attract  

rebalancing from institutional investors, 
• and why persistent fundamental risks require a different implementation of this rebal-

ancing towards credit.    

What Drove Investment Grade Spreads in Q1 of 2020?

The repricing of credit risk in Q1 of 2020 may come to be known as the “fastest crisis in history.” Two 
key dynamics played into the Q1 sell-off. The first was a repricing of fundamental risks within corporate 
bonds. Sudden supply and demand shocks caused by global shutdowns required an immediate repricing 
of the underlying default risk of all issuers. This element of repricing occurred much faster than in pre-
vious crises as markets faced sudden exogenous shocks. Consider that global investment grade spreads 
took only 33 days to widen by 335% (covering the trough-to-peak move in credit spreads) between Feb-
ruary and March of this year. That same degree of spread widening took over nine months during the 
Financial crisis. 

While fundamental risks were repriced, the speed with which this occurred led to a second dynamic 
which exacerbated the sell-off in credit – a lack of liquidity. The velocity with which markets had to re-
price risk led to a liquidity squeeze, which made price discovery impossible. As we have experienced in 
past crises, when liquidity leaves the system, pricing mechanisms break down and credit suffers regard-
less of fundamentals. This occurred again in our current crisis where we saw many issuers’ credit curves 
invert - a curve shape that was highly distorted by front-end selling as participants sold any bonds which 
offered liquidity. Inverted curves appeared across all industries, ratings, and issuers. For example, the 
curves of Goldman Sachs and JPMorgan Chase pictured below. Both issuers held A ratings and were 
well capitalized thanks to post-financial crisis regulatory requirements. However, unlike the last crisis, 
the short-term bonds of these issuers were the easiest to sell, causing extreme curve distortion.



Institutional Focus

Disentangling the impact of fundamental and liquidity dynamics is a difficult exercise. However, it is 
useful to understand how much of Q1’s spread widening can be attributed to each. To isolate liquidi-
ty’s impact on spread markets we can look at some measures which point to how much of Q1’s spread 
widening and total return was driven by a lack of liquidity. Below, we analyze a sample of some variables 
which give us an idea of the impact of liquidity on market movements over fundamentals:

Using these different elements as signposts for liquidity risk, we can see that while markets aggressive-
ly repriced fundamental risk, liquidity was also a large driver of the sell-off in credit spreads. Our first 
factor, Investment Grade Basis, shows that the basis between issuer matched CDS contracts moved to 
nearly 218 bps, about 70% of the peak levels we hit during the Financial Crisis. In March, this translat-
ed to 36% less spread premium found in liquid CDS contracts versus their cash-bond equivalents. This 
suggests a large percentage of March’s sell of was liquidity driven.
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Like CDS, corporate bond ETFs provide insight into how markets were pricing liquidity in real-time, al-
though with a total return view. For this analysis, we use the iShares iBoxx $ Investment Grade Corporate 
Bond ETF as a proxy for investment grade credit. From the beginning of March to the peak NAV discount, 
market participants were willing to “pay-away” almost 420 bps in total return to access immediate liquidi-
ty (an additional 26% discount from the NAV based return). 
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Finally, building portfolios based on liquidity scores can also help isolate the impact of fundamental risk 
versus market liquidity. This analysis shows that an illiquid portfolio underperformed the liquid portfolio 
by roughly 1.5% up until the March 23rd peak in credit spreads.

With all three signposts, we find that a considerable proportion of the March corporate sell-off can be 
attributed to the lack of liquidity that occurred as investors repositioned for a recession and corporate 
bond desks could not take on principal risk to absorb the selling deluge. 

Looking forward, we think investors need to consider the interplay between these two dynamics in 
weighting their allocation to credit and in how they implement that allocation. 
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The Case for Increasing Allocations to Credit 

As we noted, both fundamental and liquidity factors pushed corporate spreads to levels we have not seen 
since the Financial Crisis. While fundamental repricing was certainly warranted, liquidity factors helped 
exaggerate the move in spreads and pushed any-and-all markets to attractive valuations. Having repriced 
risk premiums substantially, investment grade spreads can now benefit from certain tailwinds despite the 
economic unknowns that lay ahead.

The quickest factor to renormalize thus far has been liquidity thanks to the unprecedented stimulus 
announced by the Federal Reserve, Bank of Canada and European Central Banks. Since their announce-
ments in late March, and without having put an actual dollar of balance sheet to work, their intentions 
have helped to ease liquidity pressures. The investment grade basis has retraced a portion of its move 
wider, bond ETFs moved to premiums versus NAV and illiquid bonds deviated less from their liquid coun-
terparts. While this risk premium has retraced substantially since the central bank announcements, we 
still see attractive embedded upside from a continued renormalization of liquidity as dealing desks return 
to work in the U.S. and central banks begin to actually add credit risk to their balance sheets via primary 
and secondary markets as well as ETF buying. 

From the perspective of fundamental risk, central banks cannot completely offset all the effects of the 
pandemic. However, they have now positioned themselves as “lenders of last resort” for investment grade 
issuers, effectively reducing left-tail risk for markets. Thus, corporate bonds still sit at attractive valua-
tions with further embedded upside as spreads retrace with the added safety net on spreads created by 
central bank support. This dynamic is unlike those to be found in any other return seeking asset class, 
including equities. Consider that equities have now retraced 65% of their sell-off from March and are 
reaching valuation levels that look relatively expensive versus past crises.

This upside potential can also be accessed within an asset class that still has many liability-hedging 
characteristics, making it an ideal candidate for increased allocation from liability-aware investors such 
as pension plans, insurance companies and foundations. Rather then stretch for return by re-allocating 
to risk assets such as equities, which could only increase funded status volatility, we believe credit offers 
similar upside without deviating significantly from liability-hedging properties.
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The Case for A Dynamic Approach 
Having highlighted the excess premiums available to investors in corporate bond markets, we now discuss 
the optimal way through which an asset owner should implement this exposure. While normalization in 
liquidity could be the “tide that lifts all boats”, fundamental risks will remain highly idiosyncratic, demand-
ing a higher degree of active management by portfolio managers. 

While March saw credit spreads across all markets gap wider and April brought a similar, indiscriminate 
retracement, it is worthwhile to note that underneath index averages credit markets are facing unprec-
edented levels of dispersion across all dimensions -  geographies, ratings, industries and issuers. The 
below chart shows that dispersion in investment grade credit hit all-time highs, even surpassing the lev-
els reached in 2008. While in normal times investment grade markets are highly homogenous, we do not 
believe this will be the case going forward.
 

So, while we recommend an increased allocation to high grade credit, the level of dispersion across 
markets makes a passive/beta implementation sub-optimal from both a risk and reward perspective. 

Consider the volume of credit rating migration that will make both passive and benchmark-constrained 
managers forced sellers of credit risk. Fallen angel volumes (amount of BBB rated bonds downgraded 
to BB) reached almost $90B and $12B in March and April, respectively. In addition, many BBB bonds still 
sit on negative watch with further downgrades all but certain. Analysis by Bank of America suggests that 
$280B of BBB’s face possible downgrades to high yield, representing 8.3% of the BBB market and spread 
across multiple industries. The size of downgrade risk highlights the dispersion in fundamentals that will 
persist for some time, making passive and constrained managers forced sellers.
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Ratings migration and even defaults will continue to reshape the investment grade landscape much more 
than past periods. Thus, a beta-exposure today may look very different in a short amount of time. A truly 
active and flexible strategy can avoid these unintended risks and will not become forced sellers at extreme 
levels of mispricing as we just experienced in March. 

This high level of dispersion and change will also translate into more opportunities to capture relative 
value. The ability to explore relative value across all available industries and geographies within the 
investment grade universe should help managers to dynamically allocate to areas where recovery may be 
faster than others. They will also be able to source diversification from the greatest breadth possible. 
On the other hand, passive vehicles and benchmark constrained managers will be, by definition, highly 
leveraged to the general beta of their respective markets. If, as we believe, recoveries will play out quite 
differently across countries and sectors, these constraints will hinder performance and risk management 
rather than assist. Take, for example, the relative value seen across geographies after the spread wid-
ening experienced in March. While one would expect emerging market credit to be hardest hit during a 
risk-off environment, U.S. credit spreads saw considerable weakness relative to Canadian and European 
credit. This is despite Canada’s high concentration in energy and financial sectors and Europe’s lackluster 
economy which faced structural headwinds even before the pandemic. 
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The recovery from these levels will also be highly dependent on the idiosyncratic risks of each geography, 
placing a premium on a manager’s ability to capture relative value between these markets. For exam-
ple, while emerging market corporate bonds may look relatively “cheap” in valuation, we believe they will 
face serious headwinds as they look to refinance dollar-denominated bonds against U.S. dollar strength 
(emerging market non-financial corporates issued $66.4B in hard currency debt in the first two months of 
2020) . Similarly, Canada and Europe, which saw less spread widening relative to the U.S. and emerging 
markets may face considerable macro-driven risks going forward thanks to an over-indebted consumer 
and energy concentration (Canada) or a central bank with less monetary policy tools available to fight the 
current crisis (Europe). Conversely, the U.S. market saw substantial spread widening during March but 
has specific tailwinds that could see spreads compress significantly (for example, a Federal reserve back-
stop, a de-levered consumer and access to issuers that occupy industries best suited to perform in the 
current COVID-19 world of work-from-home and social distancing).

As illustrated below, current spread levels are elevated but sit at different valuation levels based on ge-
ography, industry, rating, and term relative to the range of spread levels experienced  across the global 
investment grade universe. As this dispersion persists, the breadth afforded credit managers will be key 
to both finding sections of the market that can perform over the medium-to-long-term while avoiding the 
inherent concentrations and mis-allocation of capital that come with passive and highly constrained man-
dates. 
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There is no doubt that the first quarter market dynamics have shone a bright light into the benefits and 
pitfalls of investors asset allocations across return-seeking and liability-hedging assets. With seismic 
shifts in macro-economic outlooks, company fundamentals and future return potential, institutional 
investors will be well served to revisit their current exposures considering new cross-asset valuations. 
We believe that investors will be rewarded by revisiting their weighting to corporate bonds which, for the 
first time in over a decade, now offers attractive upside potential over the long-term while maintaining 
liability-hedging characteristics. However, the success of such a shift may be highly reliant on the mode 
through which asset owners implement this change and we continue to emphasize flexibility to hedge 
against the many unknowns that still exist. 

Note on Interest Rate & Duration Exposures

While we believe that dynamic credit strategies are best positioned to provide risk-adjusted returns 
going forward, we do not hold the same view for rates markets. Central banks have set their effective 
rates to the lower-bound, pushing yields down across the curve. There is also discussion around yield 
curve control measures which may cap curve steepening levels despite record setting budget deficits 
in the near-term and possible inflation in the medium-to-long-term.

We continue to view active duration trading as an uncompensated activity and think liability sensitive 
investors such as pension plans and insurance-related companies are best served by maintaining a 
duration profile that is based in their home market and targeted to the overall level of duration that 
best matches liabilities (for example a duration profile that matches the FTSE Canada Universe or 
Long Corporate Bond indices). 
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Important Information

The information presented herein is for informational purposes only. It does not provide financial, legal, accounting, tax, invest-
ment or other advice, and should not be acted or relied upon in that regard without seeking the appropriate professional advice.
The information is drawn from sources believed to be reliable, but the accuracy or completeness of the information is not guar-
anteed, nor in providing it does RP Investment Advisors LP (“RPIA”) assume any responsibility or liability whatsoever. 

The information provided may be subject to change and RPIA does not undertake any obligation to communicate revisions or 
updates to the information presented. Unless otherwise stated, the source for all information is RPIA. This document does not 
form the basis of any offer or solicitation for the purchase or sale of securities. Products and services of RPIA are only available 
in jurisdictions where they may be lawfully offered and to investors who qualify under applicable regulation. 

“Forward-Looking” statements are based on assumptions made by RPIA regarding its opinion and investment strategies in cer-
tain market conditions and are subject to a number of mitigating factors. Economic and market conditions may change, which 
may materially impact actual future events and as a result RPIA’s views, the success of RPIA’s intended strategies as well as its 
actual course of conduct.


