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We believe a high-quality fixed income strategy can outperform without taking on the
additional credit risk and volatility that comes with BBB-rated securities. Additionally, a highquality fixed income strategy provides superior liquidity for investors even during periods of
severe market stress like the Financial Crisis and the onset of the COVID-19 pandemic when
BBB-rated credit became impaired. For GH&A, even when clients give us the latitude to add
lower-quality investments to our portfolios, we choose not to exercise that latitude. Because
adding exposure to lower-quality securities injects unnecessary volatility to the fixed income
portfolio, which is designed to be the anchor of the asset allocation.
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Over the longer-term, the difference in the
return of the Aggregate Index compared to
the Aggregate Index without BBB-rated
securities is minimal (Chart 1). For example,
the difference between the two indices over
25 years is just 17 basis points and over 35 years
is only 15 basis points. Of course, these return
differences assume getting the diversification
100% correct (the index has almost 4,000
BBB-rated issues) and being able to sell lowquality securities quickly with minimal price impact in credit downgrade events (just as “fallen
angels” fall out of the index). There is a larger performance differential for the 10-year period,
but these numbers are distorted by the recent significant outperformance of BBB-rated
securities following the influx of stimulus from the Fed.
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The excess return data on Chart 2 validates this
point. Last year, we saw the BBB-rated
component of the Aggregate Index outperform
its A-rated counterpart by 1.44% in excess return.
By comparison, the 25-year annualized
differential in excess return between the two
quality components is just 0.55%. Therefore, the
outperformance by lower quality was almost
three times the historical average.
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If we look at historical quality spreads on Chart
3, we see the recent massive outperformance
of low quality was a result of a narrowing of the
spread between BBB-rated and higher-quality
credit from a wide of 154 basis points in 2020
to 43 basis points at the end of the year. The
extremely
tight
relationship
looks
unsustainable as it is well below the historical
average of 66 basis points. Investment
managers appear to be ignoring historical
valuations and volatility associated with lowquality credit based on the belief that the Fed
will bail them out again like when the
pandemic hit. However, hoping for a Fed
bailout is not a sound investment strategy. If
the spread relationship moves toward the
historical average, it will lead to significant
underperformance by BBB’s.
Looking at the overall corporate market on
Chart 4, we see that valuations in general are
very tight by historical standards. The current
level is 92 basis points, well below the historical
average of 152 basis points, and significantly
tighter than the wide level of 373 basis points
around the beginning of the COVID-19
pandemic. Tight valuations make little sense
given the increased risk profile and poor
inherent liquidity within the corporate bond
market.
Tight valuations are occurring at a time when
the overall fundamental risk composition of
the corporate bond market has increased
significantly (Chart 5). BBB’s have grown from
22% of the market to 50% currently.
Furthermore, industrials which are more
cyclical and have greater “event risk,” have
grown from 35% to 60% of the corporate
market. Given the greater credit risk and
industrial exposure, corporate spreads should
be much wider.
Tight valuations are also occurring at a time
when liquidity has deteriorated significantly
(Chart 6). Dealer corporate bond inventories
have shrunk significantly from over $234 billion
before the Financial Crisis to approximately
$3.8 billion today while the size of the
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corporate bond market has continued to grow
with ongoing debt issuance. Whereas before the
Financial Crisis the typical ratio of the corporate
market to dealer inventories was approximately
20-50 times, the corporate market is now 1,586
times the size of dealer inventories! This means the
ability of the Street to absorb any sizeable selling is
nearly non-existent, and the lack of liquidity would
be exacerbted in the event of a “risk off” situation.
Spreads should be much wider given the lack of
liquidity.
It always takes a crisis for investors to remember
the benefits of high-quality fixed income. Chart 7
shows why the diversification benefits of fixed
income are so important. During the Financial
Crisis in 2008, the total return of BBB-rated
corporate securities was -9.60% while the broader
fixed income market returned 5.24%. On Chart 8,
we show the lower quality asset classes had
limited correlation with equities prior to the
downturn, but saw their correlations increase
when stocks fell. Most notably, BBB’s correlation
with equities increased from 1% to 52% while fixed
income’s correlation only increased from 1% to
12%.
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Similarly, during the COVID-19 downturn, BBB’s
generated a return of -13.13% while the broader
fixed income market returned 1.04% (Chart 9).
Again, we saw BBB’s become more correlated
with equities during a volatile environment as it
increased from just 6% to 57% while fixed
income’s correlation only increased from 3% to 7%
(Chart 10). The pandemic again reinforced the
lesson of fixed income as a risk reducer and
anchor to the asset allocation.
In conclusion, the virtues of high-quality fixed
income are clear. It provides diversification,
protection, and liquidity even during periods of
extreme volatility. Whereas adding BBB-rated
securities only injects extra volatility for little extra
return. Given the decreased liquidity in the
markets and narrow level of spreads, particularly in
low-quality credit relative to high quality, investors
may be underestimating the looming risks in their
fixed income portfolios.
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