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Challenged Liquidity:
Bond Pricing in Stressed Markets

Liquidity in the fixed income market has been challenged of late as the health crisis and financial market concerns have
escalated. Global lockdowns aimed at mitigating the spread of COVID-19 will undoubtedly have ramifications on the global
economy. In the process, bond yields have moved lower and risk-asset prices – including those of Investment Grade and
High Yield bonds — have fallen. Consequently, liquidity challenges in the Canadian fixed income market have raised the
cost to transact and in some segments of the market, trading has been rather limited. It seems as though the recent market
volatility and investor fear has converted bond liquidity from a right into a privilege, prompting fixed income investors to
evaluate the trade-off between immediate liquidity and the cost to transact during this unique environment.

The good intentions of regulation
The current absence of liquidity is not a phenomenon that
developed overnight; in fact, it has been in the making since
the 2008-09 Global Financial Crisis (GFC). In the wake of the
GFC, regulatory reforms — notably, Basel III recommendations
as well as various ones implemented by Canada’s Office of the
Superintendent of Financial Institutions – aimed at improving

bank transparency, capital and liquidity were enacted.
Undoubtedly, these reforms were well-intentioned, with
the goal of reducing the probability of another financial
crisis. However, they have also had unintended negative
consequences on financial markets, particularly concerning
how fixed income investors buy and sell securities today.
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Volatility is back

WHAT IS BASEL III?
Basel III is a framework that sets out global
regulatory rules for bank capital and liquidity.
These rules were originally published in December
2010 in response to the global financial crisis.
In 2013, the Office of the Superintendent of
Financial Institutions (OSFI) named the six largest
banks in Canada as “domestic systemically
important banks” (D-SIBs). As a result, these six
banks were required to hold an additional one
per cent of capital as of January 1, 2016, and
are subject to more intense supervision and
enhanced disclosure requirements.

Prior to the GFC, banks played the role of market maker in the
fixed income market. Holding a large inventory of government
and corporate bonds on their balance sheets, they could sell these
bonds to retail and institutional investors seeking an offer, or they
could add to their balance sheets by bidding on bonds that investors
wanted to sell. The buying and selling within their inventory helped
to generate profits through the bid-ask spread they enjoyed to act
as a market maker. This is known as principal trading.
However, in the post-crisis regulatory environment,
balance sheets for banks and dealers who typically helped
to disintermediate risk contracted. New bank requirements
introduced after the GFC placed less emphasis on market making
activities, incentivizing banks to take less balance sheet risk. Today,
holding a large inventory of bonds has become an inefficient
use of bank capital, and thus, banks are significantly more
reluctant to act as market makers, reducing or in some cases even
eliminating a key source of liquidity for those seeking it. As banks
strive to optimize their capital structure in the current regulatory
environment, regulations aimed at improving balance sheet
capitalization have inadvertently changed the liquidity profile of
financial markets, most notably during episodes of market stress.
Instead of principal trading, banks have increasingly taken on an
agency trading role, wherein they look to match known buyers
with sellers, eliminating the need to hold a book of securities.
From a regulator’s point of view, there is less risk on the bank’s
balance sheet, but for those seeking to transact in the bond
market, these regulations have taken a bite out of liquidity.
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This new system hasn’t been tested to its capacity until
recently. In a frictionless market with no barriers, portfolios
could theoretically be rebalanced to their optimal allocations
with no cost as investors digest news that prompts portfolio
adjustments. In the real world in which transaction costs exist,
one must consider the trade-offs between the optimal asset
allocation and the potential capital impairment that may be
experienced when trading in a liquidity-challenged environment.
Unsurprisingly, volatility has reared its ugly head in all asset
classes lately, and the fixed income market is no exception.
Volatility levels of the FTSE Canada Universe Bond Index
have risen well above their 10-year average, eclipsing
even the levels seen during the GFC. Large day-to-day price
swings have two effects. First, volatility may prompt investors
to rebalance their portfolios in response to the resulting change
in asset allocations. Second, erratic moves in the fixed income
market make it difficult for market makers to know exactly
where securities are trading, whether acting on a principal or
agency basis. In response, in order to ensure they can trade
profitably, they tend to widen their bid/ask spread, resulting
in higher transaction costs for the party demanding liquidity.
Volatility in the bond market forces market participants to
constantly reassess corporate bond risk premia. The lack of
clarity often results in no trade taking place, or alternatively, the
seller accepting a material discount to facilitate the liquidation
of a position. This, in turn leads to pricing dislocation in all sorts
of pooled vehicles such as mutual funds, ETFs and private pools.

Volatility of FTSE Canada
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"Stressed Market Scenario" is 03/18/20 - 03/24/20. For a full explanation of the methodology, see the Appendix to this document.

Consider the cost
So how much does it actually cost a fixed income investor to
transact in this sort of environment? To answer this question,
we conducted an analysis based on actual trade data for
Canadian corporate bond issues over two 5-trading day periods
(or “Scenarios”) in 2020 (see the Appendix for details of the
methodology used in this analysis). We found one period of
optimal trading conditions in corporate bond markets from
January 31 to February 6, 2020, calling it “Optimal Market
Scenario”. We then found the opposite: a market characterized
by low liquidity and wide spreads, from March 18 to 24, 2020;
which we named the “Stressed Market Scenario”. For each
scenario, we selected representative bonds for each maturity
and credit quality profile that had daily executed trades and
calculated the average of the range of executed trading prices
relative to the security’s closing price1. This figure gives a sense
of how representative close prices are to actual trade prices
occurring in the market; the further the average executed prices
are from the close price, the higher the costs to source liquidity,
from an investor’s point of view.
In the optimal market scenario, the average daily price range
of executed transactions is very similar to the closing price; i.e.
the dispersion is low. This represents a relatively liquid market
where transaction costs are minimal, meaning only a small

impact on fund performance if an investor is seeking to sell. In
this type of an environment, bond yields would not drastically
fluctuate, and they would remain as a relatively good proxy for
what an investor can expect to earn over a longer horizon.
In the stressed market scenario, however, we experienced
significant deviations, indicated by the wide range of executed
transaction prices. In the Mid-Term BBB category, for example,
transactions were executed anywhere from $1.30 above the
closing price to as low as approximately $23.20 below the closing
price that was used to value the security in the index at end
of day. Put another way, an investor who sold a Mid-Term
BBB corporate bond that week may have received a price
that was $1.30 better than the index, or $23.20 worse. For
investors, this partially represents the cost to facilitate
liquidity in a challenged environment. For the buyer, paying
a lower price to supply liquidity in this type of environment is
usually incentivized by earning a higher yield and is opportunistic.
It should be noted too that there are many securities that do not
trade in a stressed and challenged market due to lack of interest
from buyers; in fact, if every security in the market traded, the
ranges we see in the chart above would likely be even wider.
Extending the stressed market analysis, we consider the
potential dollar impact from transaction costs for liquidating

1 The securities that make up the FTSE Canada Universe and Maple Bond Indexes are priced using inputs from leading fixed income broker/dealers in Canada at 4:00pm Eastern
Time. The individual price for each security is derived by using proprietary filters that first remove any significant outliers, followed by a Standard Deviation Mean calculation. This
Multi Dealer data best represents the marketplace by removing the ability of any one dealer to have undue influence upon the final calculated price/yield. The final security price
is the mid-market price. Please consult the FTSE Canada Multi Dealer Pricing Methodology Guide for more details on this methodology: https://research.ftserussell.com/Products/
downloads/FTSE_Canada_Multi_Dealer_Pricing_Methodology_Guide.pdf
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$10 million from a fixed income portfolio. We assume the portfolio
holds 30% in corporate bonds, in line with the corporate bond
allocation in the FTSE Canada Universe Bond Index. We use the
average mid-point of the stressed market ranges as a proxy to
determine the value an investor forgoes to obtain immediate
liquidity. The average mid-point of executed trades relative to
closing prices is negative $5.73 in the stressed market. Therefore,
withdrawing $10M would result in delivery of approximately
$9.83M. That’s a cost of $171,959 per $10 million of redemption
value in this stressed market. Provincial bonds would also incur
a cost to transact, albeit the cost is expected to be less than the
costs incurred to trade corporate bonds. Therefore, we believe that
our estimate of transaction costs is conservative.
Of course, normal client operations do not cease to exist
because financial markets are not functioning as expected.
Investors who choose to sell continue to have that right to do so
and as stewards of capital, investment managers will continue
to do everything possible to get their clients the best price they
can. However, in instances where investors have discretion,
whether it be for rebalancing an asset mix program to policy
or for optional spending purposes, our view is that that they
should in fact consider liquidity to be a privilege in times
such as these, making use of that privilege only if absolutely
necessary. Why so? The tradeoffs between the benefit of having
cash and the cost of transacting in such a market must be
considered more now than ever before, as the costs are real and
can have a material impact on portfolio outcomes.

The light on the horizon
Clearly, fixed income market pricing has become dislocated from
fundamentals and is dominated by uncertainty surrounding
the public health crisis and global economic impact. The recent
widening in Canadian corporate bond spreads is rivalled only
by that during the GFC. However, if history is any indication,
this too shall pass. Central banks, have implemented significant
programs to restore market functionality and provide liquidity
facilities, such as large-scale asset purchase programs and access
to sizeable repo facilities to inject cash into the system. In our
view, market pricing will inevitably shift back to fundamentals.
This would likely result in lower compensation for risk and more
compressed spreads relative to today.
History reveals that the underperformance of the Canadian
credit sectors relative to federal bonds is often short lived and
shallow when compared to the outperformance that follows. The
chart below shows Canadian corporate bond spreads over the
past two decades. The shaded area represents the subsequent
12-month relative performance of corporate to federal bonds.
For example, at the peak spread of 370 basis points in December
2008, corporate bonds outperformed federal bonds by 15.6%
over the subsequent twelve months. Moreover, periods of
underperformance are relatively short. All told, what this adds up
to is that for investors who can see beyond the current darkness,
they should soon see a glimmer of light on the horizon.

Canadian Corporate Bond Spreads and Subsequent 12-month Return
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Bottom line:
Focus on longer term outcomes
Today’s fixed income market is exceptional by any standards.
Liquidity is challenged in many segments of the Canadian
market, meaning that theoretical costs to trade have become
all too real for investors large and small alike. Though it’s still
technically a right, the current market dynamics have turned
liquidity into more of a privilege, prompting major investors to
re-think their normal rebalancing plans. The saving grace is that
history has shown that these periods of fundamental market
dislocation are often short-lived. For investors who can stomach
the short-term pain, we believe that long-term outperformance
may be in the cards as the market eventually returns to
normalcy, and investors reap the benefits of keeping an eye on
long-term performance.

Jason Carvalho, cfa, caia
Senior Vice President,
Institutional Markets, Fixed Income
Fiera Capital Corporation

–5–

Appendix
Methodology for Average 5-Day Range of Executed
Transaction Prices analysis (second graphic). The executed
trade prices were sourced from the Investment Industry
Organization of Canada (IIROC) for institutional investor
trades over each observation period. We identified an optimal
well-functioning market in Q1 2020 from January 31, 2020
to February 6, 2020. The stressed market is represented
by the March 18, 2020 to March 24, 2020 five-day period.
To enhance the analysis, we included bonds with various
credit quality and maturity profiles. Representative bonds
were chosen for each category (i.e. Long Term BBB). The
representative securities had to have daily executed trades
in both 5-day periods. Below is the full list of the bonds
identified and used in the analysis for each bucket:

•
•
•
•
•
•
•
•

For each trading day, we looked at the high and low of
executed trade prices versus the closing then averaged the
outcomes to get a 5-day average range for each period. The
X-axis in the chart represents the normalized close price of the
respective securities. The close price is based on end of day
security price as per the methodology described in footnote 1.

Short term AA: TD 1.909 7-18-2023 (891160LV3)
Short Term A: Hydro One 3.2 01-13-2022 (44810ZBF6)
Short Term BBB: Bell Canada 3.35 03-22-2023 (07813ZBC7)
Mid Term AA: TD 3.224 07-25-2029 (891160QY2)
Mid Term A: Hydro One 2.77 02-24-2026 (44810ZBR0)
Mid Term BBB: Bell Canada 3.6 09-29-2027 (07813ZBY9)
Long Term A: Hydro One 4.59 10-9-2043 (44810ZBK5)
Long Term BBB: Bell Canada 4.35 12-18-2045 (07813ZBR4)
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