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The topic du jour in the corporate bond world is liquidity, or more specifically the lack there of.  Despite 

significant growth in the size of the market, it has become increasingly more difficult to buy and sell 

corporate bonds without moving prices.  

Many are quick to point the finger at the Volcker Rule and Dodd-Frank and the restrictions they place on 

banks. Implicit in these theories is the assumption that prior to the new regulations, bond dealers were always 

willing to deploy capital to facilitate investors who want to buy or sell securities.   

Seasoned investors who experienced the Asian financial crisis (1997), the Russian debt crisis (1998), the dot-

com bubble (2000), the Great Recession (2008), and the European debt crisis (2011) might contest that point. 

In these times of stress, dealers were actively trying to reduce their inventories, making it easy to buy 

corporate debt but nearly impossible to sell without taking significant price concessions. 

To understand why, it helps to take the perspective of the bank dealer.  As with any business, the primary 

objective is to generate profits, with the difference being the dealer’s profits are subject to ‘mark-to-market’ 

accounting practices.  Thus, during benign markets, when corporate spreads don’t move much, the bond 

desks are quite happy to provide liquidity in an effort to profit from the bid/offer spread. Furthermore, they 

are willing to hold inventory and earn the interest. In periods of stress, ‘mark-to-market’ losses make it 

difficult for traders to withstand large price drops, even though the odds of a default and incurring a 

permanent loss remains remote.     

Taking into consideration the aforementioned crises, we feel that the liquidity provided by the banks has 

always been a mirage that is prone to evaporate under certain conditions. This is just the nature of liquidity, as 

the behavior of banks is both rational and acceptable for any profit seeking entity. 

So what has been the impact of new regulation?   

The increased cost of capital and compliance has curtailed some trading strategies and has reduced the bond 

dealer’s pain threshold. One response to these challenges has been to improve the quality and stability of the 

earnings by shifting from a pure liability driven trading model to one that incorporates more order based or 

agency trading. Furthermore, even in moderately stressed markets, those dealers carrying large inventories 

become highly motivated to sell quickly and mitigate losses. This rush to the exit can easily lead to further 

downward pressure on security prices and draw in other sellers as well. 

 Is it all doom and gloom? The optimists within us say there is always an opportunity in a problem.   

The first step is acceptance. Liquidity has changed, and we must adapt to the new environment. A good start 

would be for investors to demand higher credit spreads for new issues (from all issuers) in order to 

compensate for the increased cost of trading. Given the recent widening of credit spreads, we believe this 

move is already afoot.  

Also, as part of our process of acceptance, we need to understand that trading larger amounts of bonds will 

necessitate some flexibility and creativity.  We cannot simply rely on dealers to be the sole providers of 

liquidity. Instead, investors themselves need to be a part of the solution.  
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Those with capital to allocate can work with the banks to step in whenever there is a motivated and time 

sensitive seller.  In such cases the buyer is in a position to demand a healthy price concession. In the past, the 

yield on illiquid securities would compensate the dealers enough for them to use their balance sheet to hold 

them.  In the current environment, they are more open to partnering with clients in unstable markets, creating 

interesting opportunities for investors to capitalize on. 

The last part of acceptance is placing an increased emphasis on understanding the underlying liquidity of 

securities. Factors to consider include the number of investors who can own the security, whether a 

concentrated holding is controlled by one investor, the frequency with which the issuer accesses the market 

and the number of market makers active in the security.  Using these and other variables, it is useful to group 

securities into buckets depending on the time required to liquidate in various market environments. In doing 

so, we can better match our liquidity needs. 

So while the environment is new and the problems different, the old lessons still apply.  Liquidity after all is 

like a taxi, never there when you truly need it. Regulatory changes have effectively reduced the number of 

taxis available, thus we must be more creative and thorough in our thinking. We must be careful to match our 

liquidity needs with the types of securities we invest in. And for those with patient capital or the ability to 

allocate to illiquid instruments, there can be interesting opportunities to explore and profit from. 
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Disclaimer 
Algonquin Capital Corporation (“Algonquin”) is registered with the Ontario Securities Commission as an exempt market dealer, investment fund 

manager, and portfolio manager. 

This commentary is confidential and for authorized use only. Under no circumstances are its contents to be reproduced or distributed to the public, 

media, or potential investors without written authorization. The information contained herein, while obtained from sources believed to be reliable, is 

not guaranteed as to its accuracy or completeness.  

 The information contained in this commentary is not investment or financial product advice and is not intended to be used as the basis for making an 

investment decision. This commentary by Algonquin is not, and does not constitute, an offer to sell or the solicitation, invitation, or recommendation 

to purchase any securities. No representation or warranty, express or implied, is made as to the fairness, accuracy, completeness, or correctness of the 

information, opinions, and conclusions contained in this document. To the maximum extent permitted by law, none of Algonquin, its directors, 

employees, or agents, nor any other person accepts any liability, including without limitation, any liability arising out of fault or negligence for any loss 

arising from the use of the information contained in this commentary.  

This commentary contains statements that constitute “forward looking statements”. Examples of these forward looking statements include, but are not 

limited to, (i) statements regarding future results of operations and financial condition, (ii) statements of plans, objectives or goals and (iii) statements 

of assumptions underlying those statements. Words such as “may”, “will”, “expect”, “intend”, “plan”, “estimate”, “anticipate”, “believe”, “continue”, 

“probability”, “risk” and other similar words are intended to identify forward looking statements but are not the exclusive means of identifying those 

statements. Forward looking statements included herein are based on current expectations and beliefs and Algonquin disclaims, other than as required 

by law, any obligation to update any forward looking statements whether as a result of new information, results, future events, circumstances, or if 

Algonquin’s expectations or opinions should change, or otherwise. By their very nature, forward looking statements involve inherent risks and 

uncertainties, both general and specific, and risks exist that such predictions, forecasts, projections, and other forward looking statements will not be 

achieved. A number of important factors could cause Algonquin’s actual results to differ materially from the plans, objectives, expectations, estimates, 

and intentions expressed in such forward looking statements. As such, undue reliance should not be placed on any forward looking statement. 


