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Investing in illiquid credit securities has risen sharply since 2008. 
However, there are several issues around liquidity when making 
long-term investments in this area.

The challenges of 
balancing ‘alternative 
credit’ and liquidity

By Martin Reeves

Since the Great Financial 
Crisis, more leveraged 
credit has been created 
than ever before. Is this an 
unintended consequence 
of the global move to 
reduce risk across capital 
markets? For those of us 
working in the industry in 
2008, one of the main 
challenges the market 
faced was managing 
illiquid securities. Cut to 
2022, and these are exactly 
the securities that 
dominate the world of 
leveraged credit.

In a mature financial 
system, the availability of a 
wide-ranging set of 
borrowing solutions is a 
positive. From a systemic 
perspective, the 
disintermediation of the 
banks and the reduction of 
financing costs are 
positives if we seek a 
growing economy.

However, history shows 
that asset classes that enjoy 
periods of rapid growth 
will eventually be tested. 
Some of the many 
problems of 2008 emerged 
from the rapid rise of an 
alphabet soup of 
structured products that 
were highly rated, but 
whose underlying 
fundamental cashflows 
were opaque. It has proven 
to be a mistake to assume 
liquidity is correlated to 
higher credit quality.

Bonds versus loans
The challenge of loans and 
direct lending is the ease 
– or otherwise – of buying 
and selling those claims. In 
UCITS’ terms, the lack of 
certain settlement dates and 
uncertainty of an available 
market make them hard to 
include in publicly quoted 
pooled funds.

Meanwhile, the high yield 
bond market has been 
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overtaken by leveraged 
loans and in the last 
decade a material amount 
of direct lending has 
emerged. There is limited 
data on this market, but 
some estimates have 
concluded that in the US it 
is already approaching the 
size of the domestic high 
yield bond market.

One of the drivers of this 
growth has been the 
increase in single B rated 
issuance, previously the 
purview of high yield 
bonds. This has led to 
fewer companies using 
bonds. At the same time, 
the credit quality of high 
yield bonds has risen with 
more BB issuance and the 
quality of loans has 
deteriorated with more 
single B issuance.

Given the lack of liquidity 
one can argue that private 
lenders need to do more 
due diligence and stress 
testing given they are 
generally locked in until 
redemption. Loans and 
direct lending have a place 
in most diversified 
portfolios. The challenge is 
to hold enough to take 
advantage of low price 

volatility while still 
balancing the lack of 
readily available liquidity.

What happens when 
the music stops?
History shows that some 
will be caught out by the 
missing liquidity. This is 
not always due to problems 
with the fundamentals of 
the credit, but might be 
caused by issues elsewhere 
in multi-asset portfolios. 
Normally, when a strategy 
suffers a drawdown and 
the more liquid securities 
are sold first, this increases 
the proportion of illiquid 
securities beyond what was 
intended. Some illiquid 
alternatives can withstand 
quite a lot of strain and 
credit testing, but this does 
not mean they can be sold 
to raise cash.

The question is whether 
this creates systemic risk. 
The disintermediation of 
the banks as a result of the 
growth in alternative credit 
should be appealing. The 
challenge that we anticipate 
is when impairment rises 
for loans and direct lending 
when there is a coincidental 
rise in the demand for 
liquidity.
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SUMMARY

Since the Great Financial 
Crisis, more leveraged credit 
has been created than ever 
before.

The high yield bond market 
has been overtaken by 
leveraged loans and in 
the last decade a material 
amount of direct lending 
has emerged.  

Given the lack of liquidity 
one can argue that private 
lenders need to do more due 
diligence and stress testing 
given they are generally 
locked in until redemption. 

In illiquid markets, investors 
must understand that they 
are locking away their capital 
for a period. Liquidity 
planning is critical.

High yield bonds have been 
proven to survive crises and 
default cycles. CLOs and 
leveraged loans got through 
2009 owing to strong 
fundamentals going in: this 
worked well for clients who 
were not forced sellers. All 
three parts of the leveraged 
credit world – rated bonds, 
loans and private credit 
– are likely to experience 
similar default rates, but 
only one of these will be 
able to provide daily 
liquidity.

In illiquid markets, 
investors must understand 
that they are locking away 
their capital for a period. So 
liquidity planning is 
critical, and that’s where 
liquid credit comes in. 
Loans and direct lending of 
this size have also not been 
tested by a major financial 
crisis, whereas liquid credit 
has more of a track record. 
The casualties along the 
way serve as a reminder to 
investors when they look 
back that illiquid securities 
have their place in a 
portfolio, but during 
periods of stress they will 
not provide the same 
liquidity as high yield 
bonds. 

‘The challenge is to hold 
enough to take advantage 
of low price volatility, while 
still balancing the lack of 
readily available liquidity.’

‘The challenge is when 
impairment rises for loans 
and direct lending when 
there is a coincidental rise 
in the demand for liquidity.’
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Disclosure 
For professional investors only. Not to be distri-
buted to retail clients. Capital at risk.
Past performance is not a guide to the future. 
The value of an investment and any income ta-
ken from it is not guaranteed and can go down 
as well as up, you may not get back the amount 
you originally invested. Assumptions, opinions 
and estimates are provided for illustrative pur-
poses only. There is no guarantee that any fore-
casts made will come to pass. 
Important information 
The information contained in this document (the 
‘Information’) has been prepared by LGIM Mana-
gers Europe Limited (‘LGIM Europe’), or by its af-
filiates (‘Legal & General’, ‘we’ or ‘us’). Such Infor-
mation is the property and/or confidential 
information of Legal & General and may not be 
disclosed by you to any other person without the 
prior written consent of Legal & General. No par-
ty shall have any right of action against Legal & 
General in relation to the accuracy or complete-
ness of the Information, or any other written or 
oral information made available in connection 
with this publication. Any investment advice that 
we provide to you is based solely on the limited 
initial information which you have provided to 
us. No part of this or any other document or pre-
sentation provided by us shall be deemed to 
constitute ‘proper advice’ for the purposes of the 
Investment Intermediaries Act 1995 (as amen-
ded). Any limited initial advice given relating to 
professional services will be further discussed 
and negotiated in order to agree formal invest-
ment guidelines which will form part of written 
contractual terms between the parties. The In-
formation has been produced for use by a pro-
fessional investor and their advisors only. It 
should not be distributed without our 
permission. 


