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Getting Ahead of the Storm… 

 Positioning for Future Opportunities in Credit 

 

Key Takeaways 

 
•Credit Spreads are near all time tights, with limited upside 

•Increasing leverage has driven credit downgrades 

•Central Bank activities that fueled the rally in credit are coming to 

an end 

•Preparing now may help investors take advantage of future 

opportunities to enhance total return in 2018 

Introduction 

After 9 years of a risk-on rally, with credit valuations stretched, we 

believe now would be a good time to play some defense in bond 

portfolios. The key driver of corporate bond performance (central 

bank buying) is starting to fade and Credit spreads should begin to 

widen. 

A Historical Perspective on Credit Spreads 

The following chart tracks the Option Adjusted Spread of the Credit 

component of the Bloomberg Barclays Aggregate Index from 1997-

2017. Investors currently earn just 0.96% (or 96 basis points) of 

additional yield to take on the credit and liquidity risk of the credit 

sleeve, compared to an average yield pick-up over the past twenty 

years of 150 basis points.  

For those that might argue including the financial crisis period 

skews this calculation, the average pre-crisis spread was 124 basis 

points (1997 to 2008) and the post-crisis spread average has been 

148 basis points.  

Additionally, the following Morgan Stanley chart highlights that the 

front end is the frothiest part of the curve.   

Courtesy of Bloomberg Barclays 

Courtesy of Morgan Stanley 

Option Adjusted Spread (1997-2017): Credit 

Component of Bloomberg Barclays Aggregate Index 

US IG 1-5Y Spread 
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We would caution that longer term comparisons must be viewed with the realization that the Bloomberg Barclays Credit Index has 

changed over time. As the below chart (left) from Barclays shows, today’s index is not your parent's index. Baa rated (riskier) bonds 

have swapped places with Aaa rated (safer) bonds to become the more dominant component of the Credit Index. This migration down 

the credit spectrum is nicely illustrated in the chart on the right (courtesy Morgan Stanley). 

Courtesy of Morgan Stanley Courtesy of Bloomberg Barclays 

Quality Analysis of Barclays Credit Index, 1973-2017 IG Corp Average Index Rating 
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Additionally, the duration of the Credit component of the Index has increased. Starting from 1998, duration (a key measure of risk), has 

extended from around 5.5 years to approximately 7.5 years. We will address the importance of this a bit later.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Investing in credit involves both art and science. There are few absolutes but rest assured; if you lend to lower quality companies for longer 

periods of time you should get paid more, not less for doing so. One should reflect upon that when looking at long term spread charts and 

taking solace that we are not at the all time tights. We should not be.  

 

Option Adjusted Duration: Bloomberg Barclays US 

Corporate Statistics Index 

Courtesy of Bloomberg Barclays 
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The Recent Drivers of Credit Deterioration 

The following two charts help to explain the downward migration in credit quality. Gross leverage has never been higher while net 

leverage is modestly off of it’s highs. If anyone wants to take great comfort in this, remember those were the heady days of Worldcom, 

Enron, and Global Crossing.  

 

Where should spreads be with leverage this high? Again, in investing few things can be said with certainty. We can state declaratively that 

one should expect spreads to be on the high side of the long term average and not the low side when leverages are near peaks.  

Median Investment Grade Gross Leverage Ticks 

up to Record Levels 

Net Leverage Inches up as Well 

Courtesy of Morgan Stanley Courtesy of Morgan Stanley 
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Real GDP growth since the Great Recession has been modest and inflation has been subdued. Real GDP is simply Nominal GDP adjusted 

for inflation. The math is simple; modest Real GDP is just what is left when one subtracts low inflation from a pretty lackluster Nominal 

GDP.  If Nominal GDP is low, both outright and by historical standards, what is a company to do to generate the earnings growth that 

markets are demanding? 

 

Companies have a couple of choices and the following charts help us understand what they did. One thing should stand out strongly to 

bond holders. Companies faced with low sales growth issued debt to buy back shares, thereby spreading earnings across fewer and fewer 

shares. Top-line growth since the Great Recession has not been very strong, nor could it be as global economic growth has been modest. 

CEOs and CFOs decided to please equity shareholders at the expense of bondholders, leveraging up balance sheets in the process. While 

they may be out there, we know of no CEOs and CFOs that received part of their compensation in bond options.  

 

 Cash Flows of Non-Financial Corporates Fund Flows & Share Buybacks Across USD Credit 

Courtesy of Wells Fargo Courtesy of Wells Fargo 
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Central Banks Giveth, Central BanksTaketh Away 

 

So leverage is up, duration is longer and credit quality is down yet 

spreads are closer to the tights than the wides. A number of factors 

drive spreads in credit markets - relative value and expected 

growth in corporate earnings being just two. Another seems to 

stand out in our minds - Quantitative Easing. 

 

 …"In particular, credit spreads are much wider and credit markets 

more dysfunctional in the United States today than was the case 

during the Japanese experiment with quantitative easing. To 

stimulate aggregate demand in the current environment, the Federal 

Reserve must focus its policies on reducing those spreads and 

improving the functioning of private credit markets more generally.“ 

 

-Chairman Ben S. Bernanke  

At the Stamp Lecture, London School of Economics,  

London, England  

January 13, 2009 

 

And succeed he did - Chairman Bernanke intentionally drove down 

long term Treasury rates and drove folks into other long term 

assets. As the following two charts show, the US received the 

majority of these flows of which most went into Mixed Investment 

grade or Investment Grade Corporate debt. Younger readers with 

keener eyesight will note the net selling of Treasuries and 

Mortgages.  

 

 

 

 

 

Courtesy of Citi 
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The change to spreads in the U.S. did not occur in a vacuum. Other Central Banks joined in the game soon thereafter. The European 

Central Bank took Large Scale Asset Purchases to a new level with their Corporate Sector Purchase Program or CSPP in January of 2016. 

As of early November they have purchased over EUR719 billion in corporate debt, mainly in the shorter end of the curve and somewhat 

surprisingly, in the lower end of the investment grade universe. The following maturity chart mirrors perfectly with the flows into US 

investment grade fixed income which saw an accelerated pace of purchases after January, 2016. 

 

ECB Corporate Sector Holdings 

Breakdown by Maturity 

ECB Corporate Sector Holdings 

Breakdown by Ratings 

Courtesy of UBS Courtesy of UBS 
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While the European economy has improved, we are not alone in 

our opinion that the 65 basis points of tightening in European 

investment grade market and 287 basis points of tightening in their 

high yield market can be overwhelmingly attributed to the CSPP 

program.  The knock-on effect was flows into higher yielding US 

assets. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Where does that leave bond investors? As we see it, with no margin 

for error. 

 

Central bankers are now starting to slow purchases. The Federal 

Reserve has begun to allow their balance sheet to start to wind 

down by slowing the reinvestment of principal and interest 

payments. The ECB announced last week that the monthly pace of 

their asset purchase program will slow from EUR60bn to EUR30bn, 

starting in January and possibly concluding in September, 2018. 

With tight credit spreads, the bond math is straightforward: Carry, 

or the interest you earn for owning an index weight of the credit 

sleeve, is worth 96 basis points over the course of next year.  As we 

have seen, the duration of the credit sleeve  is approximately 7.5 

years.  A bond  that has a duration of 7.5 years moves about 7.5% 

for every 1% move in rates or spreads. So a spread move  of 1% or 

100 basis points would affect the price of that bond in either 

direction by the same 7.5%.  

 

With these inputs, we can calculate the Breakeven Spread, which 

determines the widening of spreads sufficient enough to negate 

the “carry”, or incremental interest earned over a time period. 

 

Were spreads to widen by a mere 13 basis points (96 basis 

points divided by 7.5 years) between January and December of 

next year, investors would be in a position of having taken 

credit and liquidity risk for naught. One would have been 

better off in Treasuries.  

 

Again, credit spreads are at 96 basis points while the average has 

been 150 basis points and the post-crisis average, in an 

environment with deteriorating balance sheets, has been 148 basis 

points. Any meaningful mean regression on spreads which appears 

to us as completely justified given current conditions this late in the 

cycle would result in credit underperforming over the course of 

next year.  

 

We envision that those that own a higher allocation to Treasuries 

going into 2018 will have the ability to take advantage of those 

higher spreads, thus earning a higher total return. We look forward 

with interest to discussing this with you between now and year end. 

-Mark McDonnell  

 

 

EUR Indices Spread Movement 

Courtesy of UBS 




