
High grade credit is increasingly seen as being overvalued. 
This reflects an optical assessment of current corporate 
spread levels relative to history. While spread compression has 
been substantial there have also been positive fundamental 
shifts in the asset class over recent years. To ascertain whether 
market valuations are appropriate requires a detailed, bottom-
up consideration of corporate fundamentals. This can help 
determine whether spreads capture and compensate investors 
for the likelihood that they will receive the cash flows to which 
they are entitled. 
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Summary
 Ȃ The secular trend of spread compression over recent 

years will eventually reverse, allowing for idiosyncratic 
risk to be priced in once again.

 Ȃ Companies are far more fiscally conservative than the 
pre-crisis era, with strong balance sheets and cash 
flow generation making them well positioned for 
macroeconomic slowdown.

 Ȃ Low corporate default rates, which simultaneously facilitate 
lower default losses, help explain tighter spreads.

Since the Euro-crisis of 2011, there have been few obstacles 
to the continued risk rally across developed market credit 
assets. Years of ultra-accommodative monetary policy with 
vast injections of liquidity into the global monetary system, 
have provided fixed income assets with remarkably benign 
conditions, buoying prices to near historical highs.

Spreads have tightened materially since the financial crisis, 
but by comparison to the pre-crisis years, they are not 
materially out of line with historical levels. 

Exhibit 1: Global Index Credit Spreads

Many combine the visually low spreads with indicators 
that we are late-cycle, to conclude that levels will correct 
and revert to “normal”. In actuality, determining whether 
spreads are “fair” should be rooted in examining the state 
of fundamental risks in the asset class. What lenders 
receive above the risk-free rate should compensate them 
for the probability of default, potential losses in the event 
of a default, and the uncertainty surrounding these factors. 

The problem with overlooking heterogeneity
Firstly, a key symptom of this unprecedented era of 
easing is that investment grade credit has come to be 
seen as a homogenous asset class. Against a backdrop 
of prolonged central bank purchase programmes and 
liquidity pumping, any macro headwinds have been met 
by waves of bids into any weakness. This has resulted in 
spread convergence within the credit universe between 
sectors, ratings, and individual issuers as investors follow  
the central bank money and buy the market. This blanket 
spread compression has seen a narrowing of the premium 
provided by higher carry bonds versus lower ones.
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has occurred over recent years coupled with an increase in 
systemic volatility back to a more normal level. This will pave 
the way for active asset selection to become favourable over 
pure beta approaches, with increased opportunities to add 
value through bottom-up stock selection.

Factoring in corporate fundamentals
Europe 
Despite the prolonged period of monetary loosening 
and the recovery of growth and stability, corporates 
have remained fiscally conservative. An assessment of 
fundamental corporate credit metrics illustrates that there 
has been a broad shift in capital structures. Since the crisis, 
companies have seen stable debt loads and manageable 
funding costs, while simultaneously growing EBITDA and 
free cash flow. 

As Exhibit 3 shows, gross and net leverage (gross debt less 
cash, over the last 12 months (LTM) EBITDA) have steadily 
fallen by 0.6x and 0.4x respectively since their recent highs 
in 2016 as EBITDA growth has outpaced the increase in 
debt. Meanwhile, net leverage has remained stable and 
range-bound for some time.

Exhibit 2: European Credit Govt Option Adjusted Spread

The average bond spread between BBB-rated issuers 
and A-rated issues has fallen by 40bps over the past five 
years in both euro and US dollar IG credits. Meanwhile, 
the standard deviation in spreads between issuers has 
decreased 31 basis points (bps) in US IG, and 38bps in 
European IG. As Exhibit 2 illustrates, spread differentials 
have also generally collapsed across sectors compared to 
five years ago. 

Concluding that credit is rich as an asset class seems over-
simplistic. This overlooks the idiosyncratic risk and rewards 
that can be found by dissecting the asset class (in many 
more ways than just the sector-based one shown here). 
Once central banks take the foot off the proverbial pedal, 
removing the distortion created by over-abundant liquidity, 
market participants should zero-in on the fundamentals 
once again. 

The unwinding of ultra-accommodative monetary policies, 
with asset purchase programmes coming to an end, central 
bank balance sheets shrinking and rates rising, is expected 
to be measured and orderly. It won’t necessarily lead to 
the broad-based widening in spreads markets have long 
priced in to forward guidance. It is, however, quite likely 
to precipitate a reversal of the spread convergence that 
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Many would argue that in the run up to 2007, leverage 
ratios were low due to the boom. As the crisis hit, the 
sudden drop in earnings necessitated the spike in debt 
financing so companies could meet existing capital 
expenditure (capex) commitments. Along with dividends, 
capex represents the primary unresponsive drag to free 
cash flow, and can rapidly drain corporate liquidity during 
periods of financial stress. 

However, the picture now is very different to the run up to 
the crisis, when bull-market mentality dominated. Exhibit 
4 shows that LTM capex as a proportion of revenues was a 
moderate 5.9%, and has remained stable and consistently 
in-line with the long term average over the past several 
years. These low capex levels can partially be explained by 
the trend of upside earnings surprises over recent years, 
meaning companies embarked on what turned out to be 
conservative capex programs. This conservatism means 
that corporates are now better positioned to handle any 
potential weakness ahead.

Moreover, in stark contrast to the years preceding the 
financial crisis, both liquidity and coverage metrics are far 
above long-term averages and substantially higher than 
in mid-2008. Reported balance sheet cash (on a trailing 12 
month moving average basis) is near historical highs, as 

seen in Exhibit 5. Meanwhile, the interest coverage ratio 
(EBITDA/interest expense) is at 12.1x, compared to a long 
term average of 7.6x. Part of the driver of this is clearly the 
era of low interest rates and the resulting proliferation of 
cheap funding. Nevertheless, such ample coverage ought 
to materially extend companies’ liquidity runways providing 
a buffer to any debt servicing or covenant issues in the 
event of a downturn or stress scenario.
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Exhibit 5: Balance Sheet Cash to Debt

Source: Morgan Stanley, Bloomberg, company data, Citigroup Index LLC, as at quarter 
end 1Q2018.
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US
There are notable differences between the situation in the US and Europe, partially driven by the differences in nature 
and trajectory of recovery in the two regions. In the absence of an existential currency crisis, and boosted by a longer and 
more robust growth path, American corporates have witnessed an era of re-leveraging. As seen in Exhibit 6, net leverage 
has been steadily increasing since 2011. This is now at an average of 1.9x, close to the recent peak of 2.2x seen in 2002. 
The total debt load has been growing at a faster pace than EBITDA since 2012. However, as a standalone metric this does 
not necessarily provide an accurate portrayal of US credit fundamentals.
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As discussed, a disaggregation of the broad credit universe highlights the distortive effects of certain sectors. The stress 
within energy from around mid-2014 through most of 2016, in particular, as a significant decline in the oil price caught 
many under-hedged companies off-guard, contributed materially to the rise in leverage. With Brent and WTI having 
since recovered from their lows following the supportive actions of the major producers , and improved corporate-level 
fiscal responsibility, particularly within the US shale industry, leverage within the energy sector has been falling, as seen 
in Exhibit 7. This in turn has pushed the path of debt and EBITDA growth to converge (Exhibit 6). Outside of energy, 
much of the re-leveraging has occurred and been contained within consumer and retail sectors, where companies are 
experiencing continued structural pressures on their business models.
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Exhibit 7: Energy Sector Gross Leverage

Source: Morgan Stanley, Bloomberg, company data, Citigroup Index LLC, as at quarter end 1Q2018.

Exhibit 6: YoY LTM EBITDA and Debt Growth

Source: Morgan Stanley, Bloomberg, company data, Citigroup Index LLC, as at quarter end 1Q2018.
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As discussed, a disaggregation of the broad credit universe highlights the distortive effects of certain sectors. The stress 
within energy from around mid-2014 through most of 2016, in particular, as a significant decline in the oil price caught 
many under-hedged companies off-guard, contributed materially to the rise in leverage. With Brent and WTI having 
since recovered from their lows following the supportive actions of the major producers , and improved corporate-level 
fiscal responsibility, particularly within the US shale industry, leverage within the energy sector has been falling, as seen 
in Exhibit 7. This in turn has pushed the path of debt and EBITDA growth to converge (Exhibit 6). Outside of energy, 
much of the re-leveraging has occurred and been contained within consumer and retail sectors, where companies are 
experiencing continued structural pressures on their business models.
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Exhibit 7: Energy Sector Gross Leverage

Source: Morgan Stanley, Bloomberg, company data, Citigroup Index LLC, as at quarter end 1Q2018.

Exhibit 6: YoY LTM EBITDA and Debt Growth

Source: Morgan Stanley, Bloomberg, company data, Citigroup Index LLC, as at quarter end 1Q2018.
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As discussed, a disaggregation of the broad credit universe highlights the distortive effects of certain sectors. The stress 
within energy from around mid-2014 through most of 2016, in particular, as a significant decline in the oil price caught 
many under-hedged companies off-guard, contributed materially to the rise in leverage. With Brent and WTI having 
since recovered from their lows following the supportive actions of the major producers , and improved corporate-level 
fiscal responsibility, particularly within the US shale industry, leverage within the energy sector has been falling, as seen 
in Exhibit 7. This in turn has pushed the path of debt and EBITDA growth to converge (Exhibit 6). Outside of energy, 
much of the re-leveraging has occurred and been contained within consumer and retail sectors, where companies are 
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Source: Morgan Stanley, Bloomberg, company data, Citigroup Index LLC, as at quarter end 1Q2018.
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Source: Morgan Stanley, Bloomberg, company data, Citigroup Index LLC, as at quarter end 1Q2018.
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As discussed, a disaggregation of the broad credit universe highlights the distortive effects of certain sectors. The stress 
within energy from around mid-2014 through most of 2016, in particular, as a significant decline in the oil price caught 
many under-hedged companies off-guard, contributed materially to the rise in leverage. With Brent and WTI having 
since recovered from their lows following the supportive actions of the major producers , and improved corporate-level 
fiscal responsibility, particularly within the US shale industry, leverage within the energy sector has been falling, as seen 
in Exhibit 7. This in turn has pushed the path of debt and EBITDA growth to converge (Exhibit 6). Outside of energy, 
much of the re-leveraging has occurred and been contained within consumer and retail sectors, where companies are 
experiencing continued structural pressures on their business models.
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has occurred and been contained within consumer and 
retail sectors, where companies are experiencing continued 
structural pressures on their business models.
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The few defaults which have occurred, have been 
concentrated within very few sectors, particularly energy 
which accounted for 49% of defaulted debt (by volume) 
in 2017, and 51% in 20161. Outside energy, as the shock 
of collapsing oil prices caught the more aggressively 
positioned off-guard, defaults have been minimal over 
recent years. 

The role that central bank action has had in helping suppress 
and contain shocks in recent years should be taken into 
account but the lack of new monetary injections would 
unlikely negate altogether the positive effects of such 
unprecedented liquidity expansion particularly in view of the 
discussed positive fundamentals in the corporate sector.

Expect robust recovery rates
Besides the risk of default, credit valuations should also 
reflect the magnitude of any losses in the event of default. 
Across nearly all bond seniorities, debt recovery is currently 
materially higher than the long-term average, as seen 
in Exhibit 10. For instance, looking at senior unsecured 
bonds, these on average recovered at 54%, far higher 
than the long-term average of 38%. Note that this is also 
substantially higher than the market assumption of 40% 
taken as standard for senior unsecured debt, particularly 
within credit default swap (CDS) pricing models. 

Secondly, the fundamental shift in the US corporate model 
should not be ignored with companies now generating 
higher free cash flow and increasingly demonstrating 
improved pricing power. This improves their ability to 
maintain stable margins through macro stress scenarios. 
These factors provide a solid fundamental offset to higher 
corporate debt issuance, which companies have used partly 
as a way to fund dividends given the stronger fundamental 
backdrop and low cost of debt.

Similar to the picture in Europe, both liquidity and coverage 
metrics remain defensive. Reported balance sheet cash 
has remained elevated post-crisis as seen in Exhibit 8. 
Meanwhile, the interest coverage remains above average 
at 10x. This again demonstrates the liquidity cushion 
companies have on hand for when the cycle turns. 

Benign corporate default rate experience 
A central bank fuelled era of cheap borrowing, combined 
with the generally healthier fundamental backdrop has 
translated into sustained low corporate default rates (CDR) 
since the financial crisis. Exhibit 9 illustrates this trend, 
plotting the annual CDR across the full issuer spectrum. 
The data includes high yield issuers, since high grade 
defaults been almost non-existent. 

Exhibit 10: Recovery Rate

Source: Moody’s. Recovery rates measured by trading prices.
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Exhibit 9: Corporate Default Rates

Source: Moody’s
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Source: Morgan Stanley, Bloomberg, company data, Citigroup Index LLC, as at quarter end 1Q2018.
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Conclusion
Fundamentally, credit spreads are meant to compensate lenders for the risk of not receiving the full set of 
contractually promised cash flows due. This should therefore capture the probability of default, the loss in the 
event of default, and the uncertainty attached to both of these. Over the past decade, sustained economic 
expansion and abundant liquidity has translated into strong corporate earnings growth. Combined with greater 
fiscal responsibility among companies this has resulted in markedly healthier balance sheets. Despite the debate 
surrounding the whens, ifs, and how much spreads will move, for those that wish to access high grade credit, the 
fundamentals remain robust.

This gap can be explained by numerous factors. As 
discussed, recent defaults have occurred mostly in the oil 
and gas sector where companies tend to have significant 
physical assets, supporting higher recoveries. There also 
tends to be a correlation between low CDR with high 
recoveries. One reason for this is that during sustained 
periods of low defaults, distressed debt desks squeeze the 
settlement price on defaulted paper higher due to  
the simple lack of supply. This relationship can be seen 
visually in Exhibit 11, and has been empirically proven by 
numerous studies2.

Of course, it is unwise to assume that low default rates 
will continue indefinitely. Funding costs will eventually 
rise, the economic cycle will turn, and some businesses 
will be unable to service their capital structure. What will 
be important is not simply whether CDR will increase, 
but the path this takes. Whenever the next default cycle 
does materialise, we expect it to be gradual and shallow 
given the abundance of liquidity from central banks in 
recent years and slow and predictable monetary policy 
adjustments. This will minimise negative refinancing risks 

for companies needing to access the capital markets, and 
ultimately be accommodative to higher recoveries. 

Source: Moody’s. Average annual bond recovery rates measured by trading 
prices. Data from 1983-2017.
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