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Credit risk returns to fixed income market

Both CDS and bond indices indicate that US fixed income risk has picked up to multi-year highs,

though Monday saw that trend retreat.

— The credit spreads in both high yield credit and investment grade corporate bonds jumped

80% from last year’s lows

— Both HY and IG CDX indices registered multi-year highs last week
— Yesterday’s bond rally saw credit risk retreat from recent highs

Credit risk has returned in earnest to the US
bond market in the last 12 months. The
market has been coming to terms with the
reality that the tap of cheap credit unleashed
by the last seven years of zero interest rates
IS coming to an end. Investors are now taking
a more sceptical view of the growing debt
pile sitting on company balance sheets.
Idiosyncratic risk, stemming from China and
the commodities slump, has also picked up
markedly as the receding tide forces firms to
address investor questions over their ability to
repay debts taken on in rosier times.

Asset swap spreads at multi-year highs

The increased risk perception is evidenced in
the asset swap spread commanded by bonds,
which measure the extra yield required by
investors to hold bonds over benchmark rates.
The current asset swap spread of the Markit
iBoxx $ Liquid Investment Grade and $ Liquid
High Yield indices are now sitting at multi-
year highs after climbing by over 80% from
the all-time lows registered in the middle of

last year.
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Investors required 550bps of extra yield to
hold high yield bonds, the highest level since
August of 2012. Investment grade bonds
tracked by the iBoxx $ Liquid Investment
Grade index are sitting at an even more
significant high as the 210bps of extra yield
required by investors to hold the asset class
last Friday marked a three and a half year
high.

CDS indices trend higher

The growing market risk perception towards
bonds is also mirrored in the credit derivative
market where CDS spreads are trading at
multi-year highs. The desire to insure against
bond defaults has pushed CDS spreads to
highs of a similar magnitude as those seen in
the cash bond market. This has in turn seen
the Markit CDX IG and HY indices rise
significantly from the lows seen at the end of
last year.
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Monday tightening

While credit risk has been mostly a one way
street in recent months, Monday registered
one of the largest tightening swings of the last
few months as both CDS indices and asset
swap spreads fell from their recent highs.
Ironically, this tightening comes at the heels
of Friday’s weak non-farm payroll number,
which has led some to call for more monetary
easing and to discount the immediate
possibility of an interest rate hike from policy
makers. This continued uncertainty regarding
monetary policy and macroeconomic stability
will mean that the market’s risk perception will
continue to fluctuate after three years of
relative stability.
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