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HY investors are likely underestimating default rates
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■ The increasing likelihood that widespread corporate defaults will occur in the coming months has resulted in
significant repricing in European HY debt markets. Credit spreads in the iBoxx HY NFI have reached about
720bp, and credit risk premiums have increased at their fastest pace ever (see red line in chart). In the
meantime, however, spreads have rebounded to about 640bp, which implies a HY default rate of about 8% (at a
recovery rate of 20%). Looking at current spread development (dramatic as it is), we note that the market is far
from experiencing a credit crunch, as spreads have not yet widened to levels reached during the financial crisis
in 2008-09.

■ The longer the coronavirus crisis lasts, however, the more severe its impact on supply and demand and on
financial markets is likely to be. Furthermore, we think that the depth of the current crisis also matters given that
its economic impact is likely to be much larger than that of the 2008-09 financial crisis in terms of their peak-totrough effect on GDP. As UniCredit head economist Erik Nielsen wrote in his Chief Economist's Comment –
Sunday Wrap, economic projections are likely to end up reflecting drops in 2020 GDP of between 10% and 15% for
the eurozone. Such drops would be two to three times the size of those resulting from the 2008-09 financial crisis.

■ The announcement of fiscal measures and monetary stimulus has helped stabilize credit markets, but volatility
is likely to remain strongly elevated over the next three months. However, the ECB’s significant corporate-bondbuying programs, including the new pandemic emergency purchasing program, benefit first and foremost senior
IG credit. Much depends on the flattening of the pandemic curve, but the question remains when (and whether)
there will be a second wave of widespread infection (as social distancing measures are eased and/or the virus
evolves). We think that risks to growth are significantly skewed to the downside, since the coronavirus may take
longer than expected to contain. As a result, credit fundamentals are deteriorating, and the probability of credit
events occurring has significantly increased.
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■ We think that HY markets have so far underestimated the potential severity of the disruption to economic activity
the outbreak is likely to cause. We think that default rates could soar to about 12%, close to levels seen during
the 2008-09 financial crisis. Such elevated default levels mainly reflect the current size of the crisis but also take
into account that comprehensive policy responses (in the form of guarantee schemes for the corporate sector)
have been implemented in various countries. These measures should mitigate risk, in that they are intended to
prevent companies from having to face a liquidity shortage in the short term. Policy responses so far are subject
to downside risks, however. While these policy responses are impressive compared to past crisis responses,
they may ultimately fall short of their goal of preventing mass defaults given the magnitude of the potential
shock that could be wrought by the current crisis.

■ As our chart suggests, an increasing default rate does not seem to have been fully priced into European HY
credit markets yet. This leads us to expect that credit risk premiums for HY debt will widen further as default
rates rise, and we think this would be consistent with a fair value for HY credit spreads of around 960bp in the
short term. As a result, investors should remain defensive. Opportunities are likely to arise for companies with
robust business models and sound credit fundamentals once containment measures are eased and the
economy rebounds, which is projected to happen in 2H20.
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