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What does 2018 have in store for corporate credit 
markets? 

Executive Summary

• Global growth likely to remain strong and synchronised, although global central bank 
monetary policy will likely become less aligned 

• Expect a gradual rise in inflation, which has not yet been priced into markets  

• Hedging costs likely to be more pronounced between US dollar and euro/yen based 
investors 

• Volatility likely to remain low as markets enter 2018, but will largely be dependent on 
inflationary trends

• Fiscal reform likely to be positive for US credit

• A focus on fundamental research should be the key determinant of underlying credit 
quality 

A Year of Transition
Global corporate credit market returns in 2017 have been impressive, adding to 2016’s 
already generous recovery.
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Fig. 1 – 2017 Sub-Asset Class Returns 

Source: Macrobond, ICE BofA Merrill Lynch Index, S&P Index as of 30 November 2017, in local 
currency. Past performance is not indicative of future results. 
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If 2017 marked an inflection point of a multi-year trend, we expect 
2018 to be a year of transition; risk asset reflation is likely to fade 
leading to a repricing in financial markets aligned with changing 
fundamentals. 

However, we expect repricing to be benign enough to leave carry as 
the dominant contributor to returns. Our expectations for credit 
market performance are predicated on four key themes.

1. Global Growth and Inflation 

Global economic growth remains on track in quantitative 
(approaching 4%) and qualitative terms. It also is synchronised 
between developed and emerging markets.  

The delayed inflation response to such a buoyant economic cycle is, 
however, an anomaly that we expect will be corrected over time. 

Many countries should approach full employment in 2018, resulting 
in the re-emergence of wage growth. Anecdotal evidence from the 
US suggests a forecasted material wage increase of 4-5% annualised. 

The inflation delay has been hugely beneficial for credit markets, 
allowing G4 central banks to maintain a longer period of extreme 
stimulus via conventional and unconventional monetary policy. 

Yet while global economic growth appears synchronized, monetary 
policy adjustments are becoming less aligned. 

The US economic cycle is vigorous enough for the Federal Reserve 
(Fed) to engage in monetary policy tightening via interest rate rises 
and balance sheet reduction, and the Bank of England has already 
implemented its first rate rise (but kept forward guidance extremely 
gradual). 

Conversely, the European Central Bank (ECB) is only progressively 
tapering its asset purchase programme and the Bank of Japan (BoJ) 
has yet to move its accommodative stance beyond its yield curve 
control approach. 

The common theme across central banks is a focus on predictability 
to limit any unwarranted shocks in financial conditions during a 
return to a more normalised monetary policy environment. 

While we anticipate a gradual rise in inflation, it is unlikely to result 
in a bond market shock. However, it should be visible enough in the 
US to steepen the yield curve and push long US Treasury yields 0.5-
0.75% higher. 

European government bonds should follow suit, but less aggressively 
than the US, supported by the ECB’s quantitative easing programme. 
Meanwhile, Germany’s fiscal situation and structural demand for AAA 
rated collateral leaves the Bund market anchored well below 1% on a 
10-year basis.

The result is government bond yields at relatively low levels thanks to 
subdued inflationary expectations and persistent demand from 
institutional investors for long-duration instruments. 

Key Takeaways: 
• Synchronised global growth
• Global central bank monetary policy will be less aligned
• A gradual rise in inflation not yet priced into markets  

2. Liquidity and Hedging Costs 

We expect global liquidity to increase; the expansion of the ECB and 
BoJ’s balance sheets should more than offset the Fed’s reduction, 
providing support to risk assets. This argument will vanish over the 
year, but is likely to prove supportive in the first half.

However, divergent monetary policy is likely to transmit into less 
liquidity in US dollar-denominated assets and growing liquidity in euro 
and yen-denominated assets.

This dynamic also suggests an increased risk of asymmetric rates 
tension between the US and the European and Japanese markets, 
combined with already high hedging costs for euro or yen-based 
investors into US dollars. 

For euro or yen-based investors the attraction of US-dollar assets, in 
particular long-duration assets, has been very significant over the 
past two years, boosting inflows into US investment grade. 

A rise in US short rates has not been fully transmitted into the long 
end of the Treasury curve, which has flattened to a multi-year low. 

Therefore, the attraction of US dollar assets from a yield pick-up 
perspective has reduced. While the diversification argument remains, 
it is without the benefit of carry, which may not be sufficient to 
continue to support cross-border flows.

Conversely, US dollar-based investors can benefit from investing into 
euro or yen-denominated assets where the hedging cost portion of 
the yield provides a more predictable return feature. This is more 
attractive than an investment into a straight US dollar credit bond 
where the total return is less predictable.

Key Takeaway: 
• Hedging costs more pronounced between US dollar and euro/yen 

based investors 

Source: xxxxxxxxxxxxxxxxxx

Fig. 2– Global Industrial Production and World Trade Volumes (y/y)

Source: Macrobond, CPB World Trade Monitor, Muzinich & Co. as of 
September 2017.

Fig. 3 – US Inflation Expectations

Source: Univ Michigan expected infl. 12 fwrd and %y 5y5y fwrd inflation 
swap. Bloomberg, Muzinich & Co. December 2017.
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Average credit quality has also risen with BBs comprising around 
55% of the US high yield market and 75% in Europe*. This bodes well 
for the average default rate, which is anchored at historic lows 
(Figs. 4 & 5).

The lack of a strong merger and acquisition/leveraged buyout 
pipeline has left most of the primary market activity focused on 
refinancing, limiting new issue activity.  

Gradual monetary policy normalization, alongside progressive and 
contained repricing of government bonds, compensated by stable or 
slightly tighter spreads, would help protect the carry available from 
higher-yielding assets . 

We have also witnessed increased competition from the leverage 
loan market in funding the US high yield corporate market. The 
flexible nature of loans appeals to issuers with access to loan and 
bond markets. 

As demand for loans has grown so has supply, which has in turn 
removed supply from the traditional high yield bond market (Fig. 6 
& 7). The most visible impact of such a combination of factors is the 
shrinkage of US and European high yield markets in 2017.

*ICE BofA Merrill Lynch US High Yield Index, ICE BofA Merrill Lynch European 
Currency Constrained Ex-Financials Index, as at September 2017.

3. Volatility and Correlation Dynamics

Quantitative easing, low inflation, low default rates and a buy-the-
dip mentality has resulted in a decline in volatility since 2015 and 
valuations have reached record levels. 

However, global monetary policy normalisation and a reduction in 
US dollar liquidity may lead to a repricing of financial assets and an 
increase in volatility. 

While we believe these moves are likely to be gradual, there is also 
a risk that an adverse and unexpected geopolitical event, or sudden 
change in central bank policy that has not been well telegraphed, 
could lead to an uptick in volatility when investors least expect 
it.   

The correlation between credit markets and duration is also 
expected to become more unpredictable. In a deflationary 
environment, taking a long duration position was a natural hedge to 
long credit exposure; any worsening of the economic situation 
would widen credit spreads but also push down yields. The 
economic recovery breaks this relationship and leaves the next 
correlation regime uncertain. 

Key Takeaway: 
• Volatility is likely to remain low but unexpected geopolitical or 

monetary policy moves could result in a sudden volatility spike
• Credit and duration correlation to become less predictable

4. US Fiscal Reform 

Changing US fiscal policy is likely to have an impact on credit 
markets and investors should remain attentive both to US fiscal 
reforms and inflation behaviour against a backdrop of higher 
commodity prices and tighter employment. 

Ongoing political wrangling has made it difficult for markets to 
price in the impact of US fiscal reform.  

However, we would expect the net result of US fiscal reforms to be 
favourable for credit markets based on a positive impact on 
earnings and reduced bond market supply. 

Key Takeaway: 
• Fiscal reform likely positive for US credit

Credit Outlook

We continue to be constructive on credit, although we are cognisant 
of the changing investment environment and its potential impact on 
certain segments of the asset class. 

Investment Grade

In the US investment grade market the recovery of commodity 
prices and the energy sector’s restructuring post the 2015 crisis has 
proved supportive and boosted issuance. In Europe, a robust 
economic recovery has encouraged issuers to take advantage of 
lower borrowing costs while the ECB’s asset purchase programme 
has provided further support. 

Net leverage, net supply and average duration have risen in both 
segments of the asset class.  

While investment grade corporate spreads have little protection 
against rising rates, regional disparities are likely to favour 
European investment grade.

High Yield

Conversely, leverage in high yield has actually improved. The 
energy sector was forced to restructure in early 2016, which has 
benefited the asset class by purging weaker issuers, while the 
coverage ratio has now moved back above its long-term average.

Fig. 4 – European High Yield Default Rate

Source: JP Morgan, as of November 2017. 
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One of the key determinants of future high yield supply is the 
evolution of US fiscal reform, in particular corporate tax cuts and 
the removal of interest payment deductibility from earnings. 

If the initial and immediate impact is slightly negative on highly-
leveraged companies’ free cash flow, the longer-term impact to the 
market would probably be positive by limiting the appetite to 
finance leveraged operations through debt, and ultimately bond 
supply. 

Loans

The US loans market has expanded materially in 2017. US 
corporates have been keen on rebalancing their financing in favour 
of loans over bonds. The CLO market has also expanded 
significantly, with $114.26 billion of issuance from 204 deals in 2017 
(as of November), versus $71.73 billion from 155 deals in the same 
period last year (LCD). 

Demand has been strong for the asset class in an environment of 
positive credit migration and reduced appetite for duration. We 
expect this scenario to persist in 2018, with a possible increase in 
M&A transactions. 

Re-pricing in 2017 has lowered the margin materially and we would 
expect this to stabilise at current levels. On the other hand, the 
predictable rise in US Libor should ensure solid investor demand 
with expected returns for 2018 to be in the range of 4.5% - 5% in US 
dollar terms. 

Fig. 6 – US High Yield and Loan Issuance

Source: LCD, an offering of S7P Global Market Intelligence. Credit Suisse 
Leverage Loan Index (CS LLI) Data as of November 30th, 2017.
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Fig. 7 – European High Yield and Loan Issuance

European loans are expected to perform well in 2018, with 
strong investor demand and growth in CLO issuance 
continuing after €9.4bn was issued in 2017. Although the 
ECB is not expected to raise rates in 2018, the loans floor at 
0% should offer a solid return in the range of 3.0% - 3.5% in 
euro terms.

Emerging Markets 

Emerging economies are benefiting from a stronger 
developed economic cycle and a solid domestic demand 
outlook for 2018. Meanwhile commodity prices are 
stabilizing the external accounts of producers that were hit 
by the 2015 energy crisis. A recovery in employment should 
also prove beneficial. 

The risks of accelerated tightening from the Fed has largely 
declined since December’s FOMC meeting. Consequently, 
the gentle rise in yields and stabilisation of the US dollar we 
expect for 2018 are not seen as significant for EM. 

As corporate leverage is now well stabilised and 
international investors are increasing their exposure to EM 
debt, we expect the asset class should continue to do well 
in 2018.

Key Takeaways: 
• Regional disparities favour European investment grade 

over US
• Default rate expected to remain low in high yield
• Expect continued solid performance from EM corporate 

credit and loans

Conclusion

Looking ahead, we believe 2018 offers credit investors 
another relatively solid year in performance terms, 
although not at the levels seen in 2017.

The underlying growth backdrop appears sound with 
synchronised growth across developed and emerging 
markets, which should prove supportive for the asset class. 

However, the likelihood of full employment being reached 
should result in a move higher in inflation expectations 
which has not yet been priced into markets. 

Tail risks are diminishing, such as in China, which has 
continued to surprise to the upside in 2017. While there are 
concerns surrounding the property market and large debt 
ratio, Xi Jinping’s leadership has profoundly changed 
China’s long-term objectives and altered the focus towards 
the quality not quantity of growth.  

The investment environment is likely to be dominated by a 
number of trends which should lead to a gradual 
decorrelation in fixed income performance by rating and by 
region. 

In the US, a solid growth trajectory should lead to a robust 
environment for high yield credit with strong technicals and 
fundamentals offsetting tighter valuations. 

In Europe, high yield also appears attractive against a 
backdrop of solid growth and a supportive technical 
environment from an accommodative central bank. 
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Positioning in Multi-Asset Credit Portfolios 

• Maintain a preference for carry via an overweight stance to 
high yield

• Mitigate duration by overweighting loans where possible
• Overweight EM where possible with a focus on short-

duration instruments

For investors concerned about duration, loans and emerging 
market corporate credit can provide an attractive 
alternative. 

If the rise in US yields remains gradual, and provided the US 
dollar does not rally too strongly, emerging market (EM) 
hard currency corporates should offer a resilient premium 
to US assets. EM corporates should also continue to capture 
a significant part of international capital flows as 
international portfolios increase their exposure. 

Despite risks of higher hedging costs pervading some areas 
of the market, and the potential for higher inflation, 
overall we believe the investment outlook for credit 
remains healthy. 

Asset Allocation Preferences Over 3-6 Months

Source: Muzinich & Co. US HY – US high yield, EU HY (European high 
yield), US IG (US investment grade) EU IG (European investment 
grade), EM – emerging market corporate debt (high yield and 
investment grade), Loans (US and Europe).
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