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PERSPECTIVES

With price declines of corporate bonds in the headlines, we assess some of 
the risks that have sparked concern from investment grade (IG) investors. High 
corporate leverage, downward ratings migration and various macroeconomic 
trends are three of the main factors that have pushed high grade spreads wider.

HIGH CORPORATE LEVERAGE

IG leverage has risen largely because corporate management teams have taken 
advantage of low rates to perform aggressive mergers and acquisitions (M&A). 
What’s different in this cycle is the large scale of the M&A deals. IG companies 
that issued debt to fund M&A in the last year saw total debt grow 44 percent, 
versus less than 1 percent for all other companies.1

Strong operating earnings, tax cuts, loose monetary policy from global central 
banks and steady growth in the U.S. economy have supported cash flows and 
allowed companies to comfortably service higher levels of debt. However, some 
chinks in the corporate armor, including rising financing costs and slowing 
global growth, may challenge some companies’ ability to avoid ratings risk or 
delever going forward.

While 3Q18 real GDP growth remained strong at 3.5 percent, it eased from 4.2 
percent in 2Q18.2 Tariff/trade conflicts, the transition from quantitative easing to 
quantitative tightening, geopolitical risks, or other macro issues could curb U.S. 
growth in the near term.

Current gross leverage of 2.4 times is already near a record high3 but, if the U.S. 
economy stagnates, leverage could go even higher. Gross leverage is lowest 
among AA-rated credits (1.1 times), followed by A-rated credits (2.3 times) and 
BBB-rated credits (3.4 times).4 History shows that leverage problems tend to 
be exacerbated during economic downturns (Figure 1). Figure 2 shows that if 
EBITDA were to drop in a fashion similar to the average earnings decline in prior 
recessions and slowdowns since 1989, IG leverage could break records, although 
active deleveraging (e.g. asset sales, dividend cuts, etc.) would be expected to 
partially offset the increase.
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KEY TAKEAWAYS 

• High corporate leverage is worthy 
of concern, but much of the risk 
is idiosyncratic and prudent credit 
selection will allow investors 
to continue to capitalize on 
opportunities in the space. 

• While ratings could continue to 
migrate downward, only a limited 
proportion of investment grade credits 
are under review for downgrade from 
the ratings agencies, and some upward 
migration could occur as well. Ratings 
risks should be carefully monitored in 
both BBBs and single-As. 

• The tumble in oil prices, the concern 
over tariff/trade negotiations, the 
rising labor and input costs, and the 
California wildfires have contributed 
to spread volatility in recent months. 

• However, in a ray of good news for the 
corporate sector, we may be turning 
the corner on the credit cycle, as 
equity performance is becoming more 
linked to balance sheet strength.
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FIGURE 1: HISTORICALLY, LEVERAGE HAS PEAKED DURING RECESSIONS

FIGURE 2: A RECESSION COULD PUSH IG LEVERAGE BEYOND HISTORICAL PEAKS

While the overall higher leverage could drive more concern from investors 
and Fed policymakers, it’s important to look beneath the surface at distinct 
issuers. The growth in leverage is largely due to more individual issuers seeing 
debt swell to reach at the highest “tails” of debt in the IG space. Specifically, 
the proportion of issuers with leverage greater than 4 times has more than 
doubled since 2011 (Figure 3).5 This has occurred primarily because of jumbo 
M&A deals that have caused leverage to increase sharply in some of the 
largest IG credits. In A Closer Examination of Passive Fixed Income Investing, 
we explained that the corporate bond weightings of fixed income indices are 
based on the market value of a company’s outstanding public debt. Therefore, 
as certain companies have taken on heavy debt loads to back M&A they 
have garnered a greater share of the Bloomberg Barclays U.S. Corporate 
Investment Grade Index (the Index).

Corporate Debt as Percent of GDP          Recession Indicator
Sources: Federal Reserve Bank of St. Louis, data through July, 2018. National Bureau of Economic Research-based Recession 
Indicators for the United States from the Peak through the Trough.  Debt is the amount outstanding of total debt securities in 

non-financial corporations sector, all maturities, residence of issuer in the U.S., not seasonally adjusted. GDP is SAAR. 
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Figure 1: Historically, Leverage Has Peaked During Recessions
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Industrials Debt to EBITDA                 Industrials Debt to EBITDA (With Active Deleveraging)
Source: Breckinridge Capital Advisors, Morgan Stanley, as of November 5, 2018. 

Illustration assumes a recession or economic slowdown in 2019 and 2020. Estimate of future Debt-to-EBITDA increase is based on 
static debt, and the average earnings decline of 23 percent during economic recessions and slowdowns from 1989 to present for 

companies in the S&P 500. The decline has been spread over two years in this scenario.
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Figure 2: A Recession Could Push IG Leverage Beyond Historical Peaks
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https://www.breckinridge.com/insights/details/a-closer-examination-of-passive-fixed-income-indexing/
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FIGURE 3: MORE THAN 20% OF THE IG MARKET IS OVER 4X LEVERED 

For example, leverage at CVS Health (Baa2(NEG)/BBB(STA)) will increase from 
about 3.3 times to about 4.5 times following its acquisition of Aetna Inc.6 CVS now 
makes up 1.15 percent of the Index, versus 0.16 percent at the start of 2007.7

United Technologies’ (Baa1(STA)/BBB+(NEG)) leverage increased from 2.1x to 3.5x 
following its acquisition of Rockwell Collins. That company is now one of the top 20 
holdings in the Index (at 0.58 percent), versus 0.40 percent at the start of 2007.8

General Electric Co. (Baa1(STA)/BBB+(STA)) and AT&T Inc. (Baa2 (STA)/
BBB(STA)) have been two of the top holdings in the Index for many years.9 
Leverage rose from about 2 times to over 4 times at GE, and from 2.5 times to 
3.5 times at AT&T over the past year mainly due to acquisitions.

Beyond credit risk, large debt-financed M&A can have important second-order 
effects on pricing for the acquirer and target. When a new jumbo (+$10 billion) 
bond deal comes to market in a sector, the trading volume (turnover) for other 
bonds in that sector falls by 8 percent in the year following the deal.10 That’s 
because the newly issued debt is more liquid, and investors typically use more-
liquid names to express their views on the sector and the market. This can be 
beneficial in times when IG credit sentiment is positive; for example, the most-
liquid bonds led the IG rally in July.11 However, it could also mean that more-
liquid names could be more challenged when market sentiment starts turning 
down. Barclays noted that in the first half of 2018, the high liquidity of the 
Finance sector likely contributed to a lag in the sector versus the overall Index.12 
Credit stress in a large-cap index issuer may turn the virtue of liquidity into a 
vice as creditors seek to hedge exposure to a highly indebted company. This 
further illustrates that thorough, bottom-up, active management is a prudent 
step in managing price and ratings risk in IG corporates.

DOWNWARD RATINGS MIGRATION

The proportion of BBB names in the Index has risen to just under 50 percent, 
versus 35 percent at the start of 2007. We think ratings will continue to migrate 
down, but that the magnitude of the downgrades should be manageable for IG 

2Q11                 2Q18
Source: Morgan Stanley, as of September 7, 2018. 
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investors. Using the $6.4 trillion Bank of America Merrill Lynch IG Corporate 
Bond Index as a market proxy, about 85 percent of the issuers have a stable 
outlook, per Moody’s.13 In addition, Figure 4 shows that potential upgrades and 
downgrades are relatively balanced and a majority of the possible ratings activity 
is expected among speculative grade issuers. As weighted by face value, only 
8 percent of IG corporate issuers have a negative outlook, while 7 percent have 
a positive outlook. While outlooks don’t always drive rating changes, they are 
indicative of trend and likely magnitude.

FIGURE 4: S&P POTENTIAL UPGRADES AND DOWNGRADES ARE RELATIVELY 
BALANCED

The IG rating category with the most issuers with a negative outlook is the 
BBB- sector (13 percent of total BBB- issuers are on negative outlook). This is 
not surprising given the high growth in BBB- debt issuance during this cycle. It 
could indicate that fallen angels may increase during the next recession.

However, we note that as BBB- credits drop into high yield, despite a near-term 
performance hit, this drop could be positive for the IG Index over time as the 
most over-leveraged and poorly managed companies move to speculative grade. 
In addition, the Banking sector remains concentrated in BBBs. Given banks’ 
efforts to improve capitalization, there could be upgrades from BBB to single-A 
in the Banking sector.

Also, we think that investors should closely watch for ratings stress in single-A 
bonds. In fact, two of the three worst credit performers year-to-date are credits 
that have fallen from single-A to triple-B (Pacific Gas & Electric and GE).14

While aggressive M&A has driven the downgrades, corporates have typically 
stated a goal to maintain IG ratings despite the transaction. For example, CVS 
said that its leverage would decrease to roughly 3.6 times within two years of 
its acquisition.15 However, Barclays noted that single-A bonds tend to pay down 
their acquisition debt more slowly than their BBB-rated peers (Figure 5).

Potential Upgrades                 Potential Downgrades
Source: S&P Global Fixed Income Research, as of July 2018. 

Note: Potential upgrades and potential downgrades are issuers rated 'AA+' to 'B-' by S&P Global Ratings with either 
positive or negative outlooks or ratings on CreditWatch with positive or negative implications.

BB and LowerAAA

Figure 4: S&P Potential Upgrades and Downgrades Are Relatively Balanced
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FIGURE 5: HISTORICALLY, SINGLE-A BONDS HAVE KEPT LEVERAGE ELEVATED 
FOLLOWING ACQUISITIONS

For investors, the key is to distinguish which names have strong free cash flows 
that can meet the debt reduction schedules required to maintain their IG ratings.

MACROECONOMIC TRENDS

Several macroeconomic trends have also caused spreads to widen. Oil prices 
have fallen more than 30 percent quarter-to-date,16 and the oil price rout has led 
to underperformance in Energy spreads month-to-date.17 In addition, California 
wildfires have negatively impacted Utility bonds.18

Also, across sectors, rising costs have weighed on sentiment. Increasing labor 
costs and input costs were a main theme of 3Q18 earnings and outlooks (Figure 
6). While earnings have remained strong, profit margins fell 20 basis points (bps) 
in 2Q18 after peaking in 1Q18.19 Higher costs could further squeeze margins 
down the road. Rising tariffs and barriers to trade are a go-forward risk to 
corporate profit growth.

FIGURE 6: INFLATION, LABOR COSTS HAVE TICKED HIGHER

A             BBB
Source: "M&A Deleveraging Stuck in the Slow Lane," Barclays, as of August 3, 2018. 

The Barclays sample is for M&A transactions involving non-financial investment grade companies between 
2002 and 2016, among other restrictions. 
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Figure 5: Historically, Single-A Bonds Have Kept Leverage 
Elevated Following Acquisitions
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THE BEGINNING OF A DELEVERAGING?

The credit cycle is driven primarily by debt growth relative to growth in cash 
flows and is typically coincident with the broader economic cycle. For the 
past several years, we have been moving through a declining credit phase 
characterized by rising debt leverage, record M&A activity, high share 
buybacks and dividends, and credit downgrades. The credit cycle has been 
prolonged by loose monetary policies from global central banks. As leverage 
has increased and shareholder enhancements and profits have risen, equity 
market valuations have ballooned.

However, from 2016 to 2017, the one-year stock performance of equity-funded 
M&A deals has outpaced that of debt-funded transactions.20 And, IG companies 
that have been involved in debt-financed M&A are giving more focus to halting 
share buybacks, flatlining dividends and utilizing free cash flow for debt 
reduction until stated leverage targets and credit rating goals are achieved. In 
3Q18, dividends and share repurchases leveled off after growing through 2017. 
S&P 500 dividend cash distributions are forecast to rise 6.9 percent year-over-
year in 3Q18, after rising 11 percent year-over-year in 2Q18.21

The Energy sector is a good illustration of how bond prices can be impacted by 
a shift in management posture. After oil prices plummeted between mid-2014 
and early 2016, the Energy sector focused on bondholder-friendly goals such as 
reducing debt and shoring up liquidity through such efforts as halting dividends 
and issuing equity. Gross leverage in the sector peaked in 4Q16 at 4.7 times but 
has since fallen to 2.8 times as of 2Q18, per JP Morgan. The Energy sector has 
outperformed the Index since the end of 2016.22

Now, we are starting to see a nascent deleveraging focus take hold in other 
industrial sectors.23 This is partly because the large scale of recent M&A 
transactions has pushed ratings agencies to require the acquirers to commit 
to debt reduction or sell assets to maintain IG ratings and/or avoid a ratings 
downgrade. We continue to emphasize bottom-up research that includes an in-
depth look at whether management teams prioritize short-term growth more 
than long-term, sustainable performance (see The Short-Termism Debate 
Heats Up).

CONCLUSION

Overall, we think today’s credit environment still offers opportunities in IG 
corporates for long-term investors. While price and ratings risk has ticked 
higher and thoughtful credit selection has increased in importance, default 
risk for IG corporates remains near zero. On average, it takes 28 years for an 
IG credit to default, and no IG defaults have occurred in the past six years.24 To 
manage volatility, deleveraging plans from large acquirers should be heavily 
scrutinized, and companies and sectors should be analyzed independent of the 
ratings agencies to determine which ones can best ride out any uncertainties 
in macro trends.

https://www.breckinridge.com/insights/details/the-short-termism-debate-heats-up/
https://www.breckinridge.com/insights/details/the-short-termism-debate-heats-up/
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DISCLAIMER: This material has been prepared for our clients and other interested parties and contains the opinions of Breckinridge Capital Advisors, Inc. Information and 
opinions are current as of the date(s) indicated and are subject to change without notice. Any specific securities or portfolio characteristics are for illustrative purposes 
and example only. They may not reflect historical, current or future investments in any client portfolio. Nothing in this document should be construed or relied upon as tax, 
legal or financial advice. All investments involve risk – including loss of principal. An investor should consult with an investment professional before making any investment 
decisions. Breckinridge can make no assurances, warranties or representations that any strategies described will meet their investment objectives or incur any profits.This 
document may include projections or other forward-looking statements, which are based on Breckinridge’s research, analysis, and assumptions. There can be no assurances 
that such projections will occur and the actual results may differ materially. Other events that were not taken into account in formulating such projections may occur and may 
significantly affect the returns or performance of any account. Past performance is not indicative of future results. This document includes information from companies not 
affiliated with Breckinridge (“third party content”). Breckinridge reasonably believes the third party content is reliable but cannot guarantee its accuracy or completeness.
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