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Can European credit weather the US HY storm?

European and US credit fundamentals are diverging

Historically, European and US credit have been highly correlated both in terms of
spread movements and total returns. However, several indicators show an improvement
in conditions in Europe relative to the US. Firstly, the ECB credit lending survey shows
steady and easy lending conditions whereas on the basis of non-financial indicators we
expect the SLO survey in the US to show lending standards growing more restrictive.
Secondly, the credit quality of European HY has much less B and CCC exposure than
US HY. Thirdly, European credit is seeing more rating upgrades than downgrades since
the middle of last year while the US is seeing the opposite. And finally, total returns are
starting to show beta falling between European IG and HY and US HY suggesting a de-
coupling is already underway.

Flows and foreign demand

There is a stark contrast between US and European flows in credit. US HY outflows over
the last two years have erased all inflows post-crisis. EUR HY inflows have stalled as
volatility has resurfaced, but has not switched to outflows. Breaking down the source
of flows geographically, non-US demand for US HY has crumbled along with the price
of oil, and is now focussed only on high grade credit. In contrast European HY has
benefitted from both robust domestic and foreign demand.

Figure 1: Divergence in default rates. Trailing 12-Month Issuer-Weighted
Speculative Grade Default Rate in Europe and the US.
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The effect of the fall in oil prices last year caused a selloff in the US HY market
which has a large sectoral exposure in energy. However other macroeconomic
factors, such as the strength of the US dollar, and slower and less commodity
intensive growth in China have caused a more widespread problem in the lower
quality segments of US High Yield (see "Non-Bank Liquidity Chilled by Macro
Shocks", link). European credit spreads seldom escape unscathed if there is a
widening in the US market, and this time has not been different (Figure 2). Put
another way, in the 146 months since 2003 US |G has had a negative total return
just 34% of the time, but in those months European credit had a negative total
return 78% of the time.

Figure 2: US investment grade (NBBITR Index) and European iBoxx corporate
(QWH5A Index) year-on-year returns in local currency.
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If we drill into the correlation of European credit spreads in IG and HY to US HY
overall credit spread, it is clear that during the end of last year the correlation of all
IG sectors to US HY spiked as European credit sold off in tandem (Figure 2). Since
then all sectors, except Materials and to a lesser extent Industrials have de-
correlated (Figure 4).

Figure 3: European IG sector correlation to US HY OAS Figure 4: European IG sector correlation to US HY OAS
spread over 90 day period ending Sept 17, 2015. spread over the last 90 days.
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High yield tells a similar story with a twist. While all sectors sold off with US HY,
the European Utilities and Subordinated Financials sectors were affected much less
(Figure 5). Also in HY more sectors remain correlated with US HY, the obvious ones
being Energy and Materials but also Communications.

Figure 6: European HY sector correlation to US HY OAS
spread over the last 90 days.

Figure 5: European HY sector correlation to US HY OAS
spread over 90 day period ending Sept 17, 2015.
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Fundamental divergence

Given these high correlations it is easy to forget that many of the drivers of the US
credit selloff are not shared, or are shared to a much lesser degree, by the
European credit market. For example the exposure of the European credit indices
to Energy is relatively small (5.7% for iBoxx IG, 8.3% for iBoxx Euro HY crossover)
vs ¢16% for US HY (par weighted 12.6% Energy and 3.2% Metals & Mining) and
c13% for US IG (par weighted 10.7% for Energy and 1.8% Metals & Mining).
While dollar strength has been eroding the top line of US income statements the
trade weighted euro has been weak and has boosted income for exporters.
Furthermore overall credit quality in European HY is better than US HY: comparing
ratings we see that US HY contains three times the amount of CCC, and one and a
half times the amount of BB (Figure 7). Finally, policy remains accommodative in
Europe while the Fed has begun its tightening cycle.

Figure 7: Comparison of US and European IG and HY (data as of Jan 11t).

UsIG EUIG US HY EU HY
Duration 6.9 49 4.5 34
Spread 171 161 763 548
Yield (carry) 3.55% 1.79% 8.77% 5.46%
Rating Weight in index
AAA 1.6% 0.5%
AA 12.6% 12.7%
A 36.8% 42.9%
BBB 49.0% 43.9%
BB 51.6% 72.0%
B 37.6% 24.8%
ccC 10.7% 3.0%

Source: Yieldbook, Markit iBoxx indices, UBS
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In building our models for US credit spreads we found that the principal leading
indicator was the C& component of the Senior Loan Officers survey (SLDETGTS
Index, see Figure 7). For Europe a comparable measure based on the ECB lending
survey, which is the average of enterprise credit standards and expectation for
enterprise credit standards, is also strongly linked to credit spreads in Europe
(Figure 9) and at the moment clearly indicates easy and stable credit conditions. For
the US however we have found that non-financial credit indicators suggest that
credit conditions will tighten further (see "Credit Cycle Turning? Non-Bank
Liquidity Hits Multi-Year Lows", Caprio and Mish, October 7t 2015). The proxy we
use for non-financial lending is based on B-rated and lower bond market issuance
as a percentage of AUM and trade credit standards (financing of inventories and
receivables).

Figure 8: US CDX HY spread vs SLO survey tightening C&I

Easy credit standards in Europe,
tightening in the US

Figure 9: European IG cash spread vs ECB bank lending
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If we want to get a handle on relative improvement in credit fundamentals
between the US and Europe then we can compare the relative number of credit
upgrades and downgrades over time by region. Ratings drift, which is the number
of upgrades minus downgrades divided by the number of rated issuers, is shown in
Figure 10. During the sovereign crisis Europe clearly suffered a spill-over effect of
sovereign credit risk but this reversed sharply in mid-2013. Since the middle of last
year the ratings drift has been positive in Europe whereas the US started to get
downward drift at the same time.

! Average of Enterprise credit standards and Enterprise credit standards expectations from
the European Central Bank Lending Survey.
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Source: Datastream, Bloomberg, UBS

Europe ratings drifting upwards,
US drifting downwards
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Figure 10: Issuer rating drift for US vs. Europe (number of upgrades minus
downgrades over rated issuers over 12m period).
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Another comparison that is useful for exploring the link between US and European
credit is realized and forecast default rates. For speculative grade credit the past
two cycles have been tightly coupled with one another (Figure 11). We also show
Moody's central case forecast for speculative default rates until the end of 2016
and this is where the two regions diverge sharply. We forecast that US default rate
is forecast to reach 4%-5% by the end of this year whereas European default rates
are forecast to reach 2.9% by Moody's.

Moody's forecasts a divergence in
HY default rates

Figure 11: Trailing 12-Month Issuer-Weighted Speculative Grade Default Rate in Europe and the US.
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If it is true that fundamentals are diverging then we might expect to see this
reflected in market pricing. While the correlation of total returns? between
European IG and HY to US HY are high (between 65% and 70%) and show little
signs of falling, this is not true of beta. This has been steadily falling, even during

2 US HY (NBBHTR Index), Europe 1G (QW5A Index), Europe HY (EHYTCQRQ Index)

Beta of European credit to US HY

credit is falling
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the large selloffs in US HY in Q4 last year. For European IG beta is close to zero
and for HY it is now below 40%. This suggests that there are at least some signs
that a de-coupling is starting to take place between the US and European credit
markets.

Figure 12: Rolling 90 day correlation between US HY and Figure 13: Rolling 90 day beta of European IG and HY to

European IG and HY (daily total returns). US HY (daily total returns).
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Flows

Flows are another area where the divergence between US & European credit is
quite real and under-appreciated. The general story of US HY retail outflows is
well-documented. However, are institutional US HY flows also receding? And are
European funds seeing outflows of similar magnitude? We address the problem by
looking at data on both retail flows (similar to Lipper/Morningstar for US/Europe,
respectively) and institutional flows (managed via third-party mutual funds and
separate accounts).

Figure 14 below shows cumulative flows into US & European credit since Jan 2009.
The US-European divergence is stark. US HY outflows over the past 2 years have
completely erased all of the inflows post-crisis. Since March 2014, US HY has
experienced $80bn of outflows vs. $9.6bn of inflows into EUR HY. To be clear,
inflows into EUR HY have stalled as volatility has resurfaced, but they have not
systematically moved to outflows.
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Figure 14: Cumulative Flows* into HY credit
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Source: UBS, eVestment, *Flows include both institutional and retail accounts

The slump in US HY is being aggravated by both domestic and foreign demand.
The figures below look at flow per investor domicile (though only through Q3’15
due to data reporting lags). US investors have fled US HY, to the point where we
estimate cumulative outflows may be -$60bn since January 2009.

Foreign demand for US HY had been stronger, but has been cracking ever since oil
started falling (cumulative flows have been halved since March 2014). For
comparison, one can see foreign-domiciled flows into US high-grade corporates
have been robust (Figure 15). The foreign bid for US credit is an investment grade
story only. European HY on the other hand is benefitting from the presence of
both healthy domestic and foreign demand that has been more resilient during the
latest selloff (Figure 16).

Figure 15: Cumulative Flows* into US credit by domicile Figure 16: Cumulative Flows* into EUR credit by domicile
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Conclusion

As we have described above several fundamental drivers of credit are moving in
favour of European credit over US credit. But history shows that if oil stays at
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$31/bbl or lower and if the US continues to widen, then it is unlikely Europe will
not follow suit. So it pays to look at what is priced in. Looking at cash spreads in 1G
and HY since the October selloff it is surprising how well European spreads have
held their ground in HY. HY European spreads are only now widening to their
October peak whereas US HY spread crashed through its peak in mid-December
(Figure 17). For IG it is not so clear that the improvement in fundamentals is priced
in (Figure 18). Both Europe and US IG peaked at around 180bp. Recently the US
has almost reached its October peak and Europe is now widening rapidly in line
with the US and so there is less evidence of decoupling that we would expect
given our analysis. So in European HY we think the improvement in fundamentals
is priced but for IG less so, and there will therefore be room for European IG to
outperform US IG as a result.

Figure 17: European and US HY cash spreads.

Figure 18: European and US IG cash spreads.
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UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this document must be effected through UBS Securities LLC or UBS Financial
Services Inc., and not through a non-US affiliate. UBS Securities LLC is not acting as a municipal advisor to any municipal entity or obligated person within the meaning
of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule"), and the opinions or views contained herein are not intended to be, and do not constitute,
advice within the meaning of the Municipal Advisor Rule. Canada: Distributed by UBS Securities Canada Inc., a registered investment dealer in Canada and a Member-
Canadian Investor Protection Fund, or by another affiliate of UBS AG that is registered to conduct business in Canada or is otherwise exempt from registration. Brazil:
Except as otherwise specified herein, this material is prepared by UBS Brasil CCTVM S.A. to persons who are eligible investors residing in Brazil, which are considered to
be: (i) financial institutions, (ii) insurance firms and investment capital companies, (iii) supplementary pension entities, (iv) entities that hold financial investments higher
than R$300,000.00 and that confirm the status of qualified investors in written, (v) investment funds, (vi) securities portfolio managers and securities consultants duly
authorized by Comissao de Valores Mobiliarios (CVM), regarding their own investments, and (vii) social security systems created by the Federal Government, States, and
Municipalities. Hong Kong: Distributed by UBS Securities Asia Limited and/or UBS AG, Hong Kong Branch. Singapore: Distributed by UBS Securities Pte. Ltd. [MCI
(P) 018/09/2015 and Co. Reg. No.: 198500648C] or UBS AG, Singapore Branch. Please contact UBS Securities Pte. Ltd., an exempt financial adviser under the Singapore
Financial Advisers Act (Cap. 110); or UBS AG, Singapore Branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank
licensed under the Singapore Banking Act (Cap. 19) regulated by the Monetary Authority of Singapore, in respect of any matters arising from, or in connection with, the
analysis or document. The recipients of this document represent and warrant that they are accredited and institutional investors as defined in the Securities and Futures
Act (Cap. 289). Japan: Distributed by UBS Securities Japan Co., Ltd. to professional investors (except as otherwise permitted). Where this document has been prepared
by UBS Securities Japan Co., Ltd., UBS Securities Japan Co., Ltd. is the author, publisher and distributor of the document. Distributed by UBS AG, Tokyo Branch to
Professional Investors (except as otherwise permitted) in relation to foreign exchange and other banking businesses when relevant. ~ Australia: Clients of UBS AG:
Distributed by UBS AG (Holder of Australian Financial Services License No. 231087). Clients of UBS Securities Australia Ltd: Distributed by UBS Securities Australia Ltd
(Holder of Australian Financial Services License No. 231098). Clients of UBS Wealth Management Australia Ltd: Distributed by UBS Wealth Management Australia Ltd
(Holder of Australian Financial Services Licence No. 231127). This Document contains general information and/or general advice only and does not constitute personal
financial product advice. As such, the Information in this document has been prepared without taking into account any investor's objectives, financial situation or needs,
and investors should, before acting on the Information, consider the appropriateness of the Information, having regard to their objectives, financial situation and needs.
If the Information contained in this document relates to the acquisition, or potential acquisition of a particular financial product by a ‘Retail’ client as defined by section
761G of the Corporations Act 2001 where a Product Disclosure Statement would be required, the retail client should obtain and consider the Product Disclosure
Statement relating to the product before making any decision about whether to acquire the product. The UBS Securities Australia Limited Financial Services Guide is
available at: www.ubs.com/ecs-research-fsg. New Zealand: Distributed by UBS New Zealand Ltd. The information and recommendations in this publication are
provided for general information purposes only. To the extent that any such information or recommendations constitute financial advice, they do not take into account
any person’s particular financial situation or goals. We recommend that recipients seek advice specific to their circumstances from their financial advisor. Korea:
Distributed in Korea by UBS Securities Pte. Ltd., Seoul Branch. This document may have been edited or contributed to from time to time by affiliates of UBS Securities
Pte. Ltd., Seoul Branch. Malaysia: This material is authorized to be distributed in Malaysia by UBS Securities Malaysia Sdn. Bhd (Capital Markets Services License No.:
CMSL/A0063/2007). This material is intended for professional/institutional clients only and not for distribution to any retail clients. India: Prepared by UBS Securities
India Private Ltd. (Corporate Identity Number U67120MH1996PTC097299) 2/F, 2 North Avenue, Maker Maxity, Bandra Kurla Complex, Bandra (East), Mumbai (India)
400051. Phone: +912261556000. It provides brokerage services bearing SEBI Registration Numbers: NSE (Capital Market Segment): INB230951431, NSE (F&O Segment)
INF230951431, NSE (Currency Derivatives Segment) INE230951431, BSE (Capital Market Segment) INBO10951437; merchant banking services bearing SEBI Registration
Number: INM000010809 and Research Analyst services bearing SEBI Registration Number: INHO00001204. UBS AG, its affiliates or subsidiaries may have debt holdings
or positions in the subject Indian company/companies. Within the past 12 months, UBS AG, its affiliates or subsidiaries may have received compensation for non-
investment banking securities-related services and/or non-securities services from the subject Indian company/companies. The subject company/companies may have
been a client/clients of UBS AG, its affiliates or subsidiaries during the 12 months preceding the date of distribution of the research report with respect to investment
banking and/or non-investment banking securities-related services and/or non-securities services. With regard to information on associates, please refer to the Annual
Report at: http://www.ubs.com/global/en/about_ubs/investor_relations/annualreporting.html

The disclosures contained in research documents produced by UBS Limited shall be governed by and construed in accordance with English law.

UBS specifically prohibits the redistribution of this document in whole or in part without the written permission of UBS and UBS accepts no liability whatsoever for the
actions of third parties in this respect. Images may depict objects or elements that are protected by third party copyright, trademarks and other intellectual property
rights. © UBS 2016. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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