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Capturing the Credit Risk Premium
By Mark Jenkins and Jason M. Thomas
• Since 1998, credit spreads
on corporate loans and
bonds have exceeded default losses by roughly 3
percentage points per year,
on average.
• This excess return, or “credit risk premium,” on loans
and bonds varies to an
extent that cannot be explained by fundamentals.
Some periods offer better
investment opportunities
than others.
• Investors with a global platform and reliable funding
sources can scale exposure
to credit risk in ways that
could increase unlevered
returns on loans and bonds
and improve overall portfolio performance.

Is now a good time to invest? For years, academics believed this question could
not be answered definitively. According to the “efficient market” paradigm, asset
prices follow a “random walk,” exhibiting no persistent deviations from “fundamental value.” While such claims may have always seemed dubious to investment
practitioners, the weight of evidence accumulated over the past thirty years has
forced academics to change their tune as well. Today, no one really disputes that
expected returns vary through time across asset classes and market segments.1
The current debate centers on explaining why returns tend to be higher in some
periods rather than others, with risk perceptions, psychological biases, liquidity
conditions, and investor budget constraints all cited as explanations.
At its core, the variation in expected returns reflects changes in the price investors
get paid to bear risk. Shifts in the price of risk are especially apparent in credit
markets, where speculative grade interest rates vary far more than can explained
by “fundamentals.” This excess variation in interest rates allows investors to scale
their exposure to credit risk opportunistically and potentially earn higher returns
than could be achieved through fixed portfolio allocations to the asset class.

Credit Spreads and Credit Losses
The difference between the interest rate on a given loan or bond and the yield on
an equivalent “risk-free” security is generally referred to as the “credit spread.”
Credit spreads compensate investors for bearing the risk of default. Since 1998,
credit spreads have exceeded realized default losses by about 3 percentage points
per year, on average, with the gap somewhat larger for speculative grade loans
than for high yield bonds (Figure 1).2

Over this period, loans have provided a spread of 470 basis points over LIBOR,
on average, while bond yields have exceeded those of equivalent duration Treasury notes by 600 basis points. The lower
average interest rate on loans has been more than offset by lower default losses. Given their seniority in the capital structure, loans tend to recover nearly 30 percentage points more of face value than bonds in the event of default. (Historically,
recoveries on second lien loans tend to be close to those of bonds.)3
FIGURE 1
Credit Spreads and Credit Losses for Bonds (Left) and Loans (Right)4
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Cochrane, J. (2011), “Discount Rates,” Journal of Finance, Vol. 66, No. 4.
Carlyle Analysis of S&P LCD (loans) and BAML Global Index System (bonds) data. June 2017. There is also likely a liquidity risk premium embedded in these spreads.
S&P Global Loss Stats, LCD, June 2017.
Carlyle; S&P LCD (Loans) and BAML GIS Database (Bonds), June 2017.
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Origins of the Credit Risk Premium
While spreads tend to exceed credit losses by 3 percentage
points, on average, loss rates fluctuate significantly across
portfolios and holding periods. Credit investors naturally
demand some premium to compensate for this variability,
and the greater the uncertainty about potential default losses, the wider spreads tend to be. Moreover, since defaults
cluster in “bad times,” spreads must also provide a return
premium to account for the likelihood that most losses will
occur when the economy is weak, the prices of other assets
are depressed, and liquidity is most highly valued.5

benefit from hindsight; the credit risk premium can be observed in real-time.

Estimating the Credit Risk Premium in Historical Data
To measure the credit risk premium through time, we first
calculate an average credit spread across all outstanding
speculative grade bonds and loans for each month between
1998 and 2016.10 We then decompose this average spread
into three constituent parts: (1) an estimate for default
losses over the next twelve months based on credit and
funding liquidity data available at that point in time; (2)
“excess volatility,” or the uncertainty associated with the
default forecast derived from prior errors; and (3) the credit
risk premium, or the spread that remains after deducting
for expected losses and uncertainty (Figure 2). We calibrate
our estimate to default losses to match the average loss rate
and cyclicality of realized data. While the credit risk premium accounts for roughly half of spreads, on average, its
share changes significantly; at times, spreads barely cover
expected losses and provide little-to-no margin for forecast
error; in other periods, most of the spread is pure excess
return necessary to draw other capital into the market.

Institutional structures also tend to amplify the credit cycle.
Most loans and bonds are held by intermediaries—banks,
asset managers, special purpose vehicles, insurers, etc.—
that fund their positions in capital markets.6 The ability of
these intermediaries to buy loans and bonds, or extend
credit directly to borrowers, depends on their own capital
positions and the ease with which they can raise money.
When an unforeseen shock causes the market value of
existing loans or bonds to decline, credit investors suffer
mark-to-market losses that erode their capital positions. In
the case of open-end mutual funds or hedge funds, these
losses may also trigger redemptions that force fund managers to sell loans and bonds, which further depresses their
price.7 Commonality across credit investors’ portfolios can
create circumstances where the “natural buyers” of loans
and bonds tend to be forced sellers at the same time.8 In
these cases, credit conditions tighten and spreads have to
widen further to induce other pools of capital to step into
the market and provide liquidity.

FIGURE 2

Decomposition of Credit Spreads, 1998-201611
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As a result of these institutional frictions, credit spreads are
not always proportional to risk. In periods of macro, sectoral,
or issuer-specific stress, investors with “deep pockets,” or
a stable, closed-end source of funding, can earn excess
returns simply by meeting the liquidity demands of other
market participants.9 While the Global Financial Crisis was
the clearest manifestation of this phenomenon, the 2011
U.S. credit rating downgrade, 2010-2012 European debt
crisis, and 2014-16 oil price collapse all led to contractions
in credit availability and high excess returns for investors
willing—and, more importantly, able—to hold risky loans
and bonds.
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The credit risk premium averages 3% per year, but this average is inflated by the extremely large values observed in
certain months. As shown in Figure 3, the probability distribution of the credit risk premium is right-skewed with a fat
tail. The credit risk premium falls below 3% in roughly 60%
of months between 1998 and 2016, with 2.3% the most
frequently observed value. At the same time, risk premiums
in excess of 10% are observed 15x more frequently than one
would expect based on a normal distribution. This means
that credit investors have been able to lend at interest rates
in excess of 15% with a surprising degree of regularity over
the past 20 years given that overall loan rates averaged just
7% during this period.

As we demonstrate in the next section, opportunistic investments made in response to shifts in the credit risk premium
have substantially outperformed fixed allocations to credit
over the past 20 years. Dynamic capital deployment strategies have allowed investors to earn abnormally high returns
when the risk premium is particularly wide and avoid losses
when the typical loan or bond offers little compensation
for default risk. As explained below, these results do not
5 Chen, Collin-Dufresne, and Goldstein, (2008), “On the Relation Between the Credit Spread Puzzle and the Equity
Premium Puzzle,” Review of Financial Studies.
6 Brunnermeier, M. (2009), “Deciphering the Liquidity and Credit Crunch, 2007-2009,” Journal of Economic
Perspectives.
7 Brunnermeier and Pedersen (2008), “Market Liquidity and Funding Liquidity,” Review of Financial Studies.
8 Adrian, T. and Brunnermeier, M. (2016), “CoVaR,” American Economic Review.
9 Pastor, L. and Stambaugh, R. (2003), “Liquidity Risk and Expected Stock Returns,” Journal of Political Economy.
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Data for loans from S&P LCD; bonds data from BAML Global Index System, June 2017.
Carlyle Analysis, BAM GIS, S&P LCD

premiums draw marginal corporate borrowers into the
market, which increases default risk and depresses returns.

FIGURE 3

Empirical Probability Distribution of the Credit Risk
Premium12

Low risk premiums tends to be observed in booming credit
markets characterized by ample liquidity and “reach for
yield” behavior on the part of investors.15 In these markets,
investors are willing to fund marginal corporate credits at
modest incremental spreads, the credit quality of the typical
issuer declines, and the deterioration in credit quality leads
to higher defaults and lower future returns on loans and
bonds.16 Poor credit performance sensitizes investors to
risk, which causes credit spreads and the risk premium to
revert to healthier levels.

1.4%
1.2%

Density

1.0%
0.8%
0.6%
0.4%

Capturing the Premium through Opportunistic
Investments
To demonstrate how the credit risk premium can serve as
a state variable for loan origination and credit investment
decisions, we conduct an asset pricing test where a hypothetical investor decides whether or not to invest in a
value-weighted credit market portfolio each month based
on the credit risk premium (CRP) observed at that point in
time. As reported in Table 2, the credit risk premium has
proven to be a reliable predictor of future returns on loans
and bonds; the larger the credit risk premium used as a
threshold for the investment decision, the higher the subsequent NTM returns on loans and bonds have tended to
be. (These returns assume that the loans or bonds are held
for 12 months, with the decision to reinvest or sell made
on the basis of the CRP observed at the end of the initial
holding period).
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Table 1 sorts the credit risk premium into quintiles and reports the average next twelve months (NTM) excess returns
(measured relative to the return on the equivalent duration
Treasury security). The average (unlevered) excess return on
speculative grade loans and bonds increases proportionally
with the credit risk premium, from -3.8% in the bottom
quintile to 13.8% in the top. The predictability of the future
returns reflects the risk premium’s strong mean reversion
property: high expected returns draw capital to the credit
market, which causes spreads to tighten and raises the
market value of the loan or bonds. Similarly, low credit risk

TABLE 1
Credit Risk Premium Sorted by Quintile and the Next1312 Months’ Excess Returns13
Quintile

Credit Risk
Premium

Average NTM BB
Return

Average NTM B
Return

Average NTM
CCC Return

Average NTM
Market Return

Bottom

1.41

-0.94

-4.84

-8.15

-3.75

Second

2.20

2.12

1.15

2.74

1.66

Middle

2.99

3.21

2.23

0.90

2.41

Fourth

4.11

2.89

2.53

4.79

3.24

Top

19.27

10.29

11.08

27.68

13.79

TABLE 2

Credit Risk Premium and Average NTM Credit Market
Marke14Returns, 1998-June 201714
Overall

CRP> 3%
(Average)

CRP>3.6%
( 0.25 SD)

CRP>4.2%
(0.5 SD)

CRP>5.4%
(1 SD)

CRP>7.7%
(2 SD)

100.0%

37.8%

26.7%

18.0%

11.1%

4.1%

H Y Bo n d s

7.51

12.22

15.15

20.80

27.17

44.30

% Months Invested

Annual Average Returns
BB Credits

7.55

10.11

12.39

16.70

21.05

32.70

B Credits

6.47

10.54

12.83

17.38

22.88

37.10

CCC Credits

9.62

20.49

26.30

37.40

51.05

85.76

Loans

5.21

7.13

8.53

11.95

1 6.07

29.78

15 Becker. B. and Ivanshina, I. (2015), “Reaching for Yield in the Bond Market,” Journal of Finance.
16 Greenwood, R. and Hanson, S. (2013), “Issuer Quality and Corporate Bond Returns, Review of Financial
Studies.

12 Carlyle; BAML GIS Index System
13 Carlyle Analysis of BAML, GIS Database, June 2017.
14 Carlyle Analysis of BAML, GIS Database, June 2017.
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While high-yield bonds returned 7.5%, on average between
April 1998 and April 2017, a strategy that invested in bonds
only when the CRP exceeded 3% (its long-run average)
would have achieved an unlevered return of 12.2%. The
same strategy would have increased average (unlevered)
returns on loans from 5.2% to 7.1%. When investments
were made only when the risk premium exceeded 5.4% (one
standard deviation above the average), unlevered returns averaged 27.2% for bonds and 16.1% for loans. Interestingly,
spreads, or credit rating, do not predict returns, as B-rated
credits have tended to earn lower returns than BB-rated credits, on average (6.5% versus 7.6% over the entire period).

To measure opportunistic credit’s marginal contribution to
portfolio returns, one has to make assumptions about where
the money would be invested the remaining 63% of the time.
FIGURE 4
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One could argue that an investor earns higher returns deploying capital when the credit risk premium is high simply
because she is assuming more risk. However, as shown in
Table 3, this investment strategy earns higher risk-adjusted
returns as well. The Sharpe Ratio, or excess return per unit
of volatility, increases with the credit risk premium. Investments made when the credit risk premium exceeds 3%, have
earned 50% higher risk-adjusted returns, on average, and
the observed outperformance increases for both loans and
bonds when a larger CRP is used as the investment threshold. In short, the size of the credit risk premium, as estimated
based on data available in prior periods, has proven able to
reliably predict the best months in which to invest in loans
and bonds.

Apr-99

Months Where CRP Exceeds 3% (Shaded Areas)19

We assume that the opportunistic credit investments would
be funded through the sales of stocks, or the sale of a portfolio of stocks and high-grade sovereign bonds. The return
on these portfolios (between 6.3% and 7.8% per year) captures institutional investors’ opportunity cost of capital, or
the average returns that would be foregone by pursuing an
opportunistic credit strategy. Based on the assumption that
the investor would otherwise hold a 60/40 portfolio of stocks
and Treasury bonds, opportunistic credit allocations would
have increased portfolio returns by between 1% and 2.51%
per year since 1998 (Table 4). If one assumes that the opportunistic credit investments were funded by selling stocks,
the outperformance ranges between 0.41% and 1.34% per
year.

Conditioning credit market investments on the credit risk
premium increases returns when capital is deployed partly
by reducing the frequency with which investors are exposed
to the asset class. Investors who buy loans and bonds only
when the risk premium exceeds 3% would have invested
in just 37% of months between 1998 and 2016, and as
shown in Figure 4, these investments tend to cluster in time.
TABLE 3

17

Risk-Adjusted Returns, 1998-June 200717
Overall

CRP> 3%
(Average)

CRP>3.6%
( 0.25 SD)

CRP>4.2%
(0.5 SD)

CRP>5.4%
(1 SD)

CRP>7.7%
(2 SD)

Volatility (Loans)

9.41

14.08

15.48

16.53

18.50

18.57

Volatility (Bonds)

13.11

18.15

19.92

20.66

22.15

16.36

Treasury Return

4.04

3.05

3.46

3.26

2.41

1.05

Excess Return (Bonds)

3.46

9.17

11.69

17.55

24.76

43.25

Sharpe Ratio (Bonds)

0.26

0.51

0.59

0.85

1.12

2.64

LIBOR Average

2.27

1.32

0.88

0.73

0.78

0.69

Excess Return (Loans)

2.94

5.80

7.65

11.23

15.29

29.10

Sharpe Ratio (Loans)

0.31

0.41

0.49

0.68

0.83

1.57

TABLE 4
Credit’s Contribution to Total Portfolio Returns, 1998-June 201718
18

Overall

CRP> 3%
(Average)

CRP>3.6%
( 0.25 SD)

CRP>4.2%
(0.5 SD)

CRP>5.4%
(1 SD)

CRP>7.7%
(2 SD)

Bond Returns vs Russell 3000

-0.26

1.84

5.02

6.02

5.01

9.84

Portfolio Return (60/40)

6.28

8.78

8.79

8.49

7.89

7.31

Portfolio Return (Stocks)

7.76

8.46

9.11

8.85

8.32

8.17

17 Carlyle Analysis of BAML, GIS Database, June 2017.
18 Carlyle Analysis of BAML, GIS Database, June 2017.
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Carlyle; BAML GIS Index System

It is important to note that the results of this asset pricing
test assume that the hypothetical investor has the ability
to measure the credit risk premium in real-time and deploy capital swiftly in response. Efforts to replicate these
results in the real world would require a global platform
of investment professionals able to screen individual credits
and take advantage of opportunities as they arise. Investors without the requisite capabilities may prove unable to
assemble the portfolios necessary to scale exposure at the
critical moments.

Economic and market views and forecasts reflect our judgment as of the
date of this presentation and are subject to change without notice. In particular, forecasts are estimated, based on assumptions, and may change
materially as economic and market conditions change. The Carlyle Group
has no obligation to provide updates or changes to these forecasts.
Certain information contained herein has been obtained from sources
prepared by other parties, which in certain cases have not been updated
through the date hereof. While such information is believed to be reliable
for the purpose used herein, The Carlyle Group and its affiliates assume
no responsibility for the accuracy, completeness or fairness of such information.
References to particular portfolio companies are not intended as, and
should not be construed as, recommendations for any particular company, investment, or security. The investments described herein were not
made by a single investment fund or other product and do not represent
all of the investments purchased or sold by any fund or product.

Conclusion
Credit market data powerfully dispel efficient markets theory. Speculative grade interest rates vary to an extent that
cannot be explained by fundamentals. As a result, some
periods offer better investment opportunities than others. Investors with a global platform and reliable funding
sources can scale exposure to credit risk in ways that could
increase unlevered returns on loans and bonds and improve
overall portfolio performance.

This material should not be construed as an offer to sell or the solicitation
of an offer to buy any security in any jurisdiction where such an offer or
solicitation would be illegal. We are not soliciting any action based on
this material. It is for the general information of clients of The Carlyle
Group. It does not constitute a personal recommendation or take into
account the particular investment objectives, financial situations, or needs
of individual investors.
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