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Liquidity | Too Much Of A Good 
Thing?  

Decisions, imbalances, and behaviors: Excess liquidity brings 
all of these to bear on credit markets, which are now long on 
economic risk and short on visibility. This could increase 
credit risk in 2021.  

How will this shape 2021 
Excess liquidity will influence market conditions. The confluence of continuing 
monetary stimulus, a lower-for-even-longer interest rate environment, and 
elevated savings rates have been working to pump liquidity into the markets in a 
dynamic that is unlikely to abate fully in 2021. This will influence issuance and 
trading conditions in primary and secondary markets.   

Paint fixed-income investors into a corner. Credit markets, underpinned by low 
yields caused partly by excess liquidity, are forcing some investors to explore new 
asset classes, longer durations, or higher credit risk, if not all three. Investors will 
be navigating these conditions against the backdrop of a global recession. 

What we think and why 
The default cycle may be long and drawn out for corporates and the banks that 
lend to them. The percentage of companies rated 'CCC+' or lower in North America 
is more than 50% higher than at year-end 2019. However, we have seen fewer 
defaults to date than expected. The volume and sustained nature of liquidity and 
fiscal stimulus have come to the rescue (for now) for many vulnerable issuers. Once 
credit conditions tighten, they may find themselves weighed down by unsustainable 
debt loads and unable to weather the next downturn. In our base-case forecast, we 
expect the U.S. trailing 12-month speculative-grade corporate default rate to rise to 
9% by September 2021. 

Chart 10 

Risky Credits’ On the Rise in North America 
U.S. and Canada 'CCC' Rated Corporate Issuers 

 
Source: S&P Global Ratings:  

Is a contributory factor limiting our expectations for U.S. recoveries. Cov-lite term 
loans expanded from less than 10% of new institutional first-lien loan issuance in 
2010 to more than 80% in 2019 and remained dominant in 2020. Our research 
indicates that cov-lite loans have recovered 11% less on average (with a 34% lower 
median recovery) than loans with financial maintenance covenants. What’s more, 
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Faced with a prolonged 
recession, underwriting 
conditions should have 
tightened, but the evidence 
suggests that heightened 
liquidity and investor demand 
have allowed structural risks 
to persist 
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demand for leveraged loans has supported higher total and first-lien debt leverage 
(sometimes due to an increase in dividend recaps that in third-quarter 2020 rose to 
their highest level since 2018). Further, looser document protections in general 
increase potential event risks and could further depress recoveries. The cumulative 
impact of weakening debt structures and terms, partly enabled by excess liquidity, 
will continue to weigh on our recovery expectations in 2021. 

Increased sovereign exposure is unlikely to create new imbalances for European 
banks. Banks have invested a large portion of liquidity made available by central 
banks in sovereign bonds. According to the European Central Bank’s Financial 
Stability Review, the exposures of eurozone banks to domestic sovereign debt 
securities have risen by almost 19% in nominal amounts so far in 2020, which 
represents the largest increase since 2012, noting that it varies widely by country. 
However, we believe this buildup is only temporary, and we expect it to unwind as 
economies recover and savings retreat. While home sovereign bond purchases have 
been higher than usual, in our view they do not represent systemic risk. We also do 
not currently expect sovereign creditworthiness in the eurozone to deteriorate 
sharply--and certainly not like during the previous crisis. 

What could go wrong 
Losses from "yield-chasing" credit investments could spike. The search for yield 
continues. Asset reallocation may not necessarily increase credit risk, but the 
impact of deep-pocketed investors in new markets could compress yields further, 
setting off a chain reaction, forcing existing investors to look elsewhere. Following 
recent record issuance and significant yield contraction set against a harsh 
economic backdrop, the U.S. speculative-grade market could be one to watch in 
2021 for any early signs of increased investment losses.  

Chart 11 

Investors’ Increase Risk Allocation As U.S. Investment-Grade Corporate Real Bond 
Yields Turn Negative 

 
Source: S&P Global Ratings. Real yield equals nominal yield less inflation. 

Central banks may inadvertently diminish the role of the European structured 
finance market. Central banks' provision of cheap alternative funding schemes has 
reduced new issuance supply, while asset purchase programs have artificially 
boosted demand, creating a technical squeeze. Notably the ECB's securitization 
holdings amount to about one-third of annual issuance in the sector, while central 
bank purchases routinely account for 25% of investor allocations of new covered 
bond issuance. The longer central bank dominance continues, the greater the risk 
that issuers and investors permanently realign their activities, diminishing the 
structured finance market’s capacity to act as a funding and risk transfer tool.  
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