
1

June 3, 2025 

Welcome back to The Carlyle Compass, your weekly newsletter that brings 
together the latest research and market insights from our global team. 
Received this email as a forward? Subscribe here. 

A Complacent Credit Market?

Exploratory data analysis may reveal that the average price of a pack of 
chewing gum sold in the U.S. is nearly perfectly correlated with residential 
property transactions in Fairbanks, Alaska. Indeed, over the past decade, 
that’s been the case (Figure 1). But who cares? Chaos theoreticians couldn’t 
hypothesize the mechanics behind this relationship. 
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Comovement attracts interest when consistent with theory-based 
restrictions, as observed when comparing the annualized implied volatility on 
the S&P 500 (as proxied by the VIX index) and average spreads on B-rated 
corporate credit. Over the past 28 years, the weekly variation in these time 
series has been 76% correlated, with that pairwise correlation rising to 80% 
when observed at quarterly intervals (Figure 2). 

At first glance, one might expect this relationship to carry no more meaning 
than the correspondence between gum prices and Alaskan home sales. The 
samples differ greatly; S&P 500 constituents tend to be very large companies 
(a median market cap of over $30 billion) with pristine balance sheets. The 
companies in the pool of single-B borrowers tend to be about one-tenth the 
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size, on average, and consist of leveraged public corporations and private 
companies that have recently been acquired in a buyout. 

But these time series proxy for the same macro factor: the market price of 
risk. Implied volatility on the S&P 500 rises when investors fear that the 
enterprise value of U.S. businesses will fall. Such a decline would erode 
lenders’ margin of safety, increasing the likelihood of default and leading to 
a corresponding rise in credit spreads. In fact, one could sell options on an 
equity index, like the S&P 500, to create a synthetic credit portfolio, with 
income from the option premium substituting for the cash interest on loans 
or bonds. 

While implied volatility has been on a wild ride over the past few months, 
credit spreads have remained remarkably stable. In the aftermath of 
Liberation Day, the VIX rose 23 percentage points (2.9 standard deviations) 
while single-B spreads widened by 138 basis points (just 0.6 standard 
deviations). Implied spreads on synthetic credit portfolios spiked relative to 
those of loans and bonds and remain elevated (Figure 3), largely because 
credit spreads have since tightened nearly as much as they rose (128 basis 
points since April 11). 

A Bifurcated Market and New Default Cycle

What may appear as credit market complacency may instead reflect 
bifurcation. Tight spreads for single-B borrowers generally reflect solid 
performance. Businesses with strong earnings growth and relatively low 
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leverage continue to access the market at favorable terms, with dividend 
payouts accounting for 12% of leveraged finance issuance this year, a record 
high. But only 7% of such deals have involved borrowers with debt-to-EBITDA 
ratios above 6x, down from 46% in 2021 when dividends were often a sign of 
aggressive lending.  

Borrowers struggling with higher interest rates have had a different 
experience. Loans downgraded to CCC/D—and hence no longer in the 
single-B pool—typically trade below 80 per 100 of par. Though traditional 
defaults (missed coupon or principal payments) remain low, there has been a 
noticeable uptick in “liability management exercises” (LMEs), or opportunistic 
debt restructurings. When accounting for LMEs, the syndicated loan default 
rate has already risen above long-run averages, typically a sign of a turn in 
the credit cycle (Figure 4). 

LMEs can represent a “kicking the can” exercise where a participating class of 
creditors receives more favorable terms for providing liquidity to a company 
at higher risk of subsequent default, or agreeing to permanently reduce the 
amount of debt owed to lenders. Similar dynamics are evident in direct 
lending, where default rates remain low, in part, because creditors have 
converted struggling borrowers’ cash-pay coupons into payment-in-kind 
(PIK) where foregone interest accrues to the principal balance. A recent 
survey found that loan-to-value ratios (LTVs) for these conversions have 
risen from 49% at the time of closing to 86% at the end of March 2025. 

Creditors’ willingness to work with troubled borrowers over the past few 
years seems to have been influenced by the threat of companies stripping 
assets from lenders’ collateral pool, alongside rate cut expectations. At 
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various times, the market has priced year-ahead base rates below 3%, levels 
that could materially improve the prospect that marginal credits could 
support their debt stack again. Such generosity is likely to fade as market 
participants come to terms with life in a new interest rate regime. As LMEs 
fall back into distress and equity evaporates in PIK conversions, expect 
default rates to move higher. 

JASON THOMAS
Head of Global Research & Investment Strategy 

This material is provided for educational purposes only. Nothing herein constitutes 
investment advice or recommendations and should not be relied upon as a basis for 
making an investment decision. It does not constitute a personal recommendation or 
take into account the particular investment objectives, financial situations, or needs 
of individual investors. 

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. Carlyle 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, Carlyle and its affiliates assume no responsibility for the accuracy, 
completeness or fairness of such information. 

Past events and trends do not imply, predict or guarantee, and are not necessarily 
indicative of, future events or results. This material should not be construed as an 
offer to sell or the solicitation of an offer to buy any security, and we are not soliciting 
any action based on this material. If any such offer is made, it will only be by means 
of an offering memorandum or prospectus, which would contain material information 
including certain risks of investing including, but not limited to, loss of all or a 
significant portion of the investment due to leveraging, short-selling, or other 
speculative practices, lack of liquidity and volatility of returns.

Recipients should bear in mind that past performance does not predict future returns 
and there can be no assurance that an investment in a Carlyle fund will achieve 
comparable results. The views expressed in this commentary are the personal views 
of certain Carlyle personnel and do not necessarily reflect the views of Carlyle. 
Investment concepts mentioned in this commentary may be unsuitable for investors 
depending on their specific investment objectives and financial position; each 
recipient is encouraged to discuss such concepts with its own legal, accounting and 
tax advisors to determine suitability. Tax considerations, margin requirements, 
commissions and other transaction costs may significantly affect the economic 
consequences of any transaction. 

In connection with our business, Carlyle may collect and process your personal data. 
For further information regarding how we use this data, please see our online privacy 
notice at https://www.carlyle.com/privacy-notice. 




