Are CDS spreads predictable during Covid-19 pandemic? Forecasting based on SVM, GMDH, LSTM and Markov switching autoregression

Abstract: This paper investigates the forecasting performance for credit default swaps (CDS) spreads by Support Vector Machines (SVM), Group Method of Data Handling (GMDH), Long Short Term Memory (LSTM) and Markov switching autoregression (MSA) for daily CDS spreads of the 513 leading US companies, in the period 2009-2020. The dataset that is analyzed in this study consists of time series obtained from Bloomberg terminal. The time horizon for the training and testing is from 28 October 2009 to 16 October 2020, 2799 observations in total. We observed daily CDS spreads (1-year, 2-year, 3-year, 4-year, 7-year, and 10-year) for the biggest 513 US all ratings (investment and high yields, debt type - senior) companies from multiple sectors. The aim of this study is to analyze different methods of CDS spreads forecasting to understand which method outperform for such time series data. The objective of this paper is testing several machines learning methods to find most effective one in prediction. The goal of this study is to discover most effective prediction method before crisis event and during crisis event (Covid-19 pandemic). Our results show that Markov switching autoregression model outperformed all other models during Covid-19 pandemic. Furthermore, all forecasting methods show more predictive power for the test set 2 (Covid-19 period) compared with the test set 1 (before Covid-19 period). Our study contributes to existing literature to get a better understanding of CDS spreads forecasting and practically as important tool before investment decision making. The novelty of the study lies in the fact that this the first study of forecasting CDS spreads by testing these 4 methods (especially comparing MSA to the other three methods based on kernel or artificial intelligence) and testing their predictive power before and during a Covid-19 pandemic.

