
MARKET VIEW
HIGH Y IELD:  H AN D L IN G H EAD L IN E RISK

Market movements caused by the sharp drop—and subsequent recovery—in oil prices  
provide insight on successfully navigating the high-yield market. 

MONDAY, MAY 11, 2015

Past performance is no guarantee of future results.

The historical data are for illustrative purposes only, do not represent any Lord Abbett product or any particular investment, and are not intended to predict or depict future results. 

Last year, the decline in oil prices surprised markets and  
investors. Many financial commenters insinuated that an outright 
collapse was imminent. The subsequent market fear of the long-
term ramifications of the energy slump proved most harmful,  
particularly in the U.S. high-yield bond market. Nevertheless, the 
market response offers lessons about the potential dangers of 
overreacting to negative headlines and the complexities of the  
high-yield market.

To be sure, the second-half collapse in oil prices hit the high-
yield market hard in 2014 (the energy sector represents about 15% 
of the high-yield category). The J.P. Morgan U.S. High-Yield Index 
rose only 2.17% for the year, largely due to the 7.64% drop in the 
energy sector. But even sectors that benefit from falling oil prices 
were hurt as the weakness in energy prompted investors to exit 
holdings in other high-yield groups. 

Falling energy prices, and concerns about knock-on effects in 
the rest of the high-yield sector, prompted retail investors to head 
for the exits. Investors pulled a record $21.9 billion from high-yield 
mutual funds in 2014, and approximately $8 billion in December 
2014 alone, according to Lipper. Stephen Hillebrecht, Lord Abbett 
Fixed Income Product Strategist, notes that this suggests that 

“investors may have reacted to headlines impacting one sector of 
the market rather than the underlying financial health and credit 
standing” of the larger high-yield universe. 

Where do we stand five months later? As we shall see in greater 
detail later on, credit has outperformed other fixed-income  
categories thus far in 2015, with high-yield bonds outpacing their 
investment-grade counterparts. And within high yield, energy has 
been the best-performing sector.

Indeed, when the dust settled, and energy prices began to recover 
in 2015, the bonds of high-yield energy companies began to recover 
as well. This prompted retail investors to return to the high-yield 
market. Overall mutual fund investment flows for the high-yield 
category turned positive in 2015 (year to date through April 30), as 
Chart 1 shows. 

The inflows come amid greatly improved performance for the 
overall high-yield market in the first four months of 2015, as Chart 
2 shows. [Although due to market volatility, the high-yield market may 
not perform in a similar manner under similar conditions in the future.] 
High-yield bonds returned about 3.9% year to date through April  
30, 2015, based on the performance of the Credit Suisse High  
Yield Index. That tops the returns of 1.3% for high-quality investment-
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CHART 1. HIGH-YIELD FUND FLOWS RECOVERED IN THE 
FIRST FOUR MONTHS OF 2015
NET FLOWS INTO HIGH-YIELD MUTUAL FUNDS FOR INDICATED  
PERIODS, MAY 2014–APRIL 2015 

CHART 2. HIGH YIELD HAS OUTPERFORMED IN 2015
YIELD ON INDICATED FIXED-INCOME SECTORS, YEAR TO DATE 
THROUGH APRIL 30, 2015

Source: Barclays and Credit Suisse. U.S. government bonds represented by the 
Barclays U.S. Government Bond Index; U.S. leveraged loans represented by the Credit 
Suisse Leveraged Loan Index; U.S. high yield represented by the Credit Suisse High 
Yield Index; U.S. high-yield energy sector represented by the energy-sector component 
of the Credit Suisse High Yield Index.

Source: Lipper.
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grade securities and 1.1% for the broad U.S. Treasury market, based 
on the noted representative indexes. And the best-performing group 
within the high-yield universe thus far in 2015? That would be the 
energy sector.

Therein lies the lessons that we spoke of earlier. First, investors 
watching short-term market movements caused by news headlines 
or other developments may wish to take a moment to focus on  
the bigger picture. The high-yield market has posted very strong 
performance over the past five years, but it still offers relatively 
attractive value, as:

■■ Credit fundamentals remain sound.
■■ Defaults are expected to remain low, with the continued growth 

in the U.S. economy. 
■■ Yield spreads versus Treasuries are in line with historical 

averages, but they remain wide relative to default rates.

It’s worth noting that a measure of default rates maintained by 
J.P. Morgan did see an increase late last year, largely related to two, 
one-time occurrences: the long-anticipated bankruptcies of Energy 
Futures Holdings and Caesars Entertainment. As those events “roll 
off” the statistical measure in future months, default comparisons 
likely will become more favorable.

Second, a cursory look at the decline and recovery of the high-
yield energy sector doesn’t offer the full picture. Within the high-
yield energy sector, returns have varied drastically by industry 

segment and credit rating. Investors who opt for a passive approach 
may miss the potential benefits found in an understanding of the 
nuances of the asset class. We believe individual credit selection 
and flexibility are essential for constructing a high-yield portfolio. 
Active managers can utilize in-depth credit research, and they can 
seek opportunity across the credit spectrum while adjusting the 
portfolio not only by credit quality but also by industry and by indi-
vidual issuance. This approach can provide attractive income and 
the opportunity for total return, while managing possible risks.

Differences in likely returns within the high-yield market high-
light the potential benefits of an actively managed approach. While 
passive vehicles merely match the composition of an index, an active 
manager can position a portfolio in the areas that present the most 
attractive fundamentals and relative value. In the case of the energy 
sector, some active managers have been able to position a portfolio 
in order to minimize the declines caused by falling oil prices—and 
then capitalize on the upside presented by a subsequent rebound. 
Large price moves driven by technical rather than fundamental 
changes in credit quality may thus present attractive opportunities 
in the high-yield bond market amid the short-term volatility.

“While a passive approach will simply track the index weights,  
an active manager can position a portfolio in those industries and 
securities that present the most attractive relative value and  
underlying credit fundamentals for a given economic environment,” 
Hillebrecht says.

IMPORTANT INFORMATION

A Note about Risk: The value of investments in fixed-income securities will change as interest rates fluctuate and in response to market movements. Generally, when interest rates rise, fixed-income prices fall, and when interest 
rates fall, fixed-income prices generally rise. Bonds may also be subject to other types of risk, such as call, credit, liquidity, interest-rate, and general market risks. High-yield securities, sometimes called junk bonds, carry increased 
risks of price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal. Longer-term debt securities are usually more sensitive to interest-rate changes; the longer the maturity of a security, the 
greater the effect a change in interest rates is likely to have on its price. Lower-rated bonds may be subject to greater risk than higher-rated bonds. No investing strategy can overcome all market volatility or guarantee future results.

Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury securities is exempt from state and local taxes. Although U.S. government securities are guaranteed 
as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.

There is no guarantee that the high-yield market will perform in a similar manner under similar conditions in the future.

The J.P. Morgan U.S. High Yield Index is an index designed to track the performance of the investable universe of the U.S. dollar domestic high-yield corporate debt market.

The Barclays U.S. Government Bond Index is a market value-weighted index composed of all publicly issued, nonconvertible, domestic debt of the U.S. government or any agency thereof, quasi-federal corporations, or 
corporate debt guaranteed by the U.S. government. Flower bonds and pass-through issues are excluded. Total return consists of price appreciation/depreciation plus income as a percentage of the original investment. Indexes 
are rebalanced monthly by market capitalization.

The Barclays U.S. Aggregate Bond Index is an unmanaged index composed of securities from the Barclays Government/Corporate Bond Index, the Mortgage-Backed Securities Index, and the Asset-Backed Securities Index. 
Total return comprises price appreciation/depreciation and income as a percentage of the original investment. Indexes are rebalanced monthly by market capitalization. 

The Credit Suisse Leveraged Loan Index is designed to mirror the investable universe of the U.S. dollar-denominated leveraged loan market. The CS Leveraged Loan Index is an unmanaged, trader-priced index that tracks 
leveraged loans. The CS Leveraged Loan Index, which includes reinvested dividends, has been taken from published sources.

The Credit Suisse High Yield Index is an unmanaged, trader-priced index constructed to mirror the characteristics of the high-yield market. The index includes issues rated ‘BB’ and below by Standard & Poor’s or Moody’s, 
with par amounts greater than $75 million.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

A basis point is one one-hundredth of a percentage point.

Spread is the difference in yield between two different investments. The spread to worst measures the difference from the worst-performing security to the best and can be seen as a measure of dispersion of returns within a 
given market or between markets.

Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s market price.

The credit quality of the securities in a portfolio is assigned by a nationally recognized statistical rating organization (NRSRO) such as Standard & Poor’s, Moody’s, or Fitch, as an indication of an issuer’s creditworthiness. Rat-
ings range from ‘AAA’ (highest) to ‘D’ (lowest). Bonds rated ‘BBB’ or above are considered investment grade. Credit ratings ‘BB’ and below are lower-rated securities. High-yielding, non-investment-grade bonds involve higher 
risks than investment-grade bonds. Adverse conditions may affect the issuer’s ability to pay interest and principal on these securities. 

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any investment. Readers 
should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document is prepared based on the 
information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor before making an investment decision.
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INVESTMENT-LED. INVESTOR-FOCUSED.
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