
MARKET VIEW
HIGH YIELD: TAKING THE LONG VIEW

The sharp reversal in the high-yield market this year highlights the challenges of trying to time the market. 
Investors might want to consider the value of staying invested.

MONDAY, JULY 25, 2016

Investors had plenty to worry about at the start of 2016: uncertainty 
about the outlook for central bank policy, collapsing commodity 
prices, concerns about weak economic growth in the United States, 
and slowing global growth, particularly in China. The impact of these 
concerns was acutely felt in the high-yield bond market, especially 
given the asset class’s exposure to commodity-related issuers in the 
energy and metals and mining sectors.  

Credit spreads in the representative benchmark, the BofA Merrill 
Lynch (BAML) U.S. High Yield Index, approached 900 basis points 
(bps) over Treasuries in early February, more than 500 bps wider than 
the lows reached in mid-2014. As we had pointed out earlier this year, 
there was a great deal of divergence of returns by credit rating and by 
sector, with ‘CCC’ rated names and commodity-related sectors suf-
fering the brunt of the sell-off. This was the type of environment that 
created opportunities for active managers to take advantage of.  

Then just when the outlook seemed the bleakest, the market had 
a sharp turnaround, beginning on February 11. Where do we stand 
today? High-yield bonds have been one of the best performing asset 
classes in 2016, with the BAML U.S. High Yield Index generating a 

year-to-date return of 12.5%, as of July 21. After a brief pullback at 
the end of June following the surprise “Brexit” vote from the United 
Kingdom, the high-yield market continued its recovery, with credit 
spreads reaching their year-to-date lows in mid-July.  What has led 
the way? By credit rating (as illustrated in Chart 1), ‘CCC’ rated 
bonds have been the strongest segment of the market, rallying 23% 
year to date as of July 21.

And the sectors that everyone wanted to avoid have been the best 
performers, with energy up more than 23% and the metals and 
mining sector roaring back with a 31.7% return.

These numbers become more interesting when you consider the 
default experience in these sectors. The great fear coming into the 
year was that the sharp decline in commodity prices would lead to 
an increase in defaults in these areas. And that is exactly what has 
happened. Defaults in the high-yield bond and loan markets have 
totaled nearly $44 billion in 2016, well ahead of the total in all of 
2015, driving the default rate on high yield to a six-year high of 
4.68%, according to JP Morgan. This has come predominantly in 
commodity-related names, with the energy and metals and mining 
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Source: Morningstar.

CHART 1. ‘CCC’ RATED BONDS LED THE HIGH-YIELD  
MARKET YEAR TO DATE
YEAR-TO-DATE TOTAL RETURN BY CATEGORY, AS OF JULY 21, 2016
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CHART 2. HIGH-YIELD SECTORS THAT MANY INVESTORS 
AVOIDED HAVE BEEN OUTPERFORMING SO FAR IN 2016
YEAR-TO-DATE PERFORMANCE BY SECTOR, AS OF JULY 21, 2016
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Chart 1: U.S. High Yield Overall is represented by the BofA Merrill Lynch U.S. High Yield Master II Constrained Index. BB High Yield as represented by the BofA Merrill Lynch BB U.S. High Yield Master II Constrained Index.  
B High Yield as represented by the BofA Merrill Lynch Single B U.S. High Yield Master II Constrained Index. CCC High Yield as represented by the BofA Merrill Lynch CCC & Lower U.S. High Yield Master II Constrained Index
Past performance is no guarantee of future results. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. It is important to note that the high-yield 
market may not perform in a similar manner under similar conditions in the future. The historical data shown in the chart above are for illustrative purposes only and do not represent any specific portfolio managed by 
Lord Abbett or any particular investment.



sectors accounting for more than 80% of default activity. Excluding 
these sectors, high-yield defaults have remained near historical 
lows, at just 0.53%.

How can performance be so strong in the face of increasing 
defaults? This is not an unusual occurrence in high yield, since 
much of the pain typically is already reflected in bond valuations 
well ahead of the actual default. As we pointed out in January, these 
sectors were trading at extremely distressed levels, pricing in an 
increased level of defaults. Historically, as a market gains some 
clarity on who will survive (and who will not), strong recoveries can 
occur. An extreme example of this occurred during 2009.  

As most investors recall, 2008 was the worst year on record for 
the high-yield bond market (and many other markets), with a steep 
decline of -26%. Default activity, however, was modest throughout 
most of the year. It was not until the following year that defaults 
peaked, with a double-digit default rate. In the midst of this huge 
increase in defaults, the high-yield bond market had its best year, 
with the BAML U.S. High Yield Index up 58.1% in 2009, as much of 
the pain had already been priced in, with extreme valuations in high 
yield after the sharp drop the prior year.

Investor sentiment toward high yield, however, can be somewhat 
bipolar, as illustrated by mutual fund flows into the high-yield bond 
category. For example, in the three months ended January 2016, the 
Lipper High Yield Bond category experienced more than $16.7 
billion in outflows from high-yield bond mutual funds and exchange-
traded funds. At the end of February, a few weeks after the market 
had bottomed, flows turned positive, and over the three months 
ended in April, the category took in more than $16.7 billion in 
inflows. After investors fled once again in May and June, flows have 
turned positive in July, with nearly $7 billion coming into the category 
through July 20.

Investors seem bent on making tactical calls on this asset class, 
looking to exit when conditions look bad and then returning once 
they feel the “all clear” signal has been sounded. A closer look at 
the long-term risk/reward profile of high yield suggests this may not 
be the best approach. As Chart 3 illustrates, over the past 25 years, 
high-yield bonds have generated returns that are competitive with 
the equity market, but with much less volatility, leading to more 
attractive risk-adjusted returns, as measured by the Sharpe ratio. In 
fact, high yield has delivered nearly 90% of the return of the S&P 
500, with roughly half the volatility.

Given this attractive performance profile, perhaps one should 
consider high yield as a permanent part of an asset allocation, rather 
than trying to make tactical moves of entering and exiting. There has 
been much written about the dangers of trying to time the equity 
market; perhaps a similar approach to high yield is warranted.

But within a high-yield allocation, the performance divergence 
across sectors and credit ratings highlighted above illustrates, in 
our view, the need for an active approach to the asset class. Rigorous  

 
 
bottom-up credit research can help avoid those sectors and indi-
vidual credits that are most at risk for credit deterioration. Mean-
while, by applying top-down macro insights, an experienced portfo-
lio manager can tilt the portfolio toward favored sectors and adapt 
the overall risk profile to a position that is most appropriate for the 
given environment. A passive strategy would not have the benefits of 
such flexibility.

Investors often seem to focus on the potential risks of the asset 
class, while missing out on the potential benefits of investing in 
high-yield bonds. Clearly, investing in high-yield bonds increases 
the possibility of credit default relative to investment-grade bonds. 
But over the long term, the asset class boasts a very attractive risk-
reward profile. In today’s world of negative interest rates and slow 
economic growth, high yield may provide investors with an attractive 
source of income and potential total return, with much less risk 
than the equity market.
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Source: Credit Suisse. *High-yield bonds are represented by the Credit Suisse High 
Yield Index.  **Stocks are represented by the S&P 500® Index.

Past performance is no guarantee of future results. Indexes are unmanaged, do not reflect 
the deduction of fees or expenses, and are not available for direct investment. It is important to 
note that the high-yield market may not perform in a similar manner under similar conditions in 
the future. The historical data shown in the chart above are for illustrative purposes only and do 
not represent any specific portfolio managed by Lord Abbett or any particular investment.

CHART 3. HIGH-YIELD BONDS HAVE DELIVERED NEARLY 
90% OF THE RETURN OF THE EQUITY MARKET, WITH 
ABOUT HALF THE VOLATILITY OVER A 25-YEAR PERIOD
JULY 1991–JUNE 2016
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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, the prices of debt securities fall, 
and when interest rates fall, prices generally rise. 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. Bonds may also be subject to other types of risk, such as call, credit, liquidity, interest-rate, and general market risks. 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.

Forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee.

High-yield securities carry increased risks of price volatility, illiquidity, and the possibility of loss in the timely payment of interest and principal.

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

High-yield bond spread is the percentage difference in current yields of various classes of high-yield bonds (often junk bonds) compared against investment-grade corporate bonds, Treasury bonds or another bench-
mark bond measure. Spreads are often expressed as a difference in percentage points or basis points (which equal one-one hundredth of a percentage point).

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

A credit spread is the difference in yield between a U.S. Treasury bond and a debt security with the same maturity but of lesser quality.

Standard deviation is a measure of the dispersion of a set of data from its mean; more spread-apart data has a higher deviation. Standard deviation is calculated as the square root of variance. In finance, standard 
deviation is applied to the annual rate of return of an investment to measure the investment’s volatility. 

The Sharpe ratio is a measure of risk-adjusted performance.  It is calculated by subtracting the risk-free rate – such as that of the 10-year U.S. Treasury bond – from the rate of return for a portfolio and dividing the 
result by the standard deviation of the portfolio returns.  The greater a portfolio’s Sharpe ratio, the better its risk-adjusted performance has been.

The BofA Merrill Lynch U.S. High Yield Index tracks the performance of U.S. dollar-denominated below investment-grade corporate debt publicly issued in the U.S. domestic market. Qualifying securities must have 
a below investment grade rating (based on an average of Moody’s, Standard & Poor’s, and Fitch), at least 18 months to final maturity at the time of issuance, at least one year remaining term to final maturity as of the 
rebalancing date, a fixed coupon schedule and a minimum amount outstanding of $100 million. In addition, qualifying securities must have risk exposure to countries that are members of the FX-G10, Western Europe or 
territories of the United States and Western Europe. The FX-G10 includes all euro members, the United States, Japan, the United Kingdom, Canada, Australia, New Zealand, Switzerland, Norway and Sweden. Original issue 
zero coupon bonds, 144a securities (both with and without registration rights), and pay-in-kind securities (including toggle notes) are included in the index. Callable perpetual securities are included provided they are at 
least one year from the first call date. Fixed-to-floating rate securities are included provided they are callable within the fixed rate period and are at least one year from the last call prior to the date the bond transitions 
from a fixed to a floating rate security. Contingent capital securities (“cocos”) are excluded, but capital securities where conversion can be mandated by a regulatory authority, but which have no specified trigger, are 
included. Other hybrid capital securities, such as those legacy issues that potentially convert into preference shares, those with both cumulative and non-cumulative coupon deferral provisions, and those with alternative 
coupon satisfaction mechanisms, are also included in the index. Securities issued or marketed primarily to retail investors, equity-linked securities, securities in legal default, hybrid securitized corporates, eurodollar 
bonds (USD securities not issued in the U.S. domestic market), taxable and tax-exempt U.S. municipal securities and DRD-eligible securities are excluded from the index.

The BofA Merrill Lynch CCC & Lower U.S. High Yield Master II Constrained Index, the BofA Merrill Lynch BB U.S. High Yield Master II Constrained Index, and the BofA Merrill Lynch Single B U.S. High 
Yield Master II Constrained Index are all subsets of the BofA Merrill Lynch U.S. High Yield Master II Constrained Index. The BofA Merrill Lynch U.S. High Yield Master II Constrained Index is a capitalization-
weighted index of all US dollar denominated below investment grade corporate debt publicly issued in the US domestic market. Qualifying securities must have a below investment grade rating (based on an average 
of Moody’s, S&P and Fitch), at least 18 months to final maturity at the time of issuance, at least one year remaining term to final maturity as of the rebalancing date, a fixed coupon schedule and a minimum amount 
outstanding of $100 million. The index caps individual issuer at 2%. Index constituents are capitalization-weighted, based on their current amount outstanding, provided the total allocation to an individual issuer does not 
exceed 2%. Issuers that exceed the limit are reduced to 2% and the face value of each of their bonds is adjusted on a pro-rata basis. The face values of bonds of all other issuers that fall below the 2% cap are increased 
on a pro-rata basis. In the event there are fewer than 50 issuers in the Index, each is equally weighted and the face values of their respective bonds are increased or decreased on a pro-rata basis.

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 S&P or Moody’s, with par 
amounts greater than $75 million.

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in leading industries. 

The credit quality of the securities are 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. Ratings 
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 (junk bonds). High-yielding, non-investment-grade bonds 
(junk bonds) involve higher risks than investment-grade bonds. Adverse conditions may affect the issuer’s ability to pay interest and principle 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 prior to making 
an investment decision
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