
MARKET VIEW
U.S.  HIGH YIELD: THE NEWS ON SPREADS, 10 YEARS LATER

Credit spreads on U.S. high-yield bonds reached all-time lows in June 2007 –
yet, high-yield bonds outperformed other major asset classes in the 10-year period that followed.  

MONDAY, JULY 31, 2017

U.S. high-yield bonds have enjoyed strong returns thus far in 
2017, with the representative BofA Merrill Lynch U.S. High Yield 
Constrained Index (High Yield Index) up more than 6% through the 
end of July. Credit spreads have continued to compress amid a 
backdrop of strong credit fundamentals, low default rates, and 
steady, though modest, U.S. economic growth. With this perfor-
mance, the average spread on high-yield bonds versus U.S. Trea-
suries remains below the long-term average: as of June 30, 2017, 
the High Yield Index had an average spread of 390 basis points (bps) 
versus the long-term median of 513 bps (see Chart 1). (Other high-
yield indexes have followed a similar trend, albeit with slightly dif-
ferent numbers.)

While spreads recently were below the long-term average,  
Lord Abbett remains constructive on the U.S. high-yield sector. With 
a base-case scenario of continued solid economic data in the United 
States and abroad, default rates on high-yield securities should 
continue to trend lower, leading to spreads remaining below their 
long-term average. 

It’s important to note that though spreads are below average, 
they have not reached all-time lows. That occurred a little over a 
decade ago, in early June 2007, when spreads reached 240 bps over 
Treasuries. We thought it would be instructive to look back at the 
trailing 10 years (ended May 31, 2017), assuming an investor had 
invested in high yield at the all-time low in spreads. As illustrated in 
Chart 2, such an investor would have done quite well; high-yield 
bonds delivered an average annual return of 7.4%, higher than most 
major U.S. or global indexes in both the equity and fixed-income 
categories. [Of course, for the various historical performance attri-
butes of the asset class mentioned in this article, there is no guarantee 
that U.S. high-yield bonds will perform in a similar manner in the future 
under similar circumstances.]

What happened in those 10 years? A look back over the past 
decade shows there have been some tumultuous periods. Shortly 
after spreads reached all-time lows, the collapse of two Bear 
Stearns hedge funds in June 2007 was an early signal of the finan-
cial crisis of 2008–09. High-yield bonds witnessed significant spread 
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CHART 1.  HIGH-YIELD SPREADS REACHED HISTORICAL LOWS IN JUNE 2007 
SPREAD TO WORST ON THE BOFA MERRILL LYNCH U.S. HIGH YIELD CONSTRAINED INDEX, JUNE 30, 1997–JUNE 30, 2017

Source: BofA Merrill Lynch. Yield spreads represented by the BofA Merrill Lynch U.S. High Yield Index. 
Past performance is not a reliable indicator or guarantee of future results. 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. Indexes are unmanaged, do not reflect the deduction of fees or 
expenses, and are not available for direct investment.
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widening, ultimately peaking at 2,130 bps in December 2008. This 
was double the level that had been experienced in previous difficult 
credit markets. Of course, this period of market distress was 
followed by a very strong recovery from these extreme spread levels 
in 2009. 

Still, it has not been smooth sailing in the post-crisis period, as 
evidenced by some anxiety-provoking events:

n 2011 — As the Greek debt crisis unfolded in Europe, S&P Global 
took an historical step by downgrading the credit rating of U.S. 
government debt in August. During this risk-off environment, 
high-yield spreads widened by 450 bps between February and 
October.

n 2013 — The market’s “taper tantrum” spurred by indications 
from the U.S. Federal Reserve that it would begin to unwind its 
stimulative bond-purchase program led to a significant rise in 
U.S. Treasury yields, and fostered volatility in the credit markets. 
High-yield spreads widened by more than 100 bps during the 
May-June period. 

n 2014–15 — A collapse in the price of oil and other commodities 
put significant pressure on the high-yield market, with spreads 
rising by 550 bps between June 2014 and February 2016.

But these events did not seriously compromise the market’s 
longer-term performance. If an investor had invested in high yield in 
June 2007—arguably the worst possible time to invest—things still 
would have worked out quite well over the following 10 years.  
(Obviously, there is no guarantee that things would play out the same 
way under a similar scenario in the future.)  

Of course, spreads only tell part of the story; one also must 
consider the overall level of interest rates. Over the past decade, 
U.S. Treasury yields generally have been declining, supporting all 
bond prices. That downtrend in rates would have been supportive of 
Treasuries and other investment-grade bonds as well—in fact, 
duration would have been more of a tailwind for the investment-
grade indexes referenced in Chart 2, since high yield has a lower 
effective duration (for example, as of June 30, 2017, the High Yield 
Index had an effective duration of 4.0, versus 6.0, 6.1, and 7.5, 
respectively, for the Bloomberg Barclays U.S. Aggregate Bond 
Index, the Bloomberg Barclays U.S. Treasury Index, and the Bloom-
berg Barclays U.S. Corporate Investment Grade Index). But despite 
the duration advantage of investment grade, high-yield bonds have 
outperformed the U.S. Aggregate and U.S. Treasury indexes by 3%, 
per year, over the past decade.

When compared to the broad equity indexes, the return advan-
tage of high yield becomes more impressive when volatility is taken 
into account. Since high yield has had 30% lower volatility (as 
measured by standard deviation) than large-cap equities, and 
roughly half the volatility of small-cap equities, the result has been 
much higher risk-adjusted returns. (See Table 1.)

But that is not unusual.  Over longer holding periods, high yield 
historically has provided similar returns to the S&P 500® Index, but 
with much lower volatility.  As a result, based on any rolling 10-year 
period since its inception, the High Yield Index has consistently gen-
erated higher risk-adjusted returns than equities (as measured by 
Sharpe ratio), as illustrated in Chart 3.

Source: Bloomberg, BoFA Merrill Lynch. High Yield=BofA Merrill Lynch U.S. High Yield Constrained Index. U.S. Large Cap Equities=S&P 500® Index. U.S. Small Cap Equities=Russell 2000® Index. IG (Investment-Grade) Corporates=Bloomberg 
Barclays U.S. Corporate Investment Grade Index. U.S. Aggregate Bond=Bloomberg Barclays U.S. Aggregate Bond Index. U.S. Treasuries=Bloomberg Barclays U.S. Treasury Index. Global Aggregate Bond= Bloomberg Barclays Global Aggregate 
Bond Index. International Equities=MSCI EAFE Index.
Past performance is not a reliable indicator or guarantee of future results. 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. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for 
direct investment.

CHART 2. U.S. HIGH YIELD HAS OUTPACED MANY OTHER ASSET CLASSES OVER THE PAST 10 YEARS
HISTORICAL TOTAL RETURN ON INDICATED ASSET CLASSES, MAY 31, 2007–MAY 31, 2017
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SUMMARY

To be clear, we are not suggesting that the next 10 years will play 
out exactly as the previous 10 years have.  But the performance 
numbers from this past decade help illustrate the attractive risk-
reward profile of high-yield bonds, even when investing at what 
seems like the worst possible time.  Would returns have been higher 
if you waited until 2009 to invest in high yield?  Of course—but most 
people were too afraid to buy anything other than ultra-safe, low-
yielding investments in 2009.  

Investors often are cautioned to not try to “time the market” 
when it comes to equity investing. (We have touched on the pitfalls 
of market timing in previous Market Views.) Based on the long-term 
risk/reward profile of the high-yield market, perhaps one should 
apply a similar philosophy to high yield.  Given the high current 
income, attractive risk-adjusted returns, and strong performance 
during past periods of rising U.S. Treasury yields, investors may 
want to maintain an allocation to high-yield bonds—even at a time 
when spreads are below average.

TABLE 1. OVER THE PAST 10 YEARS, HIGH YIELD OFFERED HIGHER RETURNS WITH LOWER RISK THAN EQUITIES

  INDEX RETURN STANDARD
DEVIATION SHARPE RATIO

  High Yield Bonds 7.4% 10.6% 0.65

  U.S. Small Cap Equities 6.4% 20.1% 0.29

  U.S. Large Cap Equities 6.9% 15.2% 0.42

 International Equities 1.5% 18.7% 0.05
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Source: Morningstar. High Yield Bonds=BofA Merrill Lynch U.S. High Yield Constrained Index. U.S. Large Cap Equities=S&P 500 Index. U.S. Small Cap Equities=Russell 2000 Index. International Equities=MSCI EAFE Index.
Past performance is not a reliable indicator or guarantee of future results. 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 table above are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the deduction of fees or expenses, 
and are not available for direct investment.

Source: Zephyr. High yield represented by the BofA Merrill Lynch U.S. High Yield Constrained Index; U.S. equities represented by the S&P 500 Index.
Past performance is not a reliable indicator or guarantee of future results. 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. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

CHART 3. HISTORICALLY, HIGH YIELD HAS POSTED HIGHER RISK-ADJUSTED RETURNS THAN EQUITIES
SHARPE RATIO OF INDICATED ASSET CLASSES, JANUARY 1, 2007–DECEMBER 31, 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.

This Market View may contain assumptions that are “forward-looking statements,” which are based on certain assumptions of future events. Actual events are difficult to predict and may differ from those assumed. There 
can be no assurance that forward-looking statements will materialize or that actual returns or results will not be materially different from those described here.

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

The Sharpe ratio is a measure for calculating risk-adjusted return. It is the average return earned in excess of the risk-free rate per unit of volatility or total risk.

Standard deviation is the measure of dispersion of a set of data from its mean. It measures the absolute variability of a distribution; the higher the dispersion or variability, the greater is the standard deviation and 
greater will be the magnitude of the deviation of the value from their mean.

The BofA Merrill Lynch U.S. High Yield Constrained Index tracks the performance of U.S. dollar-denominated below investment-grade corporate debt publicly issued in the U.S. domestic market.

The Bloomberg Barclays U.S. Aggregate Bond Index represents securities that are SEC-registered, taxable, and dollar denominated. 

The Bloomberg Barclays U.S. Corporate Investment Grade Index is Index is a market value-weighted index which covers the U.S. non-investment grade fixed-rate debt market.

The Bloomberg Barclays U.S. Treasury Index is the U.S. Treasury component of the U.S. Government Index. The index includes public obligations of the U.S. Treasury with a remaining maturity of one year or more.

The MSCI EAFE Index (Europe, Australasia, Far East) is a free float-adjusted market capitalization index that is designed to measure the equity market performance of developed markets, excluding the US & Canada.

The Russell 2000® Index measures the performance of the 2,000 smallest companies in the Russell 3000 Index, which represents approximately 10% of the total market capitalization of the Russell 3000 Index. The 
Russell 3000® Index measures the performance of the largest 3000 U.S. companies representing approximately 98% of the investable U.S. equity market.

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.

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

The information provided is not directed at any investor or category of investors and is provided solely as general information about Lord Abbett’s products and services and to otherwise provide general investment educa-
tion. None of the information provided should be regarded as a suggestion to engage in or refrain from any investment-related course of action as neither Lord Abbett nor its affiliates are undertaking to provide impartial 
investment advice, act as an impartial adviser, or give advice in a fiduciary capacity. If you are an individual retirement investor, contact your financial advisor or other fiduciary about whether any given investment idea, 
strategy, product or service may be appropriate for your circumstances.

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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Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.
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