
MARKET VIEW
HIGH Y IELD:  A  “SEL L-F UL F IL L IN G” PROP H ECY 

Ignoring healthy fundamentals, investors fled the high-yield market, only to see it snap back in mid-August.
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CHART 1. HIGH-YIELD FLOWS HAVE REBOUNDED
U.S. HIGH-YIELD CORPORATE BOND MUTUAL FUND NET FLOWS, 
06/04/2014–08/20/2014

CHART 2. INFLOWS HAVE CAUSED HIGH-YIELD SPREADS 
OVER TREASURIES TO TIGHTEN
U.S. HIGH-YIELD CORPORATE BOND SPREADS OVER TREASURIES,  
AS OF 08/20/2014 

Source: Lipper. Source: Credit Suisse. Yield spreads represented by the Credit Suisse High Yield Index.

Past performance is no 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 Lord Abbett mutual fund or any particular investment. Please refer to “Important Information” regarding the economic indicator data in these charts 
and index information.

Investor jitters about an anticipated rise in interest rates and 
about growing turmoil in the Middle East and Ukraine led to 
concerns that a flight to safety would lead to a correction in the 
high-yield market. To avoid that correction, investors began pulling 
money out of their high-yield mutual funds in mid-July, increasing 
their withdrawals in two of the next three weeks. 

As Chart 1 shows, outflows peaked at more than $7 billion during 
the first week of August, according to data from Lipper. Over the 
four-week period ended August 6, outflows totaled nearly $13 billion 
and caused high-yield prices to slide, resulting in a widening of yield 
spreads over Treasuries. Thus did investors bring about the correc-
tion they feared. 

But as Chart 2 shows, those who fled the market may be wishing 
they had kept a cooler head. Institutional investors and hedge funds 
have flooded in to take advantage of the attractive prices, according 
to The Wall Street Journal, and flows have reversed in the last two 
weeks, causing prices to rebound and yields to narrow again.1 As of 
August 20, high-yield bonds had posted a return of 1.24% for the 
month and 5.52% for the year.

What panicky investors failed to realize is just how healthy the 
$1.6 trillion high-yield bond market is. On the surface, of course, the 
market may have appeared frothy. Spreads over Treasuries did dip 
below 400 basis points for short periods in June and July, according 

to data from the Credit Suisse High Yield Index—something that has 
happened only rarely. 

But the market’s underlying fundamentals remain strong.  
Corporate leverage, for example, has declined sharply over the  
past few years, falling from 5.2 times EBITDA (earnings before 
interest, taxes, depreciation, and amortization) as of mid-2009 to 
just 4.1 times EBITDA as of December 31, 2013, according to data 
from J.P. Morgan and Capital IQ.

Still, companies have issued a lot of debt in recent years, but 
much of this has contributed to their financial health. Nearly 60% of 
the new issues since 2010 have gone to refinance previous debt, as 
companies have sought to take advantage of low interest rates. In 
many cases, this refinancing has reduced interest expenses and 
pushed maturity dates out by several years, according to J.P. Morgan 
data. This is in marked contrast to the period preceding the credit 
crisis, when nearly 50% of issuance was used to finance acquisi-
tions, sometimes at lofty valuations.

A number of indicators suggest that the credit cycle is not yet at 
a turning point. The average amount of leverage being used in lever-
aged buyout (LBO) deals has been edging up, but among the most 
aggressive acquisitions the amount of leverage is still lower than in 
2007 and 2008, according to Citigroup Global Markets. In addition, 
borrowers are in better shape, as indicated by interest coverage 
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levels on LBO deals, which hit a record high in the first quarter of 
2014, Citi reports, citing Standard & Poor’s data. 

Another metric often cited as proof that the credit cycle is in the 
later stages is the proliferation of covenant-lite loans. Citi believes 
this increase may be a result of a pullback by banks from the lever-
aged loan market. In any case, covenant-lite loans do not represent 
as much of a threat as many believe. Default rates on these loans 
are lower than on covenant-heavy loans, and recovery rates have 
been somewhat better, though Citi admits the sample size on this 
data is small. 

PIK-toggle deals have also been considered typical of late stages 
in the credit cycle. But these deals, in which interest can be paid in 
cash or additional securities, are also not the red flags they are 
often portrayed as. Of the 25 companies that issued PIK-toggle 
securities in 2005–07, only four, or 16%, have defaulted. This rate is 
below the market’s 18.5% trailing five-year default rate, Citi said, 
citing data from Moody’s Investors Service.

Fundamentals in the high-yield market are strong enough that 
J.P. Morgan believes defaults are unlikely to rise above 2% until 
mid-2016. In the meantime, the market has retraced only about half 
the July-August sell-off, so yields are still relatively attractive. 

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.

U.S. 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.

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

Bond prices move inversely to interest rates: when interest rates rise, bond prices fall, and when rates fall, bond prices rise.

A covenant-lite loan is a type of loan whereby financing is given with limited restrictions on the debt-service capabilities of the borrower. The issuance of covenant-lite loans means that debt is being issued to borrowers 
with fewer restrictions on collateral, payment terms, and level of income. Covenant-heavy loans, on the other hand, contain normal restrictions. 

Earnings before interest, taxes, depreciation, and amortization (EBITDA): Net income with interest, taxes, depreciation, and amortization added back to it, and can be used to analyze and compare profitability between 
companies and industries because it eliminates the effects of financing and accounting decisions.

A 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 benchmark 
bond measure. Spreads are often expressed as a difference in percentage points or basis points (which equal one one-hundredth of a percentage point).

A leveraged buyout (LBO) is the acquisition of another company using a significant amount of borrowed money (bonds or loans) to meet the cost of acquisition. Often, the assets of the company being acquired are used as 
collateral for the loans in addition to the assets of the acquiring company. The purpose of leveraged buyouts is to allow companies to make large acquisitions without having to commit a lot of capital.

PIK-toggle, or payment-in-kind, securities are securities that are allowed to pay interest or dividends with additional securities instead of cash. These securities are often used in leveraged buyouts.

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

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. 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. 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 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.

1 Katy Burne, “Big Investors Snap Up Junk Bonds,” The Wall Street Journal, 17 Aug. 2014, www.wsj.com.


