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U.S. High Yield:
Assessing Opportunities in 2021
Valuations have recovered significantly since the tumult of March 2020, but we remain
constructive on high yield credit for the coming year.

by Riz Hussain, Investment Strategist

KEY POINTS
n	Despite the recovery of risk assets of all stripes in 2020, we still see U.S. high yield as attractive when

compared to investment grade corporate credit, particularly when considering compositional and duration
changes over time for both markets.
n	The potential for an increase in “rising stars” (high yield issues that move to investment-grade status) reflects

upside in high quality high yield. Meanwhile, signals on distressed debt and corporate default rates suggest
easing pressure on issuers in the lowest credit tiers of high yield.
n	We think an unconstrained approach that draws from all credit tiers within high yield is poised for outperfor-

mance versus a strategy focused on BB- and B-rated issues alone.

On the surface, the full-year performance of U.S. high yield in
2020 would seem like an ordinary year of solid returns without
knowing anything else. The benchmark ICE BofA U.S. High Yield
Constrained Index started the year with a yield-to-worst of
5.44% and a market-weighted coupon of 6.29%—and ended
with a total annual return of 6.07%. Of course, the 12 months in
between were anything but ordinary. Credit spreads widened
out by nearly 1400 basis points (bps) before retracing basically
all that move, the default rate more than doubled to 6.2%1 and
yields on bond-market benchmarks (that is, U.S. Treasury
securities) plummeted, all courtesy of the COVID-19 pandemic.
So how does that set up the potential opportunity for high yield
investors in 2021? While the pandemic has accelerated the
secular struggles of segments of the U.S. economy, it has also
produced structural changes with new beneficiaries. And of
course, valuations are far less dislocated than they were for
much of last year, and that reality has implications for returns
expectations and portfolio positioning. But in assessing relative
valuations of key asset classes, we still favor the U.S. high yield

asset class, seeing a continuation of positive performance driven
by spread tightening and fading default losses through the
coming year, arising from a prospective U.S. economic recovery
that could be quite different than what we’ve seen coming out of
past recessions.
Putting the High Yield Rally in Perspective
One of the points we’ve made repeatedly over the last year has
been that the duration and quality of the U.S. high yield market
has shortened and improved (as gauged by the persistent
upward shift in ratings weights), respectively over the past 20
years. On the flip side, investment grade (IG) credit has become
longer in duration and of lower quality as most of the notional
amount of investment grade corporate credit sits in the lowest
rung of the BBB rating cohort. And that influences how we
consider the relative value picture of credit spreads in both
markets today against the historical record.
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Figure 1. Adjusting for Compositional Changes, the Spread Pickup Into High Yield
Looks Particularly Attractive versus Investment Grade
Data for the period December 31, 2001–December 31, 2020
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Source: ICE BofA US Corporate Index (IG), ICE BofA US High Yield Index (HY), and Lord Abbett. The chart shows adjusted spread differential on an absolute basis (in basis points) on
the left axis and as a multiple on the right. The spread histories of both the IG and HY indexes have been adjusted for changes in underlying index credit ratings, maturity breakdown,
and industry composition over time, so that the historical spreads are more directly comparable to today.
Past performance is not a reliable indicator or guarantee of future results. Due to market volatility, the asset classes depicted in this chart may not perform in a similar manner in
the future. For illustrated purposes only and does 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.

In Figure 1, courtesy of our Quantitative Research team, we
incorporate these contrasting evolutions in duration and quality
of both asset classes to adjust the reported spread history of
each market. Specifically, we adjust the spread histories of both
the ICE BofA U.S. Corporate Index (IG) and the ICE BofA U.S.
High Yield Index for the changes in ratings, maturity breakdown
and industry as they have evolved, so that the historical spreads
are more directly comparable to today. Prior to this cycle, the
last time this ratio of adjusted spread pickup into high yield to
adjusted IG index spreads was this high was in 2005 in the
wake of the sizeable downgrades of Ford and General Motors

that led to high volatility and market dislocations in the first half
of the year. Every cycle is different, but it’s worth noting that in
the 12 months that followed the 2005 episode, high yield
outperformed investment grade by 8.4%. Of course, any
thoughts on outperformance to follow have to reflect that yields
across fixed income are meaningfully lower today, but we expect
high yield outperformance nonetheless in the year ahead.
We should also note that many investors see the potential for
benchmark yields moving higher in 2021 as a headwind to fixed
income returns. As of January 5, 2021, interest-rate forwards
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show that investors expect the five-year and 10-year U.S.
Treasury yields to move higher by approximately 25 and 20 bps,
respectively, over the coming year. And on that measure, high
yield has far more carry to offset any price declines arising from
those projected increases in benchmark yields. For example, the
breakeven yield2 change for high yield over the coming one year
is approximately 125 bps versus just 21 bps for investment
grade, all else equal.
The (Backward Looking) Default Rate
Is Poised to Turn Lower
But how should we think about this relative attractiveness of
high yield in the context of defaults still to come? As of
December 31, 2020, the trailing 12-month speculative default

rate sat at 6.2% per JP Morgan data, far below the typical
10%-15% peaks we’ve seen in prior default cycles in recessions
over the last 30 years. And the pace of defaults (and for that
matter, volumes of debt that has moved into the “fallen angel”3
category and downgrades within high yield) has also slowed
materially to suggest a peak in the default rate may be visible on
the horizon. In Figure 2, we track the absolute and relative size
(by par value) of the ICE BofA U.S. Distressed Index, which
considers any performing issues trading at an option-adjusted
spread over 1000 bps as “distressed.” Think of this segment of
the market as the pool of potential default candidates. And here
we show it at the lowest levels (when scaled by the overall
market size) since late 2018 when the default rate was
much lower than it is today. Indeed, while the par value

Figure 2. The Percentage of the U.S. High Yield Market That is “Distressed”
Is the Lowest Since September 2018
Par value of U.S. distressed debt (left axis; billion US$) and ratio of distressed debt to the broad
U.S. high yield market (right axis) for the period December 31, 1996–December 31, 2020
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Source: ICE BofA US High Yield Index and ICE BofA US Distressed Index. In this context, “distressed” refers to issues with an option-adjusted spread of 1,000 basis
points (each basis point is one-one hundredth of a percentage point).
Past performance is not a reliable indicator or guarantee of future results. Due to market volatility, the asset classes depicted in this chart may not perform in a
similar manner in the future. For illustrated purposes only and does 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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of high yield debt considered distressed recently hit a higher
absolute total than we had in the early 2000’s recession, as a
portion of the outstanding market size, it’s been significantly
smaller; this distressed debt gauge also made a much quicker
recovery from cycle highs this time around.
Why is the aggregate par value of securities identified by the
market as at risk of default shrinking? First note that we had a
“mini-default cycle” in 2015–16 that witnessed the demise of
some of the weaker credits in sectors similarly at risk this year
(like Energy and Retail) default or restructure. So, the starting
cohort of names entering this cycle was arguably more durable
in a downturn. More importantly, the high yield primary market
has been buoyant with a record amount of new issuance in
2020. This has been very different than the experience of prior
recessions where capital rationing through a far less active new
issue market has proven to be a procyclical driver of defaults.
This time around, companies have been able to build cash on
hand to offset current cash burn and otherwise push out

maturities beyond 2021, effectively building a durable liquidity
bridge to the other side of the pandemic.
Can “Fallen Angels” Regain Their Wings?
With the prospect of a slowing pace of defaults, we expect a
reversal in another trend over coming years as we believe many
fallen angels from earlier this year will rise again. To be sure,
some fallen angels likely will struggle under idiosyncratic and
secular challenges, as we noted earlier. But as with other
recoveries, we expect “rising stars” (upgrades from high yield to
investment grade) to be a positive contribution to returns in the
year to come. In Figure 3, we track the cumulative outperformance of an index of fallen angels relative to the ICE BofA U.S.
High Yield BB Index after the turn in the credit cycles of 2002,
2008 and 2016, as well as 2020. As shown, the outperformance
can continue past just an initial recovery, and the 2020 recovery
in fallen angels may have room to run if history is any guide. For
some further context, consider that the ICE BofA Fallen Angel

Figure 3. Fallen Angels Have Potential to Outperform If History Is a Guide
Cumulative return difference between “fallen angels” (as defined) and entire BB-rated issue category for indicated periods
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Source: ICE BofA US Fallen Angel High Yield Index and the ICE BofA BB US High Yield Constrained Index. T=0 is defined as spread wide for each respective cycle:
October 11, 2002; December 19, 2008, February 11, 2016 and March 23, 2020.
Past performance is not a reliable indicator or guarantee of future results. Due to market volatility, the asset classes depicted in this chart may not perform in a
similar manner in the future. For illustrated purposes only and does 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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Figure 4. There May Still Be Some Room for CCCs to Catch Up to BBs
Cumulative return difference between CCC- and BB-rated issues for the indicated period
80%
Difference (2002 cycle)
70%

Difference (2008 cycle)
Difference (2016 cycle)

60%

Difference (2020 cycle)
50%
40%
30%
20%
10%
0%
-10%
-20%
0

25

50

75

100
125
150
175
Trading Days Post Cycle Spread Wides

200

225

250

Source: ICE BofA CCC US High Yield Constrained Index and the ICE BofA BB US High Yield Constrained Index. T=0 is defined as spread wide for each respective cycle: October 11, 2002; December 19, 2008, February 11, 2016 and March 23, 2020.
Past performance is not a reliable indicator or guarantee of future results. Due to market volatility, the asset classes depicted in this chart may not perform in a similar manner in the future. For illustrated purposes only and does 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.

Index ended 2020 at a price of $107.62, largely in line with the
BB High Yield Index at $107.36. Meanwhile the BBB Corporate
Index trades at a price of $115.48, suggesting material price
upside in those fallen angels that can regain BBB ratings in the
year(s) ahead.
More CCC Compression to Come?
As noted earlier, the CCC segment of the high yield market
has shrunk over time, reflecting the general uplift in composite
rating of the high yield market. Again, mindful of the secular
challenges many issuers and sectors will face given the structural
changes accelerated by the pandemic, we’ve taken a more
selective approach to underwriting credits in this cohort than just
broadly overweighting CCCs. But a simple look to the recovery of
prior periods of distress in Figure 4 suggests an index of CCCrated issues can compress to the broader market (admittedly
partially through an exit of defaulted candidates, but also as
default fears subside).

Note that the recovery of CCCs in this cycle is thus far lagging
what the historical record would suggest (as we saw with fallen
angels earlier), even with the outsized recovery of CCCs in
November and December. It wasn’t until well into the recovery
that started in March that CCCs started to rebound. We believe
this reflects the defensive positioning that remains in much of the
marketplace today as many investors have been braced for a far
stronger wave of defaults than has occurred. And of course,
absolute total returns in this cycle are somewhat constrained by
the reality that yields on benchmark U.S. Treasuries themselves
are close to zero. But the more important takeaway is that if other
cycles are any guide, the outperformance we have seen in lower
rated high yield potentially could continue, even if gains accumulate at a slower pace.
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An Unconstrained and Flexible Approach
Finally, with the ICE BofA BB US High Yield Constrained Index
reaching a price of $107.36 compared to a pre-pandemic 2020
high of $105.16, we argue that limited upside remains in legacy
high yield BBs given call constraints.4 So, while a BB/B oriented
high yield strategy has fared well during much of 2019 and
2020, we believe Figure 5 supports the argument for outperfor-

mance of a strategy that considers the full opportunity of high
yield over one restricted to BBs and Bs. Specifically, we track
the difference between the annualized return of the high yield
index over a five-year period versus the similar return measure of
a BB/B index. We note that over our period of study, the full high
yield market outperforms nearly 80% of the time over a rolling
five-year period.

Figure 5. The Broad High Yield Index Is Once Again Poised to Outperform BB/B Rated Issues Alone
Return difference of rolling 5-year annualized return of the broad high yield index to the BB/B index (both as defined),
December 31, 2004–December 31, 2020
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Source: Bloomberg Barclays U.S. Corporate High Yield Index and Bloomberg Barclays U.S. High Yield Ba/B 2% Issuer Cap Index.
Past performance is not a reliable indicator or guarantee of future results. Due to market volatility, the asset classes depicted in this chart may not perform in a similar manner in
the future. For illustrated purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the
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Summing Up
While investors in U.S. high yield are catching their breath after the remarkable market action of 2020, we still see the asset class as
attractive when compared to investment grade corporate credit. Adjusting for the evolution of quality, duration and industries
across both markets, we see the pickup into high yield credit when scaled by investment grade spreads as attractive as it has been
in 15 years.
Meanwhile, our reading of distressed debt levels and default rates indicates that pressures are easing on issuers in the lowest credit
tiers of high yield. We also see rationale for fallen angels to continue to outperform in 2021 given the potential ability for many issuers
to regain investment grade ratings in the year(s) ahead, just has occurred in prior economic recoveries.
In a wild and unpredictable 2020, a high yield strategy tilted toward high quality worked well. But a look at the return data in other
segments of high yield suggests that an unconstrained approach—one that considers the full high-yield market opportunity—may
potentially be is poised for outperformance in the coming year versus an approach focused on BB/B-rated credits.
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Trailing 12-month basis, based on data from JP Morgan.

Here is how a breakeven yield would come into play in this context:
Assuming a static credit spread, U.S. Treasury yields could rise as much as
125 bps and a high yield investor would get a “breakeven” 0% return (offset
by the starting yield), whereas with the investment-grade index, U.S.
Treasury yields only have to rise 21 bps to offset the starting yield.
2

“Fallen angels” is a term for bonds whose credit ratings have moved from
investment grade into the high yield category. Conversely, “rising stars” are
those bonds that have moved from below investment grade to investment
grade.
3

Some corporate bonds have an embedded call option that allows the
issuer to redeem the debt before its maturity date. Call-constrained bonds
are those trading above their current call price.
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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.
Statements concerning financial market trends are based on current market
conditions, which will fluctuate. There is no guarantee that markets will
perform in a similar manner under similar conditions in the future.
Forecasts and projections are based on current market conditions and are
subject to change without notice. Projections should not be considered a
guarantee.
This article 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.

Glossary of Terms
Carry represents the return (or premia) accruing to an investor from holding
a higher yielding security over a lower yielding security, assuming underlying
prices remain constant.
Spread is the percentage difference in current yields of various classes of
fixed-income securities versus Treasury bonds or another benchmark bond
measure. A bond spread is often expressed as a difference in percentage
points or basis points (which equal one-one hundredth of a percentage
point). The option-adjusted spread (OAS) is the measurement of the spread
of a fixed-income security rate and the risk-free rate of return, which is
adjusted to take into account an embedded option. Typically, an analyst
uses the Treasury securities yield for the risk-free rate.
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.
The Bloomberg Barclays U.S. Corporate High Yield Bond Index is a
market value-weighted index which covers the U.S. non-investment grade
fixed-rate debt market. The index is composed of U.S. dollar-denominated
corporate debt in Industrial, Utility, and Finance sectors with a minimum
$150 million par amount outstanding and a maturity greater than 1 year.
The index includes reinvestment of income.
The Bloomberg Barclays U.S. High Yield Index covers the universe of
fixed rate, non-investment grade debt. Eurobonds and debt issues from
countries designated as emerging markets (sovereign rating of Baa1/BBB+/
BBB+ and below using the middle of Moody’s, S&P, and Fitch) are
excluded, but Canadian and global bonds (SEC registered) of issuers in
non-EMG countries are included. Original issue zeroes, step-up coupon
structures, 144-As and pay-in-kind bonds (PIKs, as of October 1, 2009) are
also included. The Bloomberg Barclays U.S. High Yield Ba/B 2% Issuer Cap
Index is a ratings- and market cap-defined segment of the index.
Bloomberg Barclays Index Information:
Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark
and service mark of Bloomberg Finance L.P. and its affiliates (collectively
“Bloomberg”). BARCLAYS® is a trademark and service mark of Barclays
Bank Plc (collectively with its affiliates, “Barclays”), used under license.
Bloomberg or Bloomberg’s licensors, including Barclays, own all
proprietary rights in the Bloomberg Barclays Indices. Neither
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Bloomberg nor Barclays approves or endorses this material, or guarantees
the accuracy or completeness of any information herein, or makes any
warranty, express or implied, as to the results to be obtained therefrom and,
to the maximum extent allowed by law, neither shall have any liability or
responsibility for injury or damages arising in connection therewith.
The ICE BofAML U.S. High Yield Index is a capitalization-weighted index
of all US dollar denominated below investment grade corporate debt
publicly issued in the U.S. domestic market. The ICE BofA U.S. Fallen Angel
High Yield Index (bonds downgraded from investment grade to speculative
grade) is a subset of the ICE BofA U.S. High Yield Index. Another subset is
the ICE BofA U.S. Distressed Index, which includes any performing issues
trading at an option-adjusted spread (see definition above) over 1000 basis
points (a basis point is one-one hundredth of a percentage point).
The ICE BofA U.S. High Yield Constrained Index is a rules-based index
consisting of U.S. dollar-denominated, high yield corporate bonds for sale in
the U.S. The index is designed to provide a broad representation of the U.S.
dollar-denominated high yield corporate bond market. The index is a
modified market value-weighted index with a cap on each issuer of 2%.
returns also look compelling on a risk-adjusted basis. The ICE BofA CCC
U.S. High Yield Constrained Index and the ICE BofA BB U.S. High Yield
Constrained Index are ratings-specific subsets of the index.
ICE BofA Index Information:
Source: ICE Data Indices, LLC (“ICE”), used with permission. ICE PERMITS
USE OF THE ICE BofA INDICES AND RELATED DATA ON AN “AS IS”
BASIS, MAKES NO WARRANTIES REGARDING SAME, DOES NOT
GUARANTEE THE SUITABILITY, QUALITY, ACCURACY, TIMELINESS,
AND/OR COMPLETENESS OF THE ICE BofA INDICES OR ANY DATA
INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO
LIABILITY IN CONNECTION WITH THE USE OF THE FOREGOING, AND
DOES NOT SPONSOR, ENDORSE, OR RECOMMEND LORD, ABBETT &
CO. LLC., OR ANY OF ITS PRODUCTS OR SERVICES.
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 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 information provided herein is not directed at any investor or category
of investors and is provided solely as general information about our
products and services and to otherwise provide general investment
education. No information contained herein should be regarded as a
suggestion to engage in or refrain from any investment-related course of
action as Lord, Abbett & Co LLC (and its affiliates, “Lord Abbett”) is not
undertaking to provide impartial investment advice, act as an impartial
adviser, or give advice in a fiduciary capacity with respect to the materials
presented herein. If you are an individual retirement investor, contact your
financial advisor or other non-Lord Abbett fiduciary about whether any given
investment idea, strategy, product, or service described herein may be
appropriate for your circumstances.
The opinions in this article 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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