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Market Environment

issue activity has slowed dramatically over the past two months

The U.S. high yield bond market, as represented by the BofA

with $16 billion of new deals pricing in both October and

Merrill Lynch High U.S. Yield Index, returned -0.39% in

November, down from September’s $37 billion of issuance.

November, the first negative monthly return since January.

Year-to-date new issuance totals $267 billion, which is off from

Year to date, the high yield market has now generated a return

last year’s $289 billion year-to-date pace. The yield to worst

of 15.22%, which is on pace to be the high yield market’s third

increased 24 basis points to close at 6.57% after touching

best year in the past twenty years. This year-to-date return is

5.95% in October, which was the lowest reading since May

surpassed only by 2003 (when the markets recovered from the

of 2015. For the first time since January, November marked

WorldCom fraud) and 2009 (as the U.S. economy emerged

the second straight month of higher yields. The average dollar

from the Great Recession).

price declined to $98.1 in November, down from $99.1 in
October.

High yield spreads tightened by 22 basis points, ending the
month at 480 basis points over comparable Treasury bonds,

Following an OPEC agreement to cut production—which led

which is more than 400 basis points tighter than the market

oil prices to approach $50 again—the energy – exploration-

lows in mid-February. However, the bigger story for the month

and-production industry was the leading performer, up 1.4%.

was the spike in interest rates following the surprise results of

Metals and mining (+1.4%) and wireless telecom (+1.3%) also

the U.S. election. With the expectation of debt-financed fiscal

outperformed, while healthcare facilities (-3.5%), pharma

spending, the market priced in a significant increase in inflation

(-2.7%) and packaging (-2.4%) all lagged.

expectations, which helped move the 5-year Treasury higher
by 53 basis points to 1.84%. This was the largest one-month
move in 5-year rates since December 2010 and the beginning
of QE2. Additionally, the curve steepened with 10-year
Treasury bonds widening to 2.38% on higher expectations
for both growth and inflation. At the end of November, the
market was pricing in 100% certainty of a 25-basis point Fed
hike in December, up from a 70% probability last month, as
well as two hikes in 2017, up from one in October.

Lower-quality high yield outperformed higher-quality with the
CCC and below tier outperforming for the ninth month in a
row due to reduced interest rate sensitivity. The BB quality tier
underperformed with a -0.92% return, while the B tier and
CCC and below tier returned 0.02% and 0.53%, respectively.
Year to date, the CCC and below tier is up 31.53%, outpacing
both the BB tier (11.62%) and the B tier (14.62%). According
to Moody’s Investors Service, the U.S. issuer-weighted trailing
12-month default rate ended October at 5.6%, which was

Following $3.0 billion of outflows in October, high yield mutual

up from 5.4% in September. Excluding energy and metals a

funds experienced outflows of $4.0 billion during November,

mining, J.P. Morgan calculates defaults at just 0.5% for the

bringing year-to-date inflows down to just $3.2 billion. New

past 12 months.
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BAML U.S. HIGH YIELD INDEX (H0A0)
CHARACTERISTICS AT 11/30/2016

HYPOTHETICAL OUTCOMES
AT 11/30/2017

Scenario 1

Scenario 2

Scenario 3

Scenario 4

Price

$98.14

Default Rate

3.5%

4.5%

4.5%

7.5%

Duration

4.1 years

Expected Recovery

40%

35%

35%

25%

Spread to Worst

480 bps

Spread Change (bps)

-80

20

45

320

Yield to Worst

6.57%

5-Yr U.S. Treasury Yield Change (bps)

16

-9

41

-84

Current Yield

6.65%

% Chg from Defaults

-2.03%

-2.84%

-2.84%

-5.49%

5-Yr U.S. Treasury Yield

1.84%

% Chg from Spreads

3.25%

-0.81%

-1.83%

-12.99%

-0.65%

0.37%

-1.66%

3.41%

Expected Current Yield

6.42%

6.35%

6.35%

6.15%

Hypothetical Return

6.98%

3.06%

0.02%

-8.92%

% Chg from 5-Yr U.S. Treasury Yield

Returns do not represent actual performance, are not guaranteed, and serve only to illustrate possible total returns for
changes in the four variables. An investor’s actual performance may differ dramatically from these forecasts depending on
many factors.

Hypothetical Scenarios
Below, we present four scenarios that illustrate forecasted
one-year returns for the U.S. high yield bond market in
varying market environments. The scenarios examine changes
in default rates, recovery rates, spreads, and Treasury yields
to depict forecasted returns for the overall U.S. high yield
market. These returns do not represent actual performance,
are not guaranteed, and serve only to illustrate possible total
returns for changes in the four variables. An investor’s actual
performance may differ dramatically from these forecasts
depending on many factors.
Scenario 1: In this scenario, the global economy expands
quicker than expected, leading to lower defaults (3.5%)
and better recoveries (40%) than current readings. With an
improving economy and higher commodity prices, spreads
tighten to 400 basis points, which is 50 basis points above
the tightest levels in 2014. This tightening is offset by 5-year
Treasury rates rising to 2.00% as Fed messaging continues
to indicate the central bank is likely to patiently raise rates a
couple of times over the next year. In this bullish scenario, the

high yield market generates a hypothetical total return of 7.0%
over the next 12 months.
Scenario 2: Default rates are in line with current estimates and
long-term averages (4.5%) and recovery rates improve from
recent levels (35%). In this scenario, moderate U.S. economic
growth is offset by slowing global growth and sovereign rates
remaining low due to quantitative easing policies, causing
the Fed to raise rates more slowly than expected to avoid
strengthening the U.S. dollar too abruptly. Commodity prices
continue to move moderately higher. The yield of the 5-year
Treasury decreases to 1.75% and spreads widen by 20 basis
points to 500, 50 basis points below long-term averages. This
scenario generates a hypothetical return of 3.1% over the next
12 months.
Scenario 3: Defaults and recovery rates are the same as
Scenario 2, but 5-year Treasury rates ratchet up to 2.25% as
wage inflation finally emerges; consumers begin spending
more of their wealth; fiscal spending kicks in; and the Fed
either becomes more vigilant about inflation, suggesting more
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methodical rate hikes, or the market perceives the Fed to be

have adjusted their costs structures to survive a considerably

behind the curve in its rate hikes, leading to higher inflationary

lower oil price environment. However, these positive factors

expectations. Spreads widen modestly by 45 basis points to

were offset (mostly in higher quality BB rated bonds) by 5-year

525 basis points as a stronger U.S. economy is offset by fears

U.S. Treasury rates jumping by 50 basis points, which was the

of even higher interest rates. In this scenario, the return from

biggest one-month move since 2010 and QE2. Fund flows

carry offsets the loss from defaults and higher interest rates to

were negative as fears of higher rates turned to concerns

generate a hypothetical return of 0.2%, which would generate

about the continuation of the search for yield and carry trade.

sizeable excess returns over Treasurys with comparable

Two factors we have discussed recently in prior Outlooks—(1)

maturities.

increased hedging costs of foreign investors in U.S. credit and
(2) declining coupons leading to less cushion for a backup in

Scenario 4: In our worst case scenario, the global economic

interest rates or spreads—had material impacts on returns.

slowdown intensifies and commodity prices languish, causing
default rates to move higher to 7.5%, while recovery rates

Although we are officially out of an earnings recession (based

maintain their current level of 25%. In this scenario, a global

on third quarter earnings for S&P 500 constituents), high yield

slowdown leads to lower-for-longer oil prices, sending shocks

fundamentals remain challenged with default rates above long-

through the high yield market as likely energy bond default

term averages and leverage levels near 2000 telecom highs.

expectations increase for 2017 as hedges continue to run off

Technicals, which had been a tremendous tailwind earlier in the

and liquidity becomes more challenging or general economic

year, have reversed as investors have looked to lock in returns,

conditions in the U.S. disappoint and the U.S. economy teeters

in what is shaping up to be the third best year for high yield

on recession. Spreads widen to 800 basis points as market

since 1996.

liquidity becomes more challenged and 5-year Treasury rates
rally to 1.00%. Another round of U.S. quantitative easing is

These offsetting factors have led to a large divergence in

contemplated, which temporarily places a floor on how low risk

2017 expected returns. Leading high yield sell-side strategists

assets fall. In this bear case scenario, the hypothetical return

have shared expectations ranging from a low of -2.7% to a

would be -8.9%.

high of 8%. With spreads below long-run averages and the
strong technical picture moderating, we remain tempered in
our return expectations for the asset class over the next year.

Outlook

However, barring an unexpected U.S. recession, we would

After a fairly quiet, low volatility autumn, the U.S. presidential

expect any selloff to be moderate due to supportive central

election handed the markets another surprise in favor of the

banks around the globe as well as continued low global rates

populists. Despite an initial reaction to sell risk, the markets

driving investors to seek relative opportunities.

abruptly reversed course and rallied with renewed hopes
that fiscal stimulus would inject further growth into the U.S.

In this environment, we remain overweight industries that we

economy. Additionally, an OPEC agreement on production

believe will still generate solid fundamentals absent a robust

cuts caused oil prices to spike near $50 at month end, which

U.S. economy and underweight those industries that are more

was a positive for high yield energy issuers, many of which

secularly challenged. Additionally, we continue to focus on
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“rising stars” (high yield issuers that we believe the rating
agencies will upgrade to investment grade in the near term).
Pinpointing these opportunities before the agencies has proven
to be a significant source of alpha historically. While we
certainly are cognizant of the strong technical demand for the
asset class, we remain dedicated to vigilant bottom-up credit
analysis, including a highly selective approach to holdings in
the CCC and below tier. Careful risk-adjusted security selection
will be critical to relative performance over the next year.

The opinions referenced are as of the date of publication and are subject to change due to changes in the market or economic conditions and
may not necessarily come to pass. Information contained herein is for informational purposes only and should not be considered investment
advice. The information in this report should not be considered a recommendation to purchase or sell any particular security.
The BofA Merrill Lynch U.S. High Yield Index is an unmanaged index of U.S. high yield debt securities. The S&P 500 is considered generally
representative of the large-cap U.S. equity market. Unmanaged index returns assume reinvestment of any and all distributions and do not reflect
any fees, expenses or sales charges. Investors cannot invest directly in an index.
Investments in high-yield securities include interest rate risk and credit risk. Outside the U.S., this presentation is directed only at professional/
sophisticated investors and it is for their exclusive use and information. This document should not be shown to or given to retail investors.
Duration is a measure of interest rate sensitivity, with higher duration indicating greater sensitivity to changes in interest rates. Spread to worst
is a measure of the variation of returns within a specific market or between different markets, comparing the best and worst performer. Yield
to worst is the lowest potential yield of a bond, absent default. Quantitative easing refers to central bank bond buying activities. QE2 is an abbreviation for Quantitative Easing 2, the round of quantitative easing announced by the Federal Reserve in November of 2010.
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