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Market Environment
The U.S. high yield bond market, as represented by the
BofA Merrill Lynch High Yield Index, generated a 1.14%
return in October, recouping a portion of September’s 2%
selloff. During the first two weeks of October, volatility was
abnormally high as equities sold off nearly 10%, 10-year
Treasury bonds rallied through a 2% intra-day yield, and oil
prices breached $80 for the first time since 2009. The high
yield market was not immune to the volatility and sold off
another 1% in the first two weeks of the month.
Sentiment turned dramatically mid-month. The high yield
market rallied 2% in the last two weeks of October, as Ebola
headlines dissipated, the ECB and BOJ announced balance
sheet expansion programs, and inflation expectations
ratcheted lower, giving investors confidence that the Fed
would not hike rates prematurely. However, the rally was
dominated by higher-quality issuers, while the CCC and
below segment underperformed. The 5-year Treasury, which
had reached a 1.20% intra-day yield, ended the month at
1.61%, versus 1.76% at the end of September.
Although falling short of September’s yearly high,
October’s new issuance totaled nearly $29 billion. Spreads
tightened by 11 basis points during the month to +443
basis points over comparable Treasury bonds. The yield
to worst decreased by 29 basis points to 5.85%, which is
100 basis points higher than the all-time lows of 4.85%
set in June. The average dollar price increased to $102.5 in
October, up from $101.8 in September.

For the fourth month in a row, lower-quality bonds
underperformed in October. The CCC and below segment
returned -0.67%, while the BB and B quality tiers returned
1.96% and 0.95%, respectively. Year to date, BB returns of
6.60% exceed both B (+4.03%) and CCC (+1.61%) returns.
According to Moody’s Investors Service, the U.S. issuerweighted trailing 12-month default rate ended September
at 1.7%. The ratings agency forecasts one-year forward
default rates to start inching higher and to reach 2.8% in
September of 2015.

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 economy expands quicker
than expected, leading to unchanged defaults (1.7%),
while recoveries maintain long-term averages (40%). With
an improving economy, spreads tighten to +350 basis
points in this scenario but are offset by 5-year Treasury
rates rising to 2.25% as the taper concludes and the first
Fed rate hike occurs. In this bullish scenario, the high yield
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BofA ML U.S. HIGH YIELD INDEX
CHARACTERISTICS AT 10/31/2014

HYPOTHETICAL OUTCOMES
AT 10/31/2015

Scenario 1

Scenario 2

Scenario 3

Scenario 4

Price

$101.46

Default Rate

1.70%

2.80%

2.80%

4.00%

Duration

3.95 yrs

Expected Recovery

40%

40%

40%

35%

Spread to Worst

443 bps

Spread Change (bps)

-93

-43

+7

+207

Yield to Worst

5.85%

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

+64

+39

+89

+36

Current Yield

6.81%

% Chg from Defaults

-1.06%

-1.75%

-1.75%

-2.70%

5-Yr U.S. Treasury Yield

1.61%

% Chg from Spreads

3.67%

1.70%

-0.28%

-8.18%

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

-2.53%

-1.54%

-3.52%

1.42%

Expected Current Yield

6.69%

6.62%

6.62%

6.54%

Hypothetical Return

6.78%

5.03%

1.08%

-2.92%

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.

market generates a hypothetical total return of 6.8% over

650 basis points and 5-year Treasury rates rally back to 1.25%.

the next 12 months.

In this scenario, the hypothetical return would be -2.9%.

Scenario 2: Default rates are in line with Moody’s projections

Outlook

(2.8%) and recovery rates maintain long-term averages (40%).
In this scenario, spread tightening of 43 basis points to +400
basis points is offset by 5-year Treasury rates rising by 39 basis
points to 2.00%. This scenario generates a hypothetical return
of 5.0% for the next 12 months.
Scenario 3: Defaults and recovery rates are the same as
Scenario 2, but 5-year Treasury rates ratchet up to 2.50%,
while spreads stay fairly constant at 450 basis points. In this
scenario, the carry return more than offsets the loss from
defaults and interest rate increases to generate a hypothetical
return of 1.1%, which would generate positive excess returns
over Treasurys with comparable maturities.
Scenario 4: In our worst case scenario, the economy does not
expand as expected and default rates tick higher to 4.0%, while
recovery rates decline to 35%. Spreads widen significantly to

As yields approached 6.5%, investor sentiment turned midmonth and the high yield market rallied 2% in the last two
weeks of October. As investor concerns about higher interest
rates lessened, longer-duration, higher-quality paper led the
recovery. Credit differentiation is becoming more pronounced
as investors shun lower-quality fundamentally underperforming
credits for higher-quality credits.
With Moody’s expecting default rates to start inching higher
over the next year, we believe credit selection will become
even more critical. Reflecting expectations of higher default
rates and reduced liquidity due to a more risk-averse dealer
community, our outlook for the high yield asset class is
somewhat less constructive than it was earlier in the year.
Our view on Treasury rates remain unchanged. Now that the
taper is complete, we believe the market will continue to price
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in the likelihood of the first Fed rate hike in 2015, leading
to more curve flattening given the strong demand dynamics
and geopolitical concerns that continue to influence the long
end of the Treasury market. At current spreads, the high yield
market does have some cushion to absorb these higher rates,
making the asset class look attractive relative to other fixedincome alternatives. However, we continue to expect most of
the performance to be generated from coupon income and not
price appreciation and for credit selection to be the key driver
of alpha generation over the next 12 months.

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. 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.
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