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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 1.52%
return in August, recouping over half of July’s selloff in price.
Treasury rates continued to be supportive of the high yield
asset class due to a number of factors including geopolitical
issues in the Middle East and Ukraine, speculation of the
ECB embarking on a quantitative easing program, weaker
European macroeconomic results keeping European
sovereign rates low (German 10-year below 1%), and dovish
comments from Chair Yellen in Jackson Hole.
Additionally, following the selloff in the high yield asset
class in July due to retail outflows, demand returned in
August primarily from institutional buyers. Buyers returned
due to yields approaching 6%, yet issuer fundamentals and
expected default rates remained unchanged while spreads
widened with the rally in treasury rates. The 5-year Treasury
yield declined by 13 basis points during the month, closing at
1.63%. Spreads tightened by 23 basis points to +400 basis
points over comparable Treasurys, recouping around half
of July’s widening. The yield to worst declined by 42 basis
points to 5.33%, still remaining about 50 basis points higher
than the all-time low of 4.85% set in June. The average
dollar price increased to $104.5 in August which was an
increase from $103.5 in July.
Despite the rally, lower credit quality bonds underperformed
in August, with the CCC and below segment generating a
0.87%, while BB and B quality tiers generated returns of
1.86% and 1.39%, respectively. Year to date, BB returns of
6.62% exceed both B (5.09%) and CCC (5.38%) returns.

According to Moody’s Investors Service, the U.S. issuerweighted trailing 12-month default rate ended July at 1.8%.
Moody’s forecasts one-year forward default rates to start
inching higher to 2.9% in July 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 (2.0%), while
recoveries maintain long-term averages (40%). With an
improving economy, spreads tighten to +300 basis points in
this scenario but are offset by 5-year Treasury rates rising to
2.25% as the taper concludes and more talk of the first Fed
rate hike intensifies. In this bullish scenario, the high yield
market generates a hypothetical total return of 6.7% over the
next 12 months.
Scenario 2: Default rates are in line with Moody’s projections
(2.9%), and recovery rates maintain long-term averages
(40%). In this scenario, spread tightening of 50 basis points to
+350 basis points is offset by 5-year Treasury rates rising by
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CHARACTERISTICS AT 8/31/2014

HYPOTHETICAL OUTCOMES
AT 8/31/2015

Scenario 1

Scenario 2

Scenario 3

Scenario 4

Price

$104.50

Default Rate

2.00%

2.90%

2.90%

4.00%

Duration

3.73 yrs

Expected Recovery

40%

40%

40%

35%

Spread to Worst

400 bps

Spread Change (bps)

-100

-50

+0

+200

Yield to Worst

5.33%

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

+62

+37

+87

-38

Current Yield

6.74%

% Chg from Defaults

-1.29%

-1.87%

-1.87%

-2.78%

5-Yr U.S. Treasury Yield

1.63%

% Chg from Spreads

3.73%

1.87%

0.00%

-7.46%

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

-2.31%

-1.38%

-3.25%

1.42%

Expected Current Yield

6.61%

6.54%

6.54%

6.47%

Hypothetical Return

6.73%

5.16%

1.43%

-2.35%

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.

37 basis points to 2.00%. This scenario generates a hypothetical

continued to be supportive of the asset class. High yield new

return of 5.2% for the next 12 months.

issuance, which slowed dramatically in August, is expected to

Scenario 3: Defaults and recovery rates are the same as

reemerge considerably in September with estimates between

Scenario 2, but 5-year Treasury rates ratchet up to 2.50%,

$30-50 billion which could eclipse last September’s monthly

while spreads stay constant at 400 basis points. In this scenario,

record of $47 billion. With this expected new supply, continued

the carry return more than offsets the loss from defaults

geopolitical risks, the taper program almost complete, and the

and interest rate increases to generate a hypothetical return

strong market rebound in August, we expect September returns

of 1.4%, which would generate positive excess returns over

to be more muted as the market digests all of the new data.

Treasurys with comparable maturities.

Our view on interest rates remains unchanged as we expect Fed

Scenario 4: In our worst case scenario, the economy does not

tapering to end this fall and the Treasury market to continue to

expand as expected and default rates tick higher to 4.0%, while

price in the first rate hike in 2015. Despite more aggressive new

recovery rates decline to 35%. Spreads widen significantly to

issuance and looser covenants of late, we do not believe we

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

are at an inflection point in the credit cycle but are continually

In this scenario, the hypothetical return would be -2.4%.

monitoring the environment for signs of a turning point.

Outlook

Given the strong fundamentals and our view on Treasury rates,

Following the first negative total return month of the year in

we believe that the high yield asset class looks attractive relative

July, the high yield asset class proved its resiliency yet again

to other fixed income alternatives over the next 12 months

by rebounding in August with a 1.5% return. The Treasury

but would expect total returns to be generated primarily from

curve rallied and flattened as a combination of geopolitical

coupon income, not price appreciation.

risks, weak Euro macro numbers, and dovish Fed comments
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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
invest¬ment 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
profession¬al/sophisticated investors and it is for their exclusive use and information. This document should not be shown to or given to
retail investors.
Dovish refers to economic policy that supports low interest rates to keep inflation in check.
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