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Market Environment
The U.S. high yield bond market, as represented by the
BofA Merrill Lynch High U.S. Yield Index, generated a
2.73% return in October, reversing four straight months of
negative returns with the strongest monthly return for the
asset class since January 2012. The 5-year Treasury traded
in a 25 basis point range for the sixth month in a row and
closed at a monthly high of 1.52%, up from 1.36% at the
end of September. While another Fed meeting came and
went without a rate hike, the likelihood of a December
rate hike increased following hawkish comments from the
FOMC, causing rates to rise.
As of month end, Fed fund futures were predicting a 50%
chance of a rate hike at the December meeting. Until that
meeting, each macroeconomic number will be heavily
scrutinized but comments from the Fed suggest it will hike rates
unless economic numbers severely disappoint or the financial
markets become unraveled between now and the meeting.

Despite this strong performance, new issuance remained
muted with only $13 billion pricing, the second slowest
month of the year. Year-to-date issuance is now $264
billion, which is down 16% versus last year. Spreads
tightened by 68 basis points during the month to 597 basis
points over comparable Treasury bonds. After reaching
its highest levels since 2011 last month, the yield to worst
decreased 63 basis points and closed at 7.45%. The
average dollar price increased to $94.2 in October, up from
$92.2 in September.
The telecommunications sector performed most strongly
during the month, followed by technology and media,
while healthcare and services underperformed. Despite the
risk-on environment and higher Treasury yields, higherquality high yield outperformed lower quality, continuing
the trend experienced throughout the year. The BB quality
tier returned 3.34%, while the B and CCC and below tiers
returned 2.60% and 1.05%, respectively. The CCC and
below tier has underperformed the broader market in

Reversing a seven-month streak of outflows, high yield

14 of the past 16 months and remains down nearly 14%

mutual funds experienced very heavy inflows of $7.6 billion,

since June 30, 2014. Year to date, the BB quality tier has

the fourth largest total on record. Exchange traded funds

outperformed with a 2.38% return compared to a return

were the largest beneficiary of the inflows and contributed

of -0.14% for the B tier and -6.16% for the CCC and below

to the strong price action for high yield bonds during the

tier. Moody’s Investor Services reports the U.S. issuer-

month. Year-to-date net outflows declined to just $2 billion

weighted trailing 12-month default rate ended September

following the record month of October.

at 2.5% and forecasts one-year forward default rates to
continue inching higher to 3.8% in September of 2016.
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BofA ML U.S. HIGH YIELD INDEX
CHARACTERISTICS AT 10/31/2015

HYPOTHETICAL OUTCOMES
AT 10/31/2016

Scenario 1

Scenario 2

Scenario 3

Scenario 4

Default Rate

2.5%

3.8%

3.8%

5.0%

4.0 years

Expected Recovery

40%

40%

40%

35%

Spread to Worst

597 bps

Spread Change (bps)

Yield to Worst

7.45%

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

Current Yield

7.21%

5-Yr U.S. Treasury Yield

1.52%

Price

$94.19

Duration

-122

-72

3

253

48

23

73

-52

% Chg from Defaults

-1.35%

-2.06%

-2.06%

-2.96%

% Chg from Spreads

4.88%

2.88%

-0.12%

-10.12%

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

-1.92%

-0.92%

-2.92%

2.08%

Expected Current Yield

7.03%

6.94%

6.94%

6.85%

Hypothetical Return

8.64%

6.84%

1.84%

-4.15%

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

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

Below, we present four scenarios that illustrate forecasted

(3.8%) and recovery rates maintain long-term averages (40%).

one-year returns for the U.S. high yield bond market in

In this scenario, moderate U.S. economic growth is offset by

varying market environments. The scenarios examine changes

slowing global growth, specifically from Europe and China where

in default rates, recovery rates, spreads, and Treasury yields

rates remain low due to quantitative easing policies, causing

to depict forecasted returns for the overall U.S. high yield

the Fed to forestall the first rate hike until 2016. The yield of the

market. These returns do not represent actual performance,

5-year Treasury rises modestly to 1.75% and spreads tighten by

are not guaranteed, and serve only to illustrate possible total

72 basis points to 525. This scenario generates a hypothetical

returns for changes in the four variables. An investor’s actual

return of 6.8% for the next 12 months.

performance may differ dramatically from these forecasts
depending on many factors.

Scenario 3: Defaults and recovery rates are the same as
Scenario 2, but 5-year Treasury rates ratchet up to 2.25% as

Scenario 1: In this scenario, the economy continues to expand

wage inflation finally emerges; consumers begin spending

quicker than expected, leading to unchanged defaults (2.5%)

more of their wealth; and the Fed either becomes more

while recoveries maintain long-term averages (40%). With an

vigilant about inflation, suggesting more methodical rate

improving economy, spreads tighten to 475 basis points in this

hikes, or the market perceives the Fed to be behind the curve

scenario but are offset by 5-year Treasury rates rising to 2.00%

in its rate hikes, leading to higher inflationary expectations.

as the Fed embarks on a patient series of rate hikes in the next

Spreads widen modestly by 3 basis points to 600 basis points

year. In this bullish scenario, the high yield market generates a

as a stronger U.S. economy is offset by fears of even higher

hypothetical total return of 8.6% over the next 12 months.

interest rates. In this scenario, the carry return more than
offsets the loss from defaults, higher interest rates, and
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widening spreads to generate a hypothetical return of 1.8%,

Typically, in months when the high yield market rallies as strongly

which would generate sizeable excess returns over Treasurys

as it did in October, lower quality bonds outperform as investors

with comparable maturities.

add riskier securities. However, higher quality outperformed
in October, extending the trend of the past 16 months and

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

highlighting the bifurcation between securities that investors

slowdown materializes causing default rates to tick higher to

want to own and those they continue to shun. This is another

5.0%, while recovery rates decline to 35%. In this scenario, a

example of why we believe the credit cycle is advancing and is

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

in its latter innings. A high level of debt-financed merger-and-

shocks through the high yield market as likely energy bond

acquisition activity, a lower percentage of issuance proceeds

default expectations increase for 2016 when hedges run off

being used for refinancing, a flatter yield curve, and a decline

and liquidity becomes more challenging or general economic

in credit available to energy issuers from banks further our view

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

that this cycle is in an advanced stage. While we expressed

on recession. Spreads widen significantly to 850 basis points as

a more constructive view on the high yield asset class in last

market liquidity becomes challenged and 5-year Treasury rates

month’s outlook, the nearly 3% rally in October has tempered

rally back to 1.0%. In this bear case scenario, the hypothetical

that view to some extent.

return would be -4.2%.
At a current spread of 585 basis points, the market continues

Outlook
With high yield valuations ending September at levels not
seen since 2011, investors finally returned to the asset class
emboldened by stabilizing data from China, better-than-feared
U.S. corporate earnings, and a patient Fed still refraining from
its first rate hike. Flows into the asset class propelled liquid “ETF
bonds” higher as the market was flooded with “offers wanted”
lists to invest the inflows. As we discussed last month, a number

to price in a default rate that is considerably higher than longrun averages. This supports the view that high yield still looks
attractive over the next year, especially compared to other fixed
income alternatives. Investors should be prepared for continued
risk-on and risk-off periods given the likelihood of a new Fed rate
hiking cycle as well as global economic uncertainty. In our opinion,
investors who are patient and risk-tolerant should be adequately
rewarded for an allocation to high yield at current levels.

of potential headwinds were priced into valuations. At least for
October, the market discounted these downside concerns.

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. Quantitative easing refers to central bank bond buying activities.
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