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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 -1.76% return in
August, marking the third straight month of negative returns
for the asset class. Despite this selloff, high yield outperformed
many other risky assets as the S&P 500 Index sold off over
6%, narrowing the disparity between the recent widening in
credit spreads. With uncertainty emanating from the Chinese
yuan devaluation and the subsequent Chinese equity market
correction over 12%, U.S. risk assets were also impacted from
the prevailing view of a possible slowdown in global economic
growth. Oil prices plummeted below $40 before rebounding
near month end to essentially unchanged levels as rhetoric
picked up concerning an emergency OPEC meeting and a
bullish drawdown in U.S. crude inventories during the last
week of August.
The 5-year Treasury traded in a 25 basis point range for the
fourth month in a row and closed at 1.55%, moderately
higher than the end of July after having reached 1.37%
during the worst of the equity selloff. Given the recent
market turmoil, the consensus view on the timing of the first
Fed rate hike has been pushed back with December now the
highest probable outcome according to Fed funds futures.

slowest month since the start of 2012. Spreads widened
by 31 basis points to +576 basis points over comparable
Treasurys and have now widened by 106 basis points since
May 31. High yield underperformed U.S. Treasurys by over
150 basis points during the month and by over 100 basis
points year to date. The yield to worst increased 39 basis
points and closed at 7.30%, the highest level since 2012. The
average dollar price decreased in August to the lowest level
since 2011 at $95.1, down from $97.2 in July.
With the continued volatility in oil prices, the high yield
energy sector severely underperformed yet again with a
loss of 7%, with exploration and production names down
9%. Overall the BB quality tier outperformed with a -1.25%
return, while the B and CCC and below tiers returned
-1.92% and -2.97%, respectively. The CCC and below tier
has underperformed the broader market in 12 of the last 14
months and is down nearly 12% since June 30, 2014. Year to
date, the BB quality tier outperformed with a 1.11% return
compared to 0.38% and -4.04% for B and CCC segments.
According to Moody’s Investors Service, the U.S. issuerweighted trailing 12-month default rate ended July at 2.2%
and is forecasting one-year forward default rates to continue
inching higher to 3.0% in July of 2016.

However, given the continued strong economic numbers
from the U.S., Fed commentary still leaves a meaningful

Hypothetical Scenarios

chance of a rate hike in September if the markets cooperate.

Below, we present four scenarios that illustrate forecasted
one-year returns for the U.S. high yield bond market in

High yield fund flows reported their sixth month in a row

varying market environments. The scenarios examine

of outflows, with $3 billion leaving the asset class. New

changes in default rates, recovery rates, spreads, and

issuance was anemic at $11 billion, making August the third

Treasury yields to depict forecasted returns for the overall
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BofA ML U.S. HIGH YIELD INDEX
CHARACTERISTICS AT 8/31/2015

HYPOTHETICAL OUTCOMES
AT 8/31/2016

Scenario 1

Scenario 2

Scenario 3

Scenario 4

Price

$95.14

Default Rate

2.2%

3.0%

3.0%

5.0%

Duration

4.2 yrs

Expected Recovery

40%

40%

40%

35%

Spread to Worst

576 bps

Spread Change (bps)

-126

-76

24

+224

Yield to Worst

7.30%

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

+45

-5

+70

-55

Current Yield

7.14%

% Chg from Defaults

-1.21%

-1.65%

-1.65%

-3.01%

5-Yr U.S. Treasury Yield

1.55%

% Chg from Spreads

5.29%

3.19%

-1.01%

-9.41%

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

-1.89%

0.21%

-2.94%

2.31%

Expected Current Yield

6.98%

6.93%

6.93%

6.78%

Hypothetical Return

9.17%

8.67%

1.32%

-3.32%

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.

U.S. high yield market. These returns do not represent actual

rally to 1.50% and spreads tighten by 76 basis points to +500.

performance, are not guaranteed, and serve only to illustrate

This “Goldilocks” scenario generates a hypothetical return of

possible total returns for changes in the four variables. An

8.7% for the next 12 months.

investor’s actual 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, the consumer begins spending

quicker than expected, leading to unchanged defaults (2.2%)

their wealth, and the Fed either becomes more vigilant about

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

inflation (initially raising rates in late 2015) or the market

an improving economy, spreads tighten to +450 basis points

perceives the Fed to be behind the curve in their rate hikes.

in this scenario, but are offset by 5-year Treasury rates rising

Spreads widen modestly by 24 basis points to 600 basis

to 2.00% as the Fed embarks on a series of rate hikes which

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

begin in late 2015. In this bullish scenario, the high yield

higher interest rates. In this scenario, the carry return more

market generates a hypothetical total return of 9.2% over the

than offsets the loss from defaults, higher interest rates, and

next 12 months.

widening spreads to generate a hypothetical return of 1.3%
which would generate sizeable excess returns over Treasurys

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

with comparable maturities.

(3.0%) and recovery rates maintain long-term averages (40%).
In this scenario, moderate U.S. economic growth is offset by

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

slowing global growth, specifically from Europe and China where

slowdown materializes and causes the default rates to tick

rates remain low due to quantitative easing policies, causing the

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

Fed to forestall the first rate hike into 2016. 5-year Treasury rates

scenario, a global slowdown leads to prolonged lower oil prices
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which sends shocks through the high yield market as likely

of 7% more than compensates investors for these continued

energy bond default expectations increase for 2016 when

headwinds as illustrated in the previous hypothetical examples.

hedges run off and liquidity becomes more challenging or
general economic conditions in the U.S. disappoint and the U.S.

While we have recommended patience through the selloff, we

economy teeters on recession. Spreads widen significantly to

believe that the recent spread widening offers opportunities

800 basis points as market liquidity becomes challenged and

for long-term risk tolerant investors with a bucket for high

5-year Treasury rates rally back to 1.0%. In this scenario, the

yield to consider investing in the asset class. We believe market

hypothetical return would be -3.3%.

volatility will persist for the balance of the year as we get
closer to the Fed “liftoff” from zero rates which we’ve never

Outlook
Volatility ramped up in the U.S. equity market in August as
the fallout from the Chinese yuan devaluation and subsequent
Chinese equity market selloff proved too much for investors,
causing a significant selloff. High yield and the credit markets
experienced material spread widening prior to the equity
selloff, which some viewed as an early indication of possible

experienced before. Macroeconomic data will become more
scrutinized as will any communication from the Fed on the
timing and speed of future rate hikes. Because of these factors,
we would expect continued periods of “risk off, risk on” but
feel long-term risk tolerant investors are being adequately
compensated at current levels. Security selection remains
paramount to success as we experience continued volatility.

trouble for the equity markets. Headwinds remain for the
asset class including renewed concerns on a global economic
slowdown, prolonged lower commodity prices, a stronger U.S.
dollar impacting multi-national revenues, the timing and pace
of a Fed rate hike, possible debt ceiling and government shut
down fears, and declining issuer fundamentals, albeit from
peak levels.
Due to these headwinds, the high yield market has sold off
substantially to yield and spread levels not seen since 2012.
While we don’t expect many of these issues to be resolved
in the near term, an economic environment that supports
3% defaults, a spread of 576 basis points and a yield wide

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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