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Market Environment
Despite intra-month volatility due to Brexit, the high yield
asset class generated a positive return in June, the fifth
consecutive month of gains. Although market participants
sold off “risk” assets in the two days following the Brexit vote,
oil prices rallied back to close the month near $50, providing
a continued tailwind to commodity-related issuers. The high
yield asset class was further supported by the significant
decline in Treasury yields, which maintained their levels even
with the late-month bounce in “risk” assets.
The U.S. high yield bond market, as represented by the BofA
Merrill Lynch High U.S. Yield Index, returned 1.08% in June
and has now generated a year-to-date return of 9.32%. With
this monthly return, the high yield market is now up over 15%
since mid-February, which puts 2016 on pace to be the best
year for the asset class since 2009. High yield spreads widened
by 25 basis points, ending the month at 631 basis points over
comparable Treasury bonds and 257 basis points tighter than
mid-February market lows. The 5-year Treasury traded in at
least a 20 basis point range for the fourteenth month in a row,

the year-to-date total to $155 billion, which is down from
2015’s year-to-date level of $191 billion. The yield to worst
decreased 7 basis points, closing at 7.36%, the lowest monthend level since last August. The average dollar price increased
to $95.3 in June, up from $94.7 in May.
The leading industry for the fourth month in a row was the
energy sector (+3.4%), followed by basics (+2.1%) and telecom
(+1.3%). Lagging industries for the month included media,
financials, and health care, which all produced negative
returns. Lower-quality high yield outperformed higher-quality
with issues rated CCCs and below outperforming for the
fourth month in a row. The B quality tier underperformed
with a 0.84% return, while the BB tier and CCC and below
tier returned 0.92% and 2.34%, respectively. Year to date,
the CCC and below tier is up 18.58%. outpacing both the BB
tier (up 7.89%) and B tier (up 7.98%). According to Moody’s
Investor Services, the U.S. issuer-weighted trailing 12-month
default rate ended May at 5.0%, above the 20-year average
of 4.6%. Moody’s forecasts one-year forward default rates to
continue inching higher to 5.3% in May of 2017.

ending at 1.00%, down from 1.37% in May and 1.76% to
start the year. After spiking in May, Fed rate hike expectations

Hypothetical Scenarios

plummeted following the Brexit vote with the market now

Below, we present four scenarios that illustrate forecasted

pricing in the next rate hike in late 2017, at the earliest.

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

High yield mutual funds experienced outflows of $3.4 billion in
June, the second consecutive month of outflows. Year-to-date
inflows now stand at $3.6 billion. New issue activity remained
strong with $30 billion of new deals pricing in June, bringing

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
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BAML U.S. HIGH YIELD INDEX (H0A0)
CHARACTERISTICS AT 6/30/2016

HYPOTHETICAL OUTCOMES
AT 6/30/2017

Scenario 1

Scenario 2

Scenario 3

Scenario 4

Price

$95.27

Default Rate

4.6%

5.3%

5.3%

7.5%

Duration

4.2 years

Expected Recovery

40%

35%

35%

25%

Spread to Worst

631 bps

Spread Change (bps)

-131

-31

19

269

Yield to Worst

7.36%

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

50

25

75

-50

Current Yield

6.96%

% Chg from Defaults

-2.56%

-3.21%

-3.21%

-5.27%

5-Yr U.S. Treasury Yield

1.00%

% Chg from Spreads

5.48%

1.30%

-0.79%

-11.24%

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

-2.09%

-1.05%

-3.14%

2.09%

Expected Current Yield

6.64%

6.59%

6.59%

6.44%

Hypothetical Return

7.46%

3.63%

-0.55%

-7.99%

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.

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

rates remain low due to quantitative easing policies, causing

actual performance may differ dramatically from these forecasts

the Fed to raise rates more slowly than expected. Commodity

depending on many factors.

prices stabilize and slowly start to recover. The yield of the 5-year
Treasury increases to 1.25% and spreads tighten by 31 basis

Scenario 1: In this scenario, the global economy expands

points to 600. This scenario generates a hypothetical return of

quicker than expected, leading to defaults (4.6%) and recoveries

3.6% over the next 12 months.

(40%) at long-term averages that are slightly better than current
readings. With an improving economy and higher commodity

Scenario 3: Defaults and recovery rates are the same as Scenario

prices, spreads tighten to 500 basis points, slightly below the

2, but 5-year Treasury rates ratchet up to 1.75% as wage inflation

long-term average in this scenario. This is offset by 5-year

finally emerges; consumers begin spending more of their wealth;

Treasury rates rising to 1.50% as Fed messaging continues to

and the Fed either becomes more vigilant about inflation,

indicate that the central bank likely will patiently raise rates a

suggesting more methodical rate hikes, or the market perceives

couple of times over the next year. In this bullish scenario, the

them to be behind the curve in its rate hikes, leading to higher

high yield market generates a hypothetical total return of 7.5%

inflationary expectations. Spreads widen modestly by 19 basis

over the next 12 months.

points to 650 basis points as a stronger U.S. economy is offset by
fears of even higher interest rates. In this scenario, the carry return

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

almost offsets the loss from defaults and higher interest rates to

(5.3%) and recovery rates maintain recent levels (35%). In this

generate a hypothetical return of -0.6%, which would generate

scenario, moderate U.S. economic growth is offset by slowing

sizeable excess returns over Treasurys with comparable maturities.

global growth, specifically from Europe, China, and Japan where
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Scenario 4: In our worst case scenario, the global economic

As we began the year, we expected volatile markets characterized

slowdown intensifies and commodity prices languish, causing

by risk-on and risk-off periods based on potential risks, including

default rates to move higher to 7.5%, while recovery rates decline

oil prices, Brexit, global growth, the Fed, and U.S. elections. While

to 25%. In this scenario, a global slowdown leads to lower-for-

we have seen volatility, we were surprised by the magnitude

longer oil prices, sending shocks through the high yield market

demand for yield from investors seeking alternatives to low

as likely energy bond default expectations increase for late 2016

global sovereign rates. This technical backdrop has more than

when hedges run off and liquidity becomes more challenging or

offset the deteriorating issuer fundamentals and spike in default

general economic conditions in the U.S. disappoint and the U.S.

rates to generate nearly a 10% year-to-date return for the asset

economy teeters on recession. Spreads widen to 900 basis points

class. However, investors have historically demanded a spread

as market liquidity becomes more challenged and 5-year Treasury

above default losses well in excess of current levels, which may

rates rally further to 0.75%. Another round of U.S. quantitative

temper high yield returns over the next year. Granted, we have

easing is contemplated, which temporarily places a floor on how

successfully navigated a number of these potential macro risks

low risk assets fall. In this bear case scenario, the hypothetical

already but we believe return potential is likely to be more

return would be -8.0%.

measured over the next year than it has been yea to date.

Outlook

Sentiment for the asset class remains strong as investors believe

Despite a surprising Brexit outcome, U.S. risk assets proved
resilient yet again after a two-day selloff. Even with most
strategists (including those at the IMF) decreasing their global
economic growth forecasts for 2016, U.S. risk assets rallied, as
market participants seemed to view the U.S. as the “best house
in a bad neighborhood.” With the market now anticipating
the Fed will be “on hold” for the foreseeable future, investors
sought the perceived safety of U.S. companies that generate
a significant portion of revenues domestically and those with
relatively attractive dividend yields or corporate debt yields. With
more than $4 trillion of euro debt trading at negative yields, the
high yield asset class still offers attractive yields relative to other
opportunities. That said, increasing default rates should prompt
added vigilance to credit risk.

there is a coordinated global central bank effort to keep global
rates low and currency volatility muted. Additionally, there is
a widespread belief that the central banks will intervene with
further stimulus if markets sell off materially. While the technicals
can be an overwhelming driving force of short-term performance
pushing security prices beyond rational levels, ultimately,
fundamentals will take over and dictate individual security prices.
Accordingly, we continue to favor higher-quality high yield issuers
in this environment, recognizing there may be periods when lower
quality leads, as has been the case over the past three months.
Careful security selection will be paramount to the relative success
of high yield portfolios as we navigate through 2016’s more
challenging credit environment.
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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 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.
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