L P L F IN A NCI A L RE SE A R C H

Bond Market Perspectives
March 26, 2013

High-Yield Bonds and the Credit Cycle
Anthony Valeri, CFA
Market Strategist
LPL Financial

Highlights
More speculative issuance has increased in
the high-yield bond market, but we do not find
it broad-based enough to offset broader credit
quality dynamics.
In our view, the underlying trend of stable credit
quality has remained intact and may be seen as
a positive for high-yield bond investors.

Change in the credit cycle is marked
over quarters, not months, and therefore
is like a giant supertanker at sea that is
unable to turn on a dime.

High-yield bonds are among the leading performers in the bond market in
2013, according to the Barclays US High Yield Index, but the sector is not
without critics. Naysayers have highlighted the record-low yields offered
by the lowest-rated debt companies in the bond market, the increasing
amount of leveraged buyout (LBO)-related issuance, and growth of more
speculative bond structures/issuance in 2013. Indeed, all of these warrant
attention and are risk factors that require close monitoring, but we do not
find them big enough to offset broader credit quality dynamics.
In our view, the underlying trend of stable credit quality has remained
intact and may be seen as a positive for high-yield bond investors. The
performance of corporate bonds, both investment-grade and high-yield, is
highly influenced by the credit cycle: the longer term underlying trend of
corporate credit quality. Change in the credit cycle is marked over quarters,
not months, and therefore is like a giant supertanker at sea that is unable
to turn on a dime. The credit cycle can be best understood by viewing how
yield premiums, or spreads, increase, decline, or remain stable over time
[Figure 1]. The credit cycle consists of three stages:
1. Improving credit quality. During this stage, corporations endeavor
to clean up balance sheets and improve their credit health. Actions
to achieve this goal include cutting costs, reducing debt, and raising
cash, and these are all aimed at improving companies’ ability to
service debt obligations and lower default risk. Default risk is the risk
a bond issuer is unable to make the required principal and/or interest
payments on their debt obligations. Of course, the economy has an
impact, and these actions typically coincide with an improving economy
that provides a tailwind to improving credit quality trends. During this
period, yield spreads to Treasuries have historically declined as investors
acknowledge the improving credit quality trend by buying corporate
bonds. Performance of investment-grade and high-yield bonds relative to
Treasuries has historically been strong during such periods.
2. Stable credit quality. Eventually, further balance sheet improvement
is difficult to achieve and credit quality remains stable. However, once
corporations clean up balance sheets, the trend has been typically longlasting. Performance of investment-grade and high-yield bonds relative
to Treasuries has historically been good during stable periods, but the
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performance differential is much narrower as interest income, not price
appreciation, is the main driver of performance.
3. Deteriorating credit quality. Eventually credit conditions deteriorate
usually due to a downturn in the broad economy or to companies
simply being more lax about credit quality controls. Often both occur
simultaneously. Adding debt to grow business more quickly and please
equity holders at the expense of bondholders is perhaps the most
common example of opening the door to weaker credit quality metrics.
Performance of investment-grade and high-yield bonds relative to
Treasuries has historically been poor when credit quality deteriorates
as investors demand higher and higher yield premiums, which puts
downward pressure on corporate bond prices, as compensation for
increasing credit risks.

We believe we remain in the stable
portion of the credit cycle largely due
to the strong refinancing trend and
relatively low leverage.

High-Yield Bond Spread
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Source: Barclays, LPL Financial 03/22/13
Credit Quality is one of the principal criteria for judging the investment quality of a bond or bond mutual
fund. As the term implies, credit quality informs investors of a bond or bond portfolio’s credit worthiness, or
risk of default.
High-Yield spread is the yield differential between the average yield of high-yield bonds and the average
yield of comparable maturity Treasury bonds.
Past performance is no guarantee of future results.

Stable Credit Quality Intact
We believe we are in the middle stages of the stable portion of the credit
quality cycle (white section). The longest period of stable credit quality
occurred over approximately five years in the 1990s, from the first quarter of
1993 until the first quarter of 1998. Another lengthy period of stable credit
quality lasted for roughly three years in the 2000s, from the fourth quarter of
2003 until the first quarter of 2007.
We estimate that the stable portion of this credit cycle began in the middle
of 2010 and may to continue through 2013 and perhaps beyond. As Figure 1
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illustrates, each stage of the credit cycle persists for an extended period of
time — often years. Still-high refinancing activity, the dominant driver of new
issue activity in recent months and years, suggests that the current stability
in credit quality may likely continue.
Refinancing activity remains the dominant trend among new issuance
despite the modest increase in more speculative issuance. The powerful
refinancing trend, along with relatively low leverage, is a primary reason we
believe the credit cycle will remain stable. The amount of maturing debt
through the end of 2014 is extremely low and a key factor as to why the
default rate for speculative grade bonds remains well below the historical
average of 4.8%, currently at 2.7% of issuers according to Moody’s, as of
February, 28, 2013. Based upon dollar amount, however, the default rate is
even lower at 1.5%. Moody’s forecasts very little change to the default rate
over 2013, a forecast with which we agree. This favorable credit backdrop
provides a good underpinning to high-yield bonds.

We would argue that record-low yields
and lingering memories of the financial
crisis are likely to keep valuations from
improving further. Still, interest income
can be a notable driver of returns.

Figure 1 also reveals that the current 4.9% average yield spread of highyield bonds (as of March 25, 2013), is higher than what occurred during
prior stable credit quality periods. Relative valuations are therefore more
attractive now compared to prior episodes. However, we would argue that
record-low yields and lingering memories of the financial crisis are likely
to keep valuations from improving further. Still, interest income can be a
notable driver of returns.
The stable portion of the credit cycle has historically been a rewarding one
for high-yield bonds, as they have outperformed Treasuries in most calendar
years [Figure 2]. Since yield premiums remain relatively stable, the primary
driver of the performance differential boils down to the extra yield generated by
high-yield bonds and not price changes. Note that the start and end of various
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Note: Above figure shows total returns for the Barclays Treasury Index and Barclays High-Yield Index.
Past performance is no guarantee of future results. Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as interest rates rise and
are subject to availability and change in price.
Credit quality is one of the principal criteria for judging the investment quality of a bond or bond mutual fund. As the term implies, credit quality informs investors of a bond or
bond portfolio’s credit worthiness, or risk of default.
High-yield/junk bonds (grade BB or below) are not investment grade securities, and are subject to higher interest rate, credit, and liquidity risks than those graded BBB and above.
They generally should be part of a diversified portfolio for sophisticated investors.
Government bonds and Treasury Bills are guaranteed by the U.S. government as to the timely payment of principal and interest and, if held to maturity, offer a fixed rate of return
and fixed principal value. However, the value of a fund shares is not guaranteed and will fluctuate.
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segments of the credit cycle do not fall precisely at the end of each calendar
year, but we show the predominant cycle in effect for a particular year.

While valuations have increased for highyield bonds, they remain particularly high
for government bonds.

Therefore, we believe high-yield bonds should be a consideration to add
value in investor portfolios. Critics of the high-yield bond market remain
focused on the low average yield, but this viewpoint ignores the record-low
yields prevalent across the bond market, not just high-yield bonds. While
valuations have increased for high-yield bonds, they remain particularly
high for government bonds. We would caution that the price appreciation
witnessed year to date in 2013 is unlikely to continue, but interest income,
even at lower yield levels, could be a potential driver of return. With an
average yield spread of 4.9% to comparable Treasuries, high-yield bonds
have offered a notable yield advantage in a low-yield world.

Changes Brewing?
We believe company credit quality metrics likely peaked during the middle
of 2012, but this does not mean a quick and rapid downturn is at hand.
Credit quality standards have become more lax based upon the credit
metrics of recent high-yield issuance and more speculative structures. Over
time, these initial seeds may sow the return of deteriorating credit quality.
Investors will demand lower prices and greater yields as compensation
for increasing risks, and high-yield bonds may underperform higher quality
alternatives when that occurs. However, the change in credit quality
standards is occurring slowly and over the remainder of 2013 is not likely
to offset the beneficial characteristics of high-yield bonds as part of a
diversified bond portfolio in today’s low-return bond market environment. n

IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide specific
advice or recommendations for any individual. To determine which investment(s) may be appropriate for you,
consult your financial advisor prior to investing. All performance referenced is historical and is no guarantee
of future results. All indices are unmanaged and may not be invested into directly.
The economic forecasts set forth in the presentation may not develop as predicted and there can be no
guarantee that strategies promoted will be successful.
For the purposes of this publication, ‘high-quality’ as it refers to bonds denotes a Moody’s rating of Baa3 or
higher and S&P rating of BBB- or higher and is broadly represented by the Barclays Aggregate Bond Index.
Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values and yields will decline
as interest rates rise, and bonds are subject to availability and change in price.
High-yield/junk bonds (grade BB or below) are not investment grade securities, and are subject to higher
interest rate, credit, and liquidity risks than those graded BBB and above. They generally should be part of a
diversified portfolio for sophisticated investors.
Investment-grade corporate bonds: The risks associated with investment-grade corporate bonds are
considered significantly higher than those associated with first-class government bonds. The difference
between rates for first-class government bonds and investment-grade bonds is called investment-grade
spread. The range of this spread is an indicator of the market’s belief in the stability of the economy.
Corporate bonds are considered higher risk than government bonds but normally offer a higher yield and
are subject to market, interest rate and credit risk as well as additional risks based on the quality of issuer
coupon rate, price, yield, maturity and redemption features.
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There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified
portfolio. Diversification does not ensure against market risk.
Treasuries are marketable, fixed-interest U.S. government debt securities. Treasury bonds make interest
payments semi-annually, and the income that holders receive is only taxed at the federal level.
Yield is the income return on an investment. This refers to the interest or dividends received from a security
and is usually expressed annually as a percentage based on the investment’s cost, its current market value
or its face value.
Credit Quality is one of the principal criteria for judging the investment quality of a bond or bond mutual
fund. As the term implies, credit quality informs investors of a bond or bond portfolio’s credit worthiness, or
risk of default.

INDEX DESCRIPTIONS
The Barclays Treasury index is an unmanaged index of public debt obligations of the U.S. Treasury with a
remaining maturity of one year or more. The index does not include t-bills (due to the maturity constraint),
zero coupon bonds (Strips), or Treasury Inflation Protected Securities (TIPS).
The Barclays Capital High Yield Index covers the universe of publicly issued debt obligations rated below
investment grade. Bonds must be rated below investment-grade or high-yield (Ba1/BB+ or lower), by at least
two of the following ratings agencies: Moody’s, S&P, and Fitch. Bonds must also have at least one year to
maturity, have at least $150 million in par value outstanding, and must be US dollar denominated and nonconvertible. Bonds issued by countries designated as emerging markets are excluded.

This research material has been prepared by LPL Financial.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial is
not an affiliate of and makes no representation with respect to such entity.
Not FDIC/NCUA Insured | Not Bank/Credit Union Guaranteed | May Lose Value | Not Guaranteed by any Government Agency | Not a Bank/Credit Union Deposit
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