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European high yield bonds outperform US peers

High yield bonds have provided investors with volatile returns over the past few months, but
European investors have still managed to hang on to positive territory for the year.

— European HY bonds has outperformed US HY bonds recently, driven by better rated credits
— US HY is currently trading at a 71bps spread premium to European HY
— The median implied default probability of the CDX HY is 27%, well above current cash

default rates

The last few months have proven to be a
volatile time for the HY market, highlighting
the risks involved in the asset class. But with
significant yields on offer and different
markets to explore, HY bonds remain a
guandary for investors.

HY bonds 2015 total return
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The recent volatility can be illustrated by
looking at recent returns. September saw US
high yield (HY) bonds, as represented by the
Markit iBoxx $ Liquid High Yield (HYG) index,
return -3.05%, the worst month since August
2011. It was a similar story in the European
HY market, as represented by the Markit
iBoxx EUR Liquid High Yield index, which
shed 2.5% last month on a total return basis.
Both markets have, however, bounced back
so far this month with US HY up 2.6% and
European HY up 1.7% as investors returned
to the asset class.

Overall, 2015 has so far proven better for

European high yield investors as the asset
class has managed to hold on to a positive
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total return, largely thanks to coupon returns,
while its US peers are in the red for the year
despite their recent rebound. While returns
have literally fallen off a cliff since March,
yields have conversely increased this year
with European HY currently yielding 4.94%
(up 70bps) and US HY vyielding 7.28% (up
93bps). This equates to around 71bps in
excess spread (premium) between the two
markets.

Rating iBoxx EUR Liquid High Yield Index iBoxx $ Liquid High Yield Index

BB 65% 54%
B 33% 34%
CccC 2% 11%

One factor driving the trend is the fact that the
European HY market is smaller and relatively
composed of higher rated entities. Only 2.5%
of the iBoxx EUR Liguid High Yield index is
rated CCC compared to more than 10% of
the US HY index.

US HY bond spreads
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Sectors also played an important role in risk
sentiment across both markets. US HY
spreads have been largely driven by two
sectors, Oil & Gas and Basic Materials, where
plummeting commodity prices weighed in on
credit risk. Last month US HY spreads tipped
over 600bps just as Oil & Gas and Basic
Materials sectors spiked to over 1000bps, or
10% extra yield over US treasuries. Both
these sectors make up 20% of the iBoxx
$ Liquid High Yield index, providing plenty of
clout on the US HY market.

In contrast European HY has much less
exposure to the energy sector, and credits
are much more focused on Financials and
large multinationals such as Altice and
ThyssenKrupp.

Default question remains

The large question hanging over the asset
class still remains the underlying ability of
borrowers to meet debt commitments. While
actual defaults have so far been well off the
worst case scenarios painted by some market
observers, CDS investors are still wary, given
that the median implied probability of default
for the 100 Markit iTraxx CDX HY (current
spread is 454bps vs 564bps for HYG) names
is 27.35%, well above current prevailing
default rates in underlying cash bonds.

Neil Mehta

Analyst

Markit

Tel: +44 207 260 2298

Email: neil.mehta@markit.com

For further information, please visit www.markit.com

The intellectual property rights to this report provided herein is owned by Markit Group limited. Any unauthorised use, including but not limited to copying, distributing, transmitting or
otherwise of any data appearing is not permitted without Markit’s prior consent. Markit shall not have any liability, duty or obligation for or relating to the content or information (“data”)
contained herein, any errors, inaccuracies, omission or delays in the data, or for any actions taken in reliance thereon. In no event shall Markit be liable for any special, incidental, consequential

damages, arising out of the use of the data. Markit is a trademark owned by the Markit group.

This report does not constitute nor shall it be construed as an offer by Markit to buy or sell any particular security, financial instrument or financial service. The analysis provided in this report is
of a general and impersonal nature. This report shall not be construed as providing investment advice that is adapted to or appropriate for any particular investment strategy or portfolio. This
report does not and shall not be construed as providing any recommendations as to whether it is appropriate for any person or entity to “buy”, “sell” or “hold” a particular investment.

compiled by markit


http://blogs.barrons.com/incomeinvesting/2015/10/14/fridson-not-inevitable-that-high-yield-default-rate-will-climb/

