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High yield selling off despite outperformance

Global bond volatility has seen investors flee the most volatile part of the bond market, despite the
fact that high yield bonds have outperformed in the past couple of months.

— Accommodative interest rate policy has boosted high yield bond issuance
— But bond ETF investors have sold over $2bn of high yield exposure since April
— Markit iBoxx $ High Yield index has outperformed its investment grade peer by 4% YTD

Last week, ECB president Mario Draghi said
‘get used to’ bond volatility and. the Fed
appears on the cusp of increasing interest
rates, albeit tentatively. Recent surges in
bunds and treasury yields since mid-April has
driven fixed income ETF investors to the
relative shelter of the short end of the curve
and to adopt interest rate hedged products.
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Immediately after the financial crisis the Fed
cut short term interest rates to near zero in
response to the deteriorating economic
conditions at the time. Six years on, and three
rounds of QE later, rates remain close to zero
and the corporate bond landscape is totally
different.

The high yield market has seen primary
Issuance increase during the past seven
years of accommodative monetary policy.
This has been driven by the incentive for
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borrowers to issue bonds at historically low
yields and for income seeking investors
happy to oblige. From 2009-2014 the average
US corporations issued an average of $269bn
of high yield bonds annually, over twice the
pace of the preceding five years which saw
$130bn of issuance per year. The looks set to
continue as 2015 is already ahead of last
year’s pace as companies look to enjoy the
last rays of the easy credit shine.

Falling bond yields have also led investors
seeking returns to buy up longer dated bonds
offering higher yields. Companies have been
eager to respond to this trend as seen by the
fact that the bonds listed in 2014 had an
average maturity of 14 years, compared with
eight years for 2008 vintage bonds.

Risks

The new environment created by zero interest
rate policy will have an impact on the
corporate bond market when yields eventually
rise. We have already seen issuance stagger
over the past few months amid Treasury bond
volatility in recent weeks.

Higher average maturities and lower vyields
have led to bonds being issued with higher
durations and therefore higher price
sensitivity to changes in underlying interest
rates. When rates do normalise, the increase
in long term yields could make high yield a
potentially painful part of the bond market.

Investors seem to be heeding these warning
signs as high yield bond ETFs have seen
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over $2bn of outflows in May and the opening HY and IG total returns
week of June.
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High vyield bonds have managed to avoid
most of the recent bond market volatility as
the Markit iBoxx $ High Yield index has
actually continued to provide investors with
positive total returns over the recent bout of
volatility. The index is now up by over 2%
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Grade index whose year to date total return
10-yr treasury yields have gone from 14% in now stands at -2%.
1981 to 2% in 2015. A reverse in this trend
would pose a risk when corporations look to
roll over maturing debt at higher prevailing
rates. It would be the first time in a generation
corporations would be faced with such a trend.
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