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Tide turns for US high yield bonds

After underperforming for much of 2015, US HY bonds have outperformed IG counterparts this

year, and investors are starting to take notice.

— Markit iBoxx $ Liquid High Yield Index has seen negative returns for seven of the last eight

months

— US HY has outperformed US IG this year with the spread ratio falling from 3.32 to 3.1
— Despite spending February in the red, the past week has seen $1bn of US HY ETF inflows

The past year has not been great for the US
high yield (HY) bond market as investors
have shunned the market in favour of higher
quality assets. However, recent
macroeconomic developments have renewed
investor appetite.

MarkitiBoxx $ Liquid High Yield Index Monthly Total Return
4%

3%

2%

1% I

» i_

-1%
-2%

-3%

4%

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb
16

15
Source: Markit

Embroiled in weakening commodity prices, a
concern over global growth and bouts of
idiosyncratic risk, US HY bonds, as
represented by the Markit iBoxx $ Liquid High
Yield Index have seen negative returns for
seven of the last eight months. This month
however, there has been a recovery of sorts,
with the index being down as much as 4.15%
on February 11", before regaining over 3%,
to -0.96% as of February 22".

The bounce in HY has gone hand in hand
with oil and commodity prices, which remain
the key driver of sentiment. Just last week,
Qatar, Russia, Saudi Arabia and Venezuela
agreed to freeze oil production to January’s
levels as long as others (Iran and Iraq in
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particular) agree to do the same. Over the
past week, crude oil prices have leapt 15%.
Other developments, such as the easing of
fears around the European banking system
and optimism around support for China’s
currency have also boded well for risky
assets.

HY outperforms
US corporate bond spreads
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Despite the negative returns this year, US HY
bonds have outperformed their higher quality
investment grade (IG) counterparts, as
represented by the iBoxx $ Liquid Investment
Grade Index. Stocks posted strong gains
over the past week and higher commodity
prices boded well for US HY bonds. The
annual benchmark spread ratio between
HY/IG has fallen from 3.32 to 3.10 so far this
year, showcasing HY’s relative
outperformance. It marks a stark contrast to
the trend seen in the second half of 2015,
where the ratio rose from 2.5 to 3.32.
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Funds recoup outflows

The positive sentiment around US HY bonds
is also reflected in investor activity through
ETF flows.

US HY ETFs Inflow / Outflow ($bn)
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Since the beginning of February $734m has
exited ETFs tracking US HY bonds, on
course to be the fifth month out of the last
seven to see outflows. But this figure could
have been higher; the past week has seen
$1bn of inflows into US HY ETFs according to
Markit's ETP_service, recouping the much of Neil Mehta
this month’s outflows.
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