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US HY rebounds but risky end remains stuck

Credit risk among the US high yield market has fallen in October, but the riskiest part of the quality

spectrum is continuing to see spreads widen.

— The Markit iBoxx USD Liquid High Yield index has seen its index spread tighten 53bps so

far this month

— CCC sub-index has seen the opposite with its spread 27bps wider so far this month.
— The divergence is not necessarily driven by sector exposure, rather credit quality.

Investor appetite for US high yield bonds has
returned after a brief pause this summer.
ETFs tracking US high yield bonds have seen
$3.53bn of inflows so far this month, a sharp
rebound from the $1.2bn of outflows seen in
August and September.
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Waning volatility and fears over commodity
prices have seen US HY bond returns
rebound. The Markit iBoxx USD Liquid High
Yield (HYG) index has returned 3.19% so far
this month and is now just 53bps off positive
total return territory. Much of these returns
were driven by shifting risk perceptions. The
index spread over benchmark rates is 35bps
tighter this month as calmer markets have
helped diminish credit risk. However, certain
areas of the US HY market have fared better
than others, presenting risks.
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CCC divergence

US HY bond spreads =—iBoxxUSD Liquid High
bps Yield CCClIndex

—iBoxx USD Liquid High
1400 Yield BB Index

==iBoxx USD Liquid High
1200 Yield B |ndex"//~/\j//
1000
,J L"“”\-"\.,_/""‘"\.d
800 ,_/\..4—
N‘M\m

200

0
Sep/14  Nov/14 Jan/15 Mar/l5  May/15 Jul/15 Sep/15

Source: Markit

Splitting the US HY sector into ratings reveals
more about the drivers of the recent HY rally.
The higher rated credits that have seen much
spread compression. BB and B rated bonds,
as represented by the Markit iBoxx USD
Liquid High Yield BB index and the Markit
iBoxx USD Liquid High Yield B index have
seen spreads tighten 70bps and 55bps,
respectively. Conversely, the iBoxx USD
Liquid High Yield CCC index has seen its
bond spread widen 27bps during the same
period. It is the first time in the past year such
a divergence between the indices has
occurred, showcasing a flight to quality even
within the HY market.

Breakdown

In terms of share, BB and B rated bonds
make up the bulk of the US HY market and
are the main drivers of returns. While the
CCC market is smaller, its influence cannot
be overlooked as it represents the riskiest
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end of the market and has the likeliest impact
on default rates.
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Of the 106 constituents of the iBoxx USD
Liguid High Yield CCC index, 59 (or 56%) are
considered to be in “distressed” territory,
having a bond spread greater than 1,000bps.
Of them, 31 spawn from the two industries
that have been the most volatile over the past
few months, Oil & Gas and Basic Materials.
But it is worth noting that in terms of index
weight, both BB and B have a similar
exposure to these sectors. Rather the
divergence in CCC is down to poorer credit
quality, of which many happen to be highly
leveraged shale producers like Energy XXI
Gulf Coast Inc, EXCO Resources Inc and
Comstock Resources Inc.

With US HY issuance drying up over the past
few months and spreads continuing to widen,
the environment presents challenging times
for CCC issuers. The fragmented HY market
poses risks none more than the potential to
spill over further up the quality spectrum.

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.

A RIS R Y L



