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Bond Market Perspectives

High-yield bonds delivered investors a bouquet of roses so far in 2012. But 
an increase in the default rate has investors questioning high-yield sincerity. 
Last week, Moody’s Investor Service (Moody’s) reported the global 
speculative default rate increased to 2.0% in January 2012 from 1.8% in 
December 2011. Seven companies defaulted in January 2012 versus just 
one in January 2011. In fact, the number of companies defaulting has been 
on the rise since November 2011. The Moody’s default rate is a trailing 
figure based upon the past 12 months of data, so a change in the rate can 
confirm a trend that may already be in place. 

I Even Love Your (De)Faults
The default rate is a key input for high-yield bond valuations and therefore 
very important for investors. The average yield advantage, or spread, of 
high-yield bonds over comparable Treasuries is highly influenced by the 
level of the default rate [Chart 1]. All else equal, the higher the default rate, 
the higher the yield spread demanded by investors and vice versa. Higher 
yield spreads mean cheaper valuations, since it means investors receive 
more yield compensation relative to Treasuries. However, during periods of 
rising defaults cheaper valuations are justified as investors brace for defaults. 

A rise in the default rate does not necessarily mean an end to investors’ 
relationship with high-yield bonds. Financial markets are forward-looking, 
and current valuations, as measured by yield spreads, should be judged 
against the projected level of defaults. Moody’s forecast the default rate 
would increase to 2.7% over the coming year. By comparing the forecast 
increase in defaults to current high-yield valuations, investors can assess 
whether to end their love affair with high-yield bonds after recent strength. 

I’ve Got You (Re)Covered
With assumptions for the amount of original principal investors would 
receive back in the event of a default (called a recovery rate) and for the 
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Highlights
High-yield bond valuations, as measured by 
yield spreads, are highly influenced by the level 
of defaults.

A rise in the default rate is already factored into 
current high-yield bond valuations.
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 1  Default Rate and Yield Spreads Are Highly Correlated

Source: Barclays, Moody’s, LPL Financial   01/31/12
 2 A Rise in Defaults Is Already Factored Into Current High-yield Bond Valuations
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premium required to hold high-yield bonds relative to more easily tradable or 
“liquid” bonds, investors can derive an estimate of fair value. Using Moody’s 
long-term recovery rate of 40% on defaulted high-yield bonds (historically, 
the average defaulted bond paid investors back 40% of par value), we can 
assess whether high-yield bond spreads adequately compensate investors 
for default risks [Chart 2]. The 2.2% liquidity premium reflects the long-
term average yield in excess of the default rate that high-yield investors 
demanded due to the lesser liquidity of high-yield bonds. During times of 
market stress, the ability to trade high-yield bonds can be strained, and 
therefore, investors demand extra yield for liquidity risks as compensation. 

The current implied fair value spread of 3.8% is well below the current 
high-yield bond spread of 6.3% as of February 10, 2012. This suggests that 
high-yield bonds remain very attractive, despite prospects for a modestly 
higher default rate.

We do not expect high-yield spreads to contract to the 3.8% fair value 
spread implied in Chart 2, but it illustrates how the market is already priced 
for higher defaults. The high-yield bond market has largely expected a 
bottom in the default rate to occur, and the Moody’s report of increasing 
defaults is not a surprise.

Can I Buy You Some Liquidity?

An emphasis on investors’ preference for liquidity is an alternative 
explanation of wider yield spreads than justified based solely on defaults. 
Uncertainty over Europe, and to a lesser degree, new financial regulation 
in the United States that may affect how high-yield bonds (among others) 
are traded, is causing investors to place a greater-than-normal emphasis on 
liquidity. A larger liquidity premium would increase the “fair value” spread 
implied by the equation in Chart 2. Historically, however, investors have 
been rewarded for capturing large liquidity premiums. In early 2009, high-
yield spreads briefly exceeded 20% as investors priced in a dour outcome. 
This proved to be an opportunity. Defaults did rise substantially to 13% but 
below the dire outcome that 20%-plus yield spreads implied. Investors 
who purchased high-yield bonds in 2009 benefited from capturing a large 
liquidity premium embedded in high-yield bond valuations. 

We believe European debt uncertainties and regulatory uncertainty in the 
United States warrant a larger-than-normal liquidity premium. Our fair value 
expectation for high-yield bonds implies a yield spread of 5.5% above 
comparable Treasuries. Our high-yield spread forecast is based upon an 
above-average investor preference for liquidity and a modest increase in 
defaults in 2012. With the average yield advantage of high-yield bonds 
currently 6.4%, this implies room for further improvement. To be sure, high-
yield bonds may pause following their strong start to 2012, but a rise in the 
default rate does not mean investors should lose their affection for high-
yield bonds.  n

High-yield bonds remain very attractive, 
despite prospects for a modestly 
higher default rate

High-yield bonds may pause following 
their strong start to 2012, but a rise 
in the default rate does not mean 
investors should lose their affection 
for high-yield bonds
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This research material has been prepared by LPL Financial.  

The LPL Financial family of affiliated companies includes LPL Financial and UVEST Financial Services Group, Inc., each of which is a member of FINRA/SIPC.

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.

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 reference is historical and is no guarantee of 
future results. All indices are unmanaged and cannot be invested into directly.

The economic forecasts set forth in the presentation may not develop as predicted and there can be no guaran-
tee that strategies promoted will be successful. 

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.

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.

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 fund shares is not guaranteed and will fluctuate.

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.

Stock investing may involve risk including loss of principal. 

International and emerging markets investing involves special risks, such as currency fluctuation and political 
instability, and may not be suitable for all investors.

Spread is the difference between the bid and the ask price of a security or asset.

High-Yield spread is the yield differential between the average yield of high-yield bonds and the average yield 
of comparable maturity Treasury bonds.

Treasuries: A marketable, fixed-interest U.S. government debt security. Treasury bonds make interest payments 
semi-annually and the income that holders receive is only taxed at the federal level.

Default rate is the rate in which debt holders default on the amount of money that they owe. It is often used by 
credit card companies when setting interest rates, but also refers to the rate at which corporations default on 
their loans. Default rates tend to rise during economic downturns, since investors and businesses see a decline 
in income and sales while still required to pay off the same amount of debt.


