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Bond Market Perspectives

After a very strong October, high-yield bonds have pulled back in November 
in a Halloween Hangover. October 2011 was tied for the fifth best month of 
performance for high-yield bonds relative to Treasuries on record (according 
to Barclays index excess return data). But, mid-way through November 
high-yield bonds have lagged Treasuries by 1.4% month-to-date. The pullback 
over the past two weeks pales in comparison to what investors experienced 
during August and September of this year, but caused enough to spook 
investors. The cause for the recent pullback in high-yield bond prices was 
a resurgence of European debt fears. However, domestic economic data 
has continued to improve over the period providing a favorable fundamental 
backdrop for high-yield debt issuers. We continue to find high-yield bonds 
attractive, but European headlines are likely to keep prices volatile over the 
near term. 

It is not uncommon for the high-yield bond market to suffer a pullback after a 
month of strong performance [Chart 1]. Among the top ten months for high-
yield outperformance relative to Treasuries, a pullback occurred during the 
subsequent month on six occasions. Improvement rarely occurs in straight-
line fashion, and markets often must digest the gains. Yet, it does not 
necessarily mark the end of a rally. For all but three occasions, a breakout 
monthly performance, such as October’s, often translated into solid gains 
over the subsequent year.

On three occasions (January 2001, November 2011, and April 2008), the 
high-yield rebound proved to be a head fake and notable underperformance 
to Treasuries ensued during the following year. All three of these occasions 
happened during a period of sharply rising bond defaults, something that is not 
occurring now. Nor do we expect defaults to rise sharply in coming months.

As we have commented in prior Bond Market Perspectives, a “double-spike” 
in defaults has never occurred [Chart 2]. Following a sharp rise in defaults 
to 10% or more, multiple years have passed before defaults surpassed the 
10% threshold again. During recession periods and times of high default 
rates, weak companies disappear and those that remain are much stronger. 
The remaining companies are more able to withstand downturns and have 
lowered their debt burdens. In addition, high-yield issuers have used the 
improving market environment to refinance existing debt obligations and 
push out near-term debt maturities. High-yield bond issuers have followed 
this blueprint since the end of the financial crisis and continue to do so in 2011. 
Therefore, we do not expect defaults to rise sharply from currently low levels. 
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Highlights
A pullback in high-yield bond prices following a 
robust month of performance is not uncommon.

European debt fears are likely to keep volatility 
high over the near-term but high-yield bonds 
may remain attractive over the longer-term. 

Attractive valuations, high-income, improving 
economic data, and good credit quality all bode 
well for high-yield bonds.

 1  Best Monthly Performances of the High-yield bond market

Month

Total Excess 
Return (%) for 
Month

Pullback in 
Subsequent 
Month

Following 
12-month 
Return vs. 
Treasuries

Apr-09 13.2 no 40.9

May-09 7.6 no 24.3

Jan-09 7.5 yes 50.3

Nov-02 7.4 yes 23.9

Jan-01 6.3 yes -8.0

Oct-11 6.3 ? ?

Apr-08 6.1 no -20.8

Dec-08 5.7 no 61.8

Apr-03 5.7 yes 14.5

Nov-01 5.5 yes -11.1

Dec-09 5.5 yes 9.3

Source: Barclays, LPL Financial   11/14/11

Past performance is no guarantee of future results.

Pullback is defined as a decline in average price of the high-yield 
index. Following 12-month return is Barclays High-Yield Index total 
return minus Barclays Treasury Index Total Return. 
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We would not be surprised if defaults increased modestly, but valuations 
more than compensate for an increase. The global speculative default rate 
increased modestly to 1.9% in October from 1.8% in September. Moody’s 
forecast the default rate to resume falling through year-end 2011, but 
forecast a modest increase to 2.2% over the coming twelve months. The 
market is pricing in a much higher default rate. Current high-yield valuations, 
as measured by the average yield advantage, or spread, over comparable 
Treasuries, imply that defaults will increase to more than 8% over the 
coming 12 months. Should the economy enter recession in 2012, an 
increase in defaults is likely but perhaps to 4% – 5%, not the approximately 
8%-plus the market is pricing in. In other words, valuations reflect a more 
pessimistic outcome than is likely to occur.

The high-yield bond market will likely remain volatile over the near term, 
however, as Europe remains a risk. The European debt problem is a complex 
one that will not be resolved quickly. Investors need to see more tangible 
measures from European leaders and high-yield bond prices are likely to 
remain volatile. Investors need to have a longer-term view. Furthermore, 
should a recession occur in coming months, high-yield bond prices may 
weaken even if defaults do not accelerate sharply. The average high-yield 
spread to Treasuries during periods of recession is over 9%, indicating 
valuations could cheapen further. 

In the meantime, a number of positives continue to underlie High-Yield Bonds:

 § A positive fundamental backdrop. Economic data has continued to 
improve [Chart 3] reducing recession risk. In addition, third quarter earnings 
reporting season has exceeded expectations. Earnings among S&P 500 
companies are on pace to increase 18% versus the year-ago period and 
revenues are running 11% higher compared to the year-ago period. 

 § High income. Although valuation improvement may be choppy over the 
near term, investors are paid to wait with an average yield of 8.5%. This 
compares favorably to a 0.9% yield on the 5-year Treasury and an average 
0.2% yield on brokered, FDIC-insured 1-month CDs.

 § Attractive valuations. The average high-yield spread to Treasuries still reflects 
near recession-like conditions and remains above average by historical 
comparison [Chart 4]. As European leaders take steps to address the debt 
problem we expect valuations to improve and approach historical averages. 

 § Favorable debt profiles. The vast majority of high-yield issuers, like 
many residential homeowners, have refinanced existing debt obligations. 
In the process, companies have reduced interest costs and pushed out 
near-term debt maturities. Roughly $75 billion of high-yield debt matures 
between now and year-end 2012, reducing this potential trigger to higher 
defaults. The amount of maturing high-yield debt does not begin to 
increase materially until 2014. 

Although a delayed Halloween scare may have hit the high-yield bond market 
in early November we believe the sector remains attractive and should be 
considered. Despite near-term volatility stemming from European debt fears, a 
number of positives bode well for continued improvement over the coming year.

 2 A “Double-Spike” in Defaults Has Never Occurred

Source: Moody’s, LPL Financial   11/14/11

Shaded areas indicate recession
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 3  The Domestic Economic Backdrop Has Continued  
to Improve

Source: Citigroup, LPL Financial   11/14/11

The Citigroup U.S. Economic Surprise Index is unmanaged and 
cannot be invested into directly. Past performance is no guarantee 
of future results.
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 3  High-yield Valuations Remain Attractive

Source: Barclays, Moody’s, LPL Financial   11/14/11
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Not FDIC or NCUA/NCUSIF Insured | No Bank or Credit Union Guarantee | May Lose Value | Not Guaranteed by any Government Agency | Not a Bank/Credit Union Deposit

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.

Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as interest 
rates rise, are subject to availability, and change in price.

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 a fund shares is not guaranteed and will fluctuate.

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

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.

The Standard & Poor’s 500 Index is a capitalization-weighted index of 500 stocks designed to measure 
performance of the broad domestic economy through changes in the aggregate market value of 500 stocks 
representing all major industries.

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.

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

The Citigroup Economic Surprise Index is an objective and quantitative measure of economic news. It is defined 
as weighted historical standard deviations of data surprises (actual releases vs Bloomberg survey median). 
A positive reading of the Economic Surprise Index suggests that economic releases have on balance beaten 
consensus. The index is calculated daily in a rolling three-month window.

The Barclays Capital High Yield Index covers the universe of publicly issued debt obligations rated below 
investment grade. Bonds must be rated below investment-grade or high-yield (Ba1/BB+ or lower), by at least 
two of the following ratings agencies: Moody’s, S&P, Fitch. Bonds must also have at least one year to maturity, 
have at least $150 million in par value outstanding, and must be U.S. dollar denominated and non-convertible. 
Bonds issued by countries designated as emerging markets are excluded.

The Barclays Capital High Yield Index covers the universe of publicly issued debt obligations rated below 
investment grade. Bonds must be rated below investment-grade or high-yield (Ba1/BB+ or lower), by at least 
two of the following ratings agencies: Moody’s, S&P, Fitch. Bonds must also have at least one year to maturity, 
have at least $150 million in par value outstanding, and must be U.S. dollar denominated and non-convertible. 
Bonds issued by countries designated as emerging markets are excluded.

Certificates of Deposits, or CDs, are fixed-income investments that generally pay a set rate of interest over a fixed 
time period. One of the significant advantages of CDs is that the Federal Deposit Insurance Corp, or FDIC, insures 
CDs up to $250,000 per account owner, per institution, a coverage limit that was made permanent in 2010.

A Brokered CD is similar to a bank CD in many ways. Brokered CDs are issued by banks for the customers of 
brokerage firms. The CDs are usually issued in large denominations and the brokerage firm divides them into 
smaller denominations for resale to its customers. Because the deposits are obligations of the issuing bank, and 
not the brokerage firm, FDIC insurance applies.

Unlike a bank CD, a Brokered CD can be traded on the secondary market _  The secondary market may be 
limited. If your CD has a maturity date of more than one year from the Date of issue, the pre-maturity sale price 
may be less than its original purchase price, particularly if interest rates are higher at the time of sale. There 
may be certain features or provisions of the CD which may also influence its market price. If you want to buy or 
sell a CD, may charge you a fee or concession.


