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This paper examines the impact rising rates are likely
to have on high yield bond performance. We conclude
that while a rising rate environment would detract
from high yield returns, historically returns have remained positive even as Treasuries and investment
grade corporate bonds have generated losses. High
yield bonds would continue to offer the benefits of
relatively large current income and low correlations
with other assets, thereby dampening overall portfolio volatility. We view high yield bonds as all-season
investments for plan sponsors seeking to optimize the
risk and return attributes of their portfolios.
The general level of interest rates in the United States
has been declining for most of the last 33 years, since
the 10-year Treasury yield peaked at 15.8% in September 1981. The economy has benefitted in many ways as
rates have fallen, not the least because of the tailwind
declining yields have provided for long term investors. Like any extended trend, this was not a straight
line decline; there were several notable reversals
along the way. The 10-year rate reached a low of 1.4%
in July 2012 before rebounding to 3.0% at the end of
December 2013. It has since drifted back to 2.5%, but
many investors are concerned that it will rise again.

It is impossible to know the future, but from current
low levels there is clearly more room for rates to rise
than there is for them to fall.
The Federal Reserve has significantly influenced
rates at times, but never as aggressively as it has
since the 2008 financial crisis when it initiated its
Quantitative Easing (QE) programs. It is now in the
process of gradually winding down its QE activities,
by tapering its purchases of long-term Treasuries
and mortgage securities from the initial $85 billion
per month run rate by $10 billion per month, such
that it is now buying only $25 billion per month and
anticipates continuing to taper down to zero in late
October. Many investors and strategists expect this
tapering process to trigger rising rates as the easy
money comes to an end. We generally do not try to
forecast rates, a difficult task, but we agree with the
view that the asymmetries favor rising rates over further declines. We got a taste of those possibilities in
May 2013, when the Fed first discussed tapering. The
“taper tantrum” ensued, as rates rose by 140 basis
points during the following 4 months.
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High yield bond investors have been among the largest beneficiaries of this long term decline in the general level
of interest rates. As rates have fallen, high yield bonds’ yields have declined and their prices have risen such that
long term investors in this asset class have enjoyed total returns exceeding the bonds’ coupons, despite default
losses. Most observers expect returns to diminish considerably if treasury rates rise by a meaningful amount.
Many fear that returns will turn negative.
The following chart contains the same high yield history, and also contains the option-adjusted spread. The price
of a high yield bond, expressed as its yield, is a combination of the yield on the same-duration treasury bond (the
blue shaded area) plus a ‘spread’ (the green shaded area). The spread reflects the creditworthiness of the issuer and
issue specific characteristics such as its liquidity, redeemability, and seniority within the capital structure, as well
as macro factors including economic expectations. Historically, the spread has averaged about 310 basis points
above the default loss rate. The chart demonstrates the importance of the spread component within the overall
yield of the bonds, especially during the current period of low rates, and its volatility as economic conditions
change. When viewed from this perspective, it becomes clear that in periods of low rates, the spread is the most
important component of the bonds’ yield, and as rates rise, the treasury component becomes more significant.
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Theoretically, high yield bond spreads move in opposite directions to Treasury yields, providing a natural damping effect. High yield spreads contract as default risk diminishes during economic expansions, when treasury rates
are rising, and spreads widen during recessions to reflect increasing default risk, as treasury rates decline. The
relatively large coupon income contributes to this dampening effect. This theory has held up during the past 20
years, as shown in the chart below.
High Yield Yields Returns in Periods of Rising Interest Rates
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Advent’s research group reviewed all of the periods when rates rose by 100 basis points or more during the past
20 years. High yield investors had positive returns in each of those periods, in every case outperforming treasuries
and high grade corporates. As predicted, large coupons and spread contraction more than offset the impact of the
rising treasury rates.
The first episode, which occurred over only five months in 1996, was a characterized by a growing economy and
soaring stock market. Those are typical conditions for rising interest rates driven by strong demand for capital.
Despite the short time frame, high yield bonds managed to produce a small positive return, outperforming high
grade corporates by 5.4% and the 10-year Treasury by 8.7%. It helped that the average coupon at that time was
about 10%.
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The largest rise in rates during the 20 year period occurred during the fifteen months from October 1998 to January 2000. This was the height of the late ‘90s bull market, with a very strong economy, very low unemployment,
hints of inflation, and a powerful stock market rally. The dot-com boom was underway, including the build out
of vast new communications and technological infrastructures, and capital was scarce. It is no surprise that rates
rose dramatically during the period. Helped by the longer time frame, high yield bonds produced a 5.1% positive
return while high grade corporates and the Treasury lost 3.1% and 12.6% respectively.
Rates rose again during the 5 month period between November 2001 and April 2002. The dot-com bust recession
had just ended and GDP grew by 1.7% in Q4 2001 and a whopping 6.1% in Q1 2002. Equity markets were weak
and Enron filed for bankruptcy. The rate on the 10-year Treasury increased by 125 basis points, leading to a 7.6%
loss for Treasury investors and a 2.7% loss for investment grade corporates. Despite the short timeframe, high yield
investors earned 3.9%.
The longest interval of rising rates during this period occurred from June 2003 to June 2006, when the 10-year
Treasury rate rose by 213 basis points. This was a time of broad economic expansion, strong capital markets, and
good stock performance. The Fed gradually increased the federal funds rate from 1% to 5% as it sought to forestall
inflationary pressures. With three years of coupons, high yield easily outperformed the 10-year Treasury, which
lost 4.6%. High grade corporates had a positive return too, but well behind high yield’s 27.1%.
The seven months between December 2008 and June 2009 were among the most prosperous ever for high yield
investors, with a total return of 30.6% despite the 189 basis point rise in the rate on the 10-year Treasury, which lost
13.2% during the period. This was the early part of the recovery from the financial crisis of 2008, when high yield
led the markets out of the abyss. The economy was still struggling and liquidity had not yet been fully restored,
but high yield investors concluded that the worst of the crisis was behind and that high yield bonds were deeply
oversold and very attractive. This was a very good example of outperformance based on spread compression.
The shortest period of rising rates was between October 2010 and February 2011, when the Treasury rate increased
by 135 basis points. The economy was demonstrating accelerating growth and the stock market was rallying. High
yield returned 4.9% for the four months as spreads continued to compress. Investment grade corporates and the
10-year Treasury lost 3.2% and 9.5% respectively.
The most recent rate increase came between July 2012 and December 2013. This increase was driven by the market’s fear that rates would move higher with the anticipated wind-down of the Fed’s
QE programs. The second part of this increase has been labeled the ‘taper tantrum.’ The 10 year Treasury lost 8.2% during the 17 months, easily eclipsed by high yield’s 14.7% return which reflected
both spread compression and the accrual of the relatively large coupon for nearly a year and a half.
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Undoubtedly, as investors think about rising rates their first concern is the effect on returns. But for sophisticated
investors focused on large diverse investment portfolios, volatility and correlations with other assets are equally
important. We computed these metrics for several asset classes over the last 27 years, and also for most of the past
seven years, when rates have been low. The results are displayed in the tables below:

Asset Class Correlations 1987 - Present*
High Yield Corporates

7-10 Year Treasuries

7-10 Year High Grade
Corporates

High Yield Corporates

1.00

7 - 10 Year Treasuries

0.01

1.00

7 - 10 High Grade Corporates

0.55

0.71

1.00

S&P 500 Index

0.58

-0.05

0.26

VIX vs. High Yield Spreads

0.77

S&P 500 Index

1.00

Low Yield Period, November 2007 - Present**
High Yield Corporates

1.00

7 - 10 Year Treasuries

-0.31

1.00

7 - 10 High Grade Corporates

0.64

0.43

1.00

S&P 500 Index

0.74

-0.51

0.23

VIX vs. High Yield Spreads

0.76

1.00

*Monthly returns from January 1, 1987 - June 30, 2014, except High Grade Corporates (1992 - 2014) and VIX (1990-2014)
** Excludes 8 months of severe volatility from September 2008 - April 2009
Source: Bank of America Merrill Lynch, Bloomberg

When viewed thru the context of our high yield pricing model, one would expect the correlation with Treasuries to
increase as rates rise, simply because the Treasury component of the yield expands. Similarly, because the spread
component contracts, correlations with equities should decline. This is borne out by the numbers. High yield is
uncorrelated with the 10-year Treasury in the normal environment, but has a negative correlation in the low yield
period. That negative correlation makes high yield a very powerful addition to a core fixed income portfolio. By incorporating high yield, an investor can both improve returns and reduce volatility. The imperfect correlation with
equities creates a similar but less compelling opportunity to improve an equity portfolio’s return characteristics,
except in this case the effect is weaker in the low rate environment, because the correlation is higher.
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Asset Class Returns & Volatility, 1987 – Present*
High Yield
Corporates

7-10 Year Treasuries

7-10 Year High
Grade Corporates

S&P 500

Average Annual
Return

8.88%

7.18%

7.13%

10.38%

Annualized
Volatility

8.29%

6.13%

6.22%

15.30%

Sharpe Ratio

0.61

0.54

0.65

0.49

Low Yield Period, November 2007 – Present**
Average Annual
Return

12.53%

5.55%

8.95%

13.28%

Annualized
volatility

7.38%

5.76%

5.45%

13.70%

Sharpe Ratio

1.63

0.89

1.53

0.99

*Monthly data from January 1, 1987 - June 30, 2014, except High Grade Corporates (1992 - 2014) ** Excludes 8 months of severe volatility from September 2008 - April 2009.
Source: Bank of America Merrill Lynch, Bloomberg

The effect on volatility is less clear because it is complicated by the correlation between the two components.
Since equities are more volatile than Treasuries, we would expect volatility to be greatest during periods of low
interest rates, when the Treasury component is small and the equity component is large. That effect is mitigated
by the lower volatility of all the asset classes in the low yield period. However, if Treasuries and equities are
negatively correlated, as is the case during the low yield period, they would tend to offset each other and reduce
overall volatility as the ratio of the two components approaches a balance point. We believe that is the explanation for the slightly lower volatility demonstrated by the high yield index during the low yield period.

Conclusion

As the economy continues its slow expansion and the Fed unwinds its easy money QE programs, it is natural for
investors to worry about rising rates. We share these concerns.
History tells us that high yield bonds can generate positive returns even as the general level of interest rates is
rising, thanks to their large coupons and spread compression as the economy expands. Whether that happens in
the future depends on many factors, most importantly the magnitude and duration of the rate increase and the
current yield of the high yield bonds. We note that the coupon on high yield bonds is at an all-time low, so the
current yield will not provide as much of a cushion as it has in the past. Also, the Fed’s role is more substantial
this time, and the economy’s less so. If rates rise because of the Fed’s actions rather than an overheating economy,
spread contraction could be less of a factor. With those caveats in mind, we are cautiously optimistic that high
yield bonds can deliver positive returns as the Fed gradually unwinds its QE program.
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While rising Treasury rates can lead to higher volatility and less favorable correlation characteristics, we note
that the rate on the 10-year would have to rise beyond 4% before those effects become significant. Nonetheless,
high yield bonds will continue to provide diversification benefits even if rates returned to their long-term averages because they are imperfectly correlated with other asset classes.
We manage our portfolios such that we can outperform in a rising rate environment in three ways. The first and
most important is to populate the portfolio with high conviction alpha ideas that can outperform in any market.
The second is to keep the portfolio duration below that of the index, reducing overall volatility and downside
risk. The third is to underweight BB-rated issues because those are more interest rate sensitive than lower quality
issues that have a larger credit component.
We believe high yield bonds are an all-season portfolio component that adds current income and enhances total
returns while reducing volatility in most market environments.

Mike Brown
Portfolio Manager

		

				
				

ADVENT CAPITAL MANAGEMENT, LLC

New York | 1271 Avenue of the Americas, 45th Floor, New York, NY 10020 | + 1 212 482 1600
London | 4th Floor Dover House, 34 Dover Street, London W1S 4NG UK | +44 203 357 9990
These materials do not constitute an offer of securities which will only take place through a private placement memorandum.
Past performance is not a guarantee of future results. For distribution to accredited investors only.

7

High Yield Bonds
in a Rising Rate Environment
August 2014
Disclosures
Advent Capital Management, LLC is an investment advisor registered with the Securities and Exchange Commission under the Investment Advisers Act of 1940. Advent is an independent, privately held corporation. Advent specializes in global and domestic convertible, high yield, and
event-driven strategies based on a credit focused investment process with offices in New York and London. Advent has approximately $8.4 billion
in assets under management. We manage institutional assets across long-only and hedge fund strategies. A list of all firm composites is available
upon request.
We do not represent that the contents of this document, including any third party information, is accurate or complete and it should not be relied
upon as such. Opinions and any forecasts of future events, returns or results expressed herein reflect the opinion of Advent, are subject to change
without notice, do not reflect actual investment results, are not guarantees of future events, returns or results and are not intended to provide financial planning or investment advice. Actual future events, returns and results may vary completely and adversely from prior opinions and forecasts
concerning such events, returns, and results.
The content of this article is not intended to recommend any particular investment or investment strategy. The content of this article shall not be
used or considered as an offer to sell or a solicitation of any offer to buy any securities or services of Advent Capital Management, LLC or any other
issuer. Offers can only be made where lawful under, and in compliance with, applicable law. Past performance is not a guarantee of future results. It
should not be assumed that results for historic portfolio investments or investment strategies will be achieved for other investments or in the future.
Market conditions can vary widely over time and can result in a loss of portfolio value. No guarantee or representation is made that any investment
strategy, fund or account will achieve its investment objective.
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