
In addition to support from recent history, high yield bonds currently benefit from an 

improving economy, demand from crossover buyers, and Fed support. We offer perspective 

on each below. Investors holding the preconception that high yield is fully valued after the 

recent run-up should take note. 

Since our last comment on high yield spreads the market recovered, closing 2020 at a 

record low yield to worst (“YTW”) of 4.25%. Despite low yields, high yield spreads 

finished the year at +392 bps versus treasuries, below their long-term average but still well 

above their historic low of +251 bps witnessed in May 2007. 

While there is not a large sample set of instances in history we can examine when high 

yield spreads broke through the +400 bp level, today’s setup is reminiscent of the recovery 

following the 2015 oil price crash. Spreads later broke through +400 in February 2017 and 

from that point the high yield market went on to produce an extended period of coupon 

clipping returns. 

Forward High Yield Returns When Spreads Last Crossed +400 bps
ICE BofA High Yield Master Constrained Index

Spreads Have Rallied, But Be Careful 
Fading High Yield Bonds

David Jackson, CFA

Penn Capital Research – January 2021

Past performance is no guarantee of future results. 
Index comparisons have limitations as volatility and other characteristics may differ from a particular investment.

Entry Point: 2/28/2017
2/28/2018

(1 Year Fwd)
2/28/2019

(2 Years Fwd)
2/28/2020

(3 Years Fwd)

Total Return (%) 4.12 8.56 14.93 

Annualized Total Return (%) 4.12 4.19 4.75 

Source: Bloomberg. Exhibit 1

https://www.penncapital.com/insights/spreads-above-700-now-what


Bouncing Back

The COVID-19 vaccine is a game changer. As the public gains access to this life-saving 

medicine the global population will soon reach herd immunity, enabling economies to reopen 

and return to normal function. The US consumer emerges from the last year on lock down 

with record high net worth and additional fiscal stimulus on the way. This will unleash pent 

up demand for goods and services. 

Meanwhile robust capital market conditions have provided for a record wave of high yield 

refinancing. Terming out debt and lowering interest expense will remain a prevalent new year 

theme. We believe this combination of a reopening economy, rebounding consumer spending, 

and balance sheet repair point to a material decline in credit defaults going forward. 

Value is Relative

High yield bonds are an attractive complement to investment grade fixed income portfolios, 

as evidenced by the elevated spread premium between BB and BBB rated bonds compared 

with pre-crisis levels. On December 31, 2019 before the market collapse, BB bond spreads 

traded +86 bps wide of BBB spreads. As of January 11th, the discount is nearly double, 

standing at +156 bps, or +70 bps greater than it was pre-COVID (Exhibit 2). Furthermore, the 

effective duration of double B bonds (4.3 years) is roughly half that of triple B’s (8.1 years).

Past performance is no guarantee of future results.
Index comparisons have limitations as volatility and other characteristics may differ from a particular investment.
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High Yield Spread Premium Remains Elevated
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Exhibit 2



Past performance is no guarantee of future results.
Index comparisons have limitations as volatility and other characteristics may differ from a particular investment.
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With triple B bond yields at a meager 2% and treasury rates breaking out post news of a 

Democratic sweep, this creates strong incentive for investment grade buyers in search of yield and 

concerned about duration to reach for BBs. This setup also creates a strong catalyst for 

compression between BB and investment grade spreads. 

Whatever It Takes

As Penn previously discussed the Fed’s extraordinary measures taken last year proved they 

would do whatever it takes to prevent a financial system crash. High yield bonds continue to 

benefit from direct Fed support. As of its most recent disclosure the Fed owns $5.0b in face value 

of individual corporate bonds, with BBB and BB rated bonds making up 56% and 3% of those 

holdings, respectively. While the dollar value of bonds purchased is small in the context of the 

overall corporate bond market, the significance of the central bank’s direct support cannot be 

overstated. 

Together with the Fed’s more accommodative mandate “to achieve inflation moderately above 2% 

for some time”, the central bank maintains cover to aggressively intervene if the recovery falls off 

course. As always, we would caution investors fight the Fed at your own peril. 

https://penncapital.com/insights/feds-words-prove-more-helpful-their-actions
https://www.federalreserve.gov/monetarypolicy/smccf.htm
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Specialists in capital structure investing

At Penn Capital, we believe that understanding a company’s entire capital structure is the best way to identify

investment opportunities with the most value. In fact, we’ve found that managing bond portfolios makes us

better equity managers, and vice versa. Employing a fully integrated credit and equity research process, we focus

on non-investment grade companies in the micro to mid-capitalization range, where we can take advantage of

inefficient security pricing. We are an independent, employee-owned boutique investment management firm

based in Philadelphia. We forge our own ideas, we respect hard work, and we are committed to our clients, our

staff, and our community.

Contact information:

215-302-1500

info@penncapital.com

www.penncapital.com

Disclosure

The subject matter contained herein has been derived from several sources believed to be reliable and accurate at the time of
compilation, but no representation or warranty (express or implied) is made as to the accuracy or completeness of any of this
information. Under no circumstances should this information be construed as a recommendation or advice. The views expressed herein
reflect the professional opinions of the portfolio managers and are subject to change. Penn Capital does not accept any liability for losses
either direct or consequential caused by the use of, or reliance upon, this information. These views are subject to change at any time and
they do not guarantee future performance of the markets. Investing in the stock market involves gains and losses and may not be
suitable for all investors. Investors have the opportunity for losses as well as profits.

Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees
of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or product (including
the investments and/or investment strategies recommended or undertaken by Penn Capital), or any non-investment related content,
made reference to directly or indirectly contained within this commentary be suitable for your portfolio or individual situation, or prove
successful. Comparisons to indices are inherently unreliable indicators of future performance. The strategies used to generate the
performance vary from those used to generate the returns depicted in the benchmarks. Penn Capital makes no representation as to the
methodology used to generate the benchmark returns. Portfolio holdings are subject change and may or may not be held by one or more
Penn Capital portfolios from time to time. Transactions in such securities may be made which seemingly contradict the references to
them for a variety of reasons, including but not limited to, liquidity to meet redemptions or overall portfolio rebalancing.

Investors cannot invest directly in an index. The ICE BofA US HY Cash Pay BB-B Rated 1-3 Year Index is a subset of The Bank of America US
Cash Pay High Yield Index, which tracks the performance of non-investment-grade corporate bonds with a remaining term to final
maturity less than three years and rated BB-B. The ICE BofA US High Yield Index tracks the performance of US dollar denominated below
investment grade rated corporate debt publicly issued in the US domestic market. The S&P 500 Index is a capitalization weighted index of
500 stocks intended to be a representative sample of leading companies in leading industries within the U.S. economy. The Bloomberg
Barclays US Aggregate Bond Index is a broad-based flagship benchmark that measures the investment grade, US dollar-denominated,
fixed rate taxable bond market. The ICE BofA 1-3 Year BBB US Corporate Index is subset of the ICE BofA US Corporate Master Index
tracking the performance of US dollar denominated investment grade rated corporate debt publicly issued in the US domestic market.
This subset includes all securities with a remaining term to maturity of less than 3 years. The ICE BofA High Yield OAS (Option-Adjusted
Spreads) Index is the calculated spread between a computed OAS index of all bonds in a given rating category and a spot Treasury curve.
An OAS index is constructed using each constituent bond weighted by market capitalization. The ICE BofA High Yield Index uses an index
of bonds that are below investment grade (those rated BB or below). A copy of Penn Capital’s current written disclosure statement
discussing our advisory services and fees is available upon request.
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