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Asset Class Update: High-Yield Bonds

Record Yields Cushion Economic Uncertainty 

After their worst year ever in 2008, the average •
yield (18%) on high-yield bonds remained near a 
record high in early 2009 due to the weak U.S. 
economy and ongoing credit market crisis.

The significantly elevated spreads on high-yield •
bonds—a measure of valuation—suggest that 
investors have already priced in the probability of 
record-high default rates by issuers.

The tough corporate operating environment may •
continue to provide a volatile backdrop for high-
yield securities, but current yields offer a significant 
cushion against heightened risks. 
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S The positive returns for high-yield corporate bonds 
(+4.4%) so far in 2009 suggest that more investors 
have been sticking their toes back into the high-yield 
waters after the worst performance ever (-26%) for 
this asset class during 2008.i  Eye-popping yields 
around 18% are the current compensation offered 
for accepting a higher probability that more com-
panies may default on their debt obligations in the 
deteriorating economic climate. Therein lies the 
challenge for potential investors in the high-yield 
sector: Are current discounted valuations (higher 
yields) suffi cient to compensate them for the diffi cult 
corporate business outlook?

Spotlight on 
business

fundamentals

Economic backdrop a major headwind
The big 2008 losses suffered by high-yield bonds 
largely refl ected the credit market turmoil that esca-
lated into a full-blown fi nancial crisis in the fall of 2008. 
The extent of the crisis and its negative impact on the 
economy was greater than most investors anticipated, 
and triggered a massive sell-off across a broad spec-
trum of assets. As high-yield bond prices tumbled, 
yields soared above 22% in aggregate—a new record. 

The deepening U.S. economic recession is an impor-
tant factor in the outlook for high-yield bonds because 
the issuers of these bonds are typically companies in 
capital-intensive industries—such as energy, telecom-
munications, electric utilities and automotive—that 
have more outstanding debt and less cash available to 
cover their interest payments than higher-rated com-
panies (hence their below-investment-grade credit 
ratings). In a deteriorating economy, investors typically 
demand more compensation (in the form of higher 
yields) to own these bonds given the increased risk of 
the companies defaulting on their debt obligations. 
Although they are fi xed-income securities, high-yield 

bonds are sensitive to some of the same character-
istics that drive stock prices, including a company’s 
business prospects, cash fl ow, and debt levels, all of 
which can be infl uenced by the health of the economy 
[see the “Know What You Own” section on page 
3 for more characteristics of high-yield bonds]. 

Credit crisis puts squeeze on borrowers
Elsewhere, tightened credit (borrowing) conditions 
brought into question the ability of companies (issu-
ers) to acquire access to capital, including their ability 
to roll over existing debt obligations. To wit: high- 
yield bond issuance volume was weak during 2008, as 
only $55.7 billion came to market—a 65% decrease 
from the prior year.ii Technical factors also provided 
headwinds to the sector, particularly forced-selling 
(deleveraging) of riskier securities by troubled Wall 
Street fi rms, in addition to a reduction in the number 
of brokers able to provide liquidity in the high-yield 
market. During the fi rst few weeks of 2009, there was 
some thawing in the frozen issuance market, as a 
handful of companies successfully came to the market, 
but yields on these deals remained historically high.
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Assessing
valuation and 

outlook

Yield spreads (valuations) at historically wide 
(cheap) levels 
The challenging climate caused the spreads on high 
yield bonds—the difference between the (typically 
greater) yield on high-yield bonds and those of risk-
free Treasury bonds of comparable duration—to soar 
to a historical high of 2182 basis points in 2008 (up 
from only 551 bps at the start of the year).iii Near the 
end of January, spreads had tightened somewhat to 
1673 bps, but remained well above prior peaks during 
economic recessions in 1990 and 2001-2002 (see Ex-
hibit 1).iv The signifi cantly elevated spread levels refl ect 
the high degree of uncertainty investors have in the 
outlook for the economy and the credit markets, and 
they also suggest high-yield bond valuations are less 
expensive than at any point in at least two decades. 

Bond prices refl ect all-time high defaults
The percentage of companies defaulting on their 
debt obligations increased slowly throughout 2008 
(from a historic low of 1.0% in 2007), ending the year 
at 4.4% of all U.S. issuers. While that rate is near 
the category’s 4.8% long-term average pace, most 
experts expect it to rise substantially, with rating 
agency Moody’s forecasting a 15% rate by the end 
of 2009.v By comparison, the highest default rate 
on record was 13% during the 1991 recession. 

One way to assess valuations in the high-yield mar-
ket is to evaluate what level of defaults are already 
anticipated based on how far below par current 
bond prices are trading. To determine this, one can 
calculate an implied default rate. The implied default 

For investors, the key question to consider is whether 
the extra yield currently offered by high-yield bonds 
is suffi cient to compensate them for the added risk of 
a highly uncertain future business climate. The rocky 
economic and credit-market environment signals a 
high probability that the default rate will rise steadily 
in 2009. High-yield bonds are fi xed-income securi-
ties, but they are among the riskiest bond categories 
and investors may do well to anticipate a continued 
volatile ride amid a challenging backdrop. However, 
on the positive side, discounted high-yield bond 
prices already refl ect a rise in defaults that would be 
the worst on record, implying current yields provide 
a signifi cant cushion against future uncertainty.  

Investment Implications

rate is an objective statistical calculation that takes 
into account an index’s price, coupon, yield and an 
expected recovery rate to measure a default rate 
implied by current bond prices. The current aver-
age high-yield bond price is 64 cents on the dollar. 
If one assumes a recovery rate—the dollar amount 
of assets recovered after a corporate default (usually 
expressed as a percentage of the bond’s par value)—
equal to the category’s long-term average of 40%, the 
market is currently pricing in a default rate of about 
34%, which would be more than two and a half times 
the previous record high (see Exhibit 1). Assuming a 
more pessimistic 20% recovery rate, which may be 
appropriate given the confl uence of weak economic 
and credit conditions, the implied default rate is 
18.5%, which would still be the highest on record.vi

EXHIBIT 1: High-yield bond spreads have soared to record levels (left)... and yields implied that bond prices already have           
discounted a record-high level of defaults (right).

Implied default rates calculated using Merrill Lynch High Yield Master II Index 
characteristics as of 1/23/09. Source: Moody’s, FMRCo (MARE) as of 1/23/09.
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Historical & Implied U.S. High-Yield Default Rates 
(1988-2008)

Historical 
Average 

(1988-2008)

Historical Peak 
(June 1991)

Jan 2009 Implied 
Default Rate 

(20% Assumed 
Recovery Rate)

Jan 2009 Implied 
Default Rate 

(40% Assumed 
Recovery Rate)

4.8%

13.0%

18.7%

34.7%

High-Yield Spreads
(1990-2009)
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Data shown for Merrill Lynch High Yield Master II Index. Source: Merrill Lynch, 
FMRCo (MARE) as of 1/23/09.
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The Market Analysis, Research and Education (MARE) group, a unit of Fidelity Management & Research Co. (FMRCo.), 
provides timely analysis on developments in the fi nancial markets.

Investment decisions should be based on an individual’s own goals, time horizon, and tolerance for risk. 
Past performance is no guarantee of future results. 

Lower-quality debt securities involve greater risk of default or price changes due to potential changes in the credit quality of the issuer.

Although bonds generally present less short-term risk and volatility than stocks, bonds do contain interest rate risk (as interest rate rise, bond prices usually fall and vice 
versa) and the risk of default, or the risk that an issuer will be unable to make income or principal payments.  Additionally, bonds and short-term investments entail greater 
infl ation risk, or the risk that the return of an investment will not keep up with increases in the prices of goods and services, than stocks.

All indices are unmanaged and performance of the indices include reinvestment of dividends and interest income, unless otherwise noted, are not illustrative of any par-
ticular investment and an investment cannot be made in any index.

The Merrill Lynch High Yield Bond Master II Index is an unmanaged index that tracks the performance of below investment grade U.S. dollar-denominated corporate 
bonds publicly issued in the U.S. domestic market.

[i] All performance as of 1/23/09 and refl ected by the Merrill Lynch High Yield Master II Index, unless otherwise noted. Source: FMRCo (MARE).
[ii] Source: Merrill Lynch, FMRCo (MARE) as of 12/31/08.
[iii] The “spread” referenced in this article refers to the percentage difference (in percentage points or basis points) in the yields of high-yield bonds 
compared to the yields of (risk-free) Treasury bonds of similar duration. Higher spreads refl ect the market’s perception of a higher risk of default for 
high-yield bonds, and are an indication of the perceived economic and business conditions.
[iv] Option-Adjusted Spreads (OAS) of the Merrill Lynch High Yield Master II Index. Source: Merrill Lynch, FMRCo (MARE) as of 1/23/09.
[v] The default rate shows the percent of issuers that have defaulted over the past 12 months. Long-term average default rate includes data from 
1988-2008. Source: Moody’s, FMRCo (MARE) as of 12/31/08.
[vi] Moody’s U.S. speculative-grade bond default data only dates back to 1969. Moody’s global speculative grade bond data (which includes non-U.S. 
issuers) shows that the overall default rate reached its highest level of 16.21% during 1933. However, it should be noted that the high-yield bond 
universe was extremely small until the mid-to-late 1980s.
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Know What You Own: High-Yield Bonds
High-yield bonds are debt securities of companies with low credit quality, as designated by indepen-
dent bond rating agencies that assign ratings based on the possibility that a fi nancial obligation will not 
be honored as promised, and the likelihood that a corporate issuer may default (fail to make income 
or principal payments) on such an obligation. The bonds of lower-rated, high-yield companies typically 
have higher outstanding debt and less cash fl ow to cover their interest obligations.

Companies raise capital through the issuance of high-yield bonds to either launch, expand or reposition their 
operations. Many high-yield companies are mature businesses that operate in capital-intensive industries, such 
as energy, telecommunications and utilities. High-yield-bond issuers can be companies in the early stages of 
development that lack the operating history or balance sheet strength to merit having their debt labeled as 
investment-grade quality. Other high-yield issuers, the so-called “fallen angels,” are more-established compa-
nies whose debt once carried an investment-grade rating, but whose standing was downgraded due to doubts 
about their ability to pay interest or principal in a timely manner as a result of operating or fi nancial diffi culties. 

Generally speaking, investors expect the yields offered by bonds with below-investment-grade ratings to be 
higher than those of investment-grade bonds, as compensation to them for assuming the higher risks (e.g. de-
fault) inherent in lower-quality securities. These risks can lead to short-term price volatility for high-yield bonds, 
and therefore investing in this market segment may be most appropriate for investors with a long-term horizon.

High-yield bonds share traits of both stocks and investment-grade bonds. More specifi cally, high-yield bonds 
tend to be less sensitive to interest-rate movements than investment-grade bonds, and are more sensitive 
to the factors that infl uence stock prices, such as a company’s business prospects, cash fl ow and debt level, 
as well as industry fundamentals and the overall health of the economy. At the same time, high-yield bonds 
are fi xed-income securities that derive the bulk of their return from coupon payments (income), which makes 
them less volatile than stocks and provides downside protection. Absent a default, high-yield bonds can be 
expected to be redeemed at par value at maturity, while stock prices fl uctuate continuously. Thus, the histori-
cal performance of high-yield bonds has fallen between that of stocks and investment-grade bonds, which is 
to be expected given that high-yield bonds display risk characteristics of both of these other asset classes.


