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Second quarter market conditions favored the high yield
market. Persistent low volatility coupled with stable,
albeit modest economic growth continued to provide
a favorable backdrop for risk assets, as the U.S. enters its
eighth consecutive year of economic expansion and low
unemployment. Low interest rates and accommodative
monetary policies by the major central banks around the
world continue to create a favorable environment for risk
assets, while the market seemed to digest the Fed Funds
increase in June with ease. However, the depressed oil
market started to catch the investor’s attention near the
end of the quarter. The price of oil reached a year-to-date
low on June 21st, before recovering near the end of the
quarter. The West Texas Intermediate (WTI) oil price was last
above $50/barrel on May 24th and the renewed weakness
in oil prices weighed on the energy sector’s performance in
June. The energy sector yield-to-worst increased by 72 bps
in June, yet the weakness in oil prices did not spill over into
the broader market performance. Despite the late quarter
renewed weakness in the energy sector, the market had a
good quarter overall with the index (Bloomberg Barclays
U.S. High Yield Corporate Index) returning 2.17% for the
second quarter, marking the sixth consecutive positive
return quarter. The high yield market return for the first
sixth months of this year was 4.93%.

U.S. dollar denominated new issuance was $62.4 billion
in the second quarter, which is roughly $8 billion less
than the average 2Q new issuance over the past nine
years. However, “net” new issuance was negligible as the
preponderance of new issue activity was for refinancing.
We expect refinancing activity to continue to constitute
a significant share of new issuance moving forward given
the large universe of bonds that are callable within the
next 12 months. M&A and LBO new issuance has declined
to 20% year-to-date, and below the 23% historical average.
Despite the low interest environment and receptive market
conditions, very few new companies have tapped the high
yield market.

The prevailing “risk on” mentality, that has been in place
since March 2016 continued for the first half of the year;
where Caa(s) returned 6.59%, while Ba(s) and B(s) returned
4.79% and 4.28%, respectively. However, between mid-
March and mid-June the 10-year U.S. Treasury rallied 50
bps, resulting in a break in the second quarter trend. Ba(s)
returned 2.68% for the second quarter outpacing its lower

rated cohorts. B(s) returned 1.71% and Caa(s) returned
1.85%. Ba(s) spreads declined 29 bps in the second quarter
bringing the Ba spread down to a cycle low 246 bps at
quarter end (compared to 256 bps in late June 2014). The
Caa-B spread differential remained virtually unchanged
compared to the first quarter and was 327 bps at quarter
end. We continue to believe there is an opportunity for
modest spread tightening for Caa(s), as spreads closed the
quarter at 714 bps. Notably, more than 62% (par value) of
Caa(s) trade at a spread less than 600 bps, while 14% (par
value) trade at a spread in excess of 1,000 bps. The index
yield-to-worst declined to 5.62% and the average spread
tightened 23 bps in the second quarter down to 390 bps
from 412 bps at the beginning of the quarter. The average
price was 101.5 at quarter end. Current market valuations
may appear elevated but they are still below the recent
cycle highs. In late June 2014 the index average spread was
362 bps, while the index yield-to-worst was 4.83% and the
index average price stood at 106.2.

The elevated valuations in the high yield market are
supported by strong fundamentals as public index
constituents posted strong financial results with the last
quarter annualized EBITDA (earnings before interest, taxes,
depreciation and amortization) increasing 15.5% year-
over-year for the first quarter of 2017 (JPM Morgan). Credit
metrics remain reasonable with market leverage at 4.43X.
The par weighted default rate at the end of quarter was
1.50%, down from 3.57% at the beginning of the year. (JP
Morgan)

Moving into the second half of the year we remain
constructive given the backdrop of a stable economy and
a low default rate. With that said, we do not expect second
half returns to be of the magnitude of those realized in
the first half of the year as there is less room for spread
tightening and price appreciation especially for Ba(s). Major
central banks have indicated that they will be scaling back
their accommodative monetary policy moving forward.
While we do not expect significant widening in response to
central bank policies, it does pose a risk in the second half
of the year. Any further prolonged weakness in oil prices
also presents a risk as we move into the second half of the
year.
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