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Like many asset classes in 2018, high yield bonds ended the
year in negative territory as a broad-based “risk-off” sentiment
took hold in the fixed income markets. Despite the challenging
environment, corporate fundamentals remain strong and
default rates remain near all-time lows.
Against this backdrop, some investors may wonder: Is now the time to own high yield?
To help answer this question, we look at the current fixed income environment as well
as the performance of high yield and traditional core fixed income assets over previous
market cycles.

Eroding sources of stable income
Many investors have historically turned to their fixed income portfolio as a source of
stability and income. And while a 30-year bull market in bonds helped deliver both
income and capital preservation, the last five years illustrate how significantly times have
changed. Yields and returns have fallen while volatility has increased.
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Last 5 years represents December 31, 2013 to December 31, 2018. Prior 30 years represents December 31, 1983 to December 31, 2013.

Furthermore, despite the Fed raising rates nine times over the last three years, 10-year
U.S. Treasury rates ended 2018 at 2.69%. We believe the likelihood of history repeating
itself over the next 30 years is quite low. In our view, today’s fixed income market
requires an active approach in order to construct a balanced fixed income portfolio—
composed of both stabilizers and return enhancers.
• Stabilizers: Fixed-rate investment grade assets, such as those represented in the Bloomberg
Barclays U.S. Aggregate Bond Index (the Barclays Agg), may serve as a source of stability and
protection. These assets tend to perform better on a relative basis when interest rates fall and
volatility increases, as we saw in the fourth quarter of 2018. (The Barclays Agg returned 1.64% in
Q4 2018.)

However, investing in a traditional fixed income portfolio means investors must assume
lower yields and a higher degree of interest rate risk as compared to investments that
may serve as yield and return enhancers.
• Return enhancers: These investments reside outside of a “core” fixed income portfolio and
may include high yield bonds, bank loans, emerging market debt or structured products. Like
any investment, these assets carry their own risks—primarily credit risk.

High yield bonds tend to underperform traditional fixed income assets during periods of
market volatility but typically offer higher yields and may serve as a buffer against rising
rates.

The ability of a traditional fixed income portfolio
to deliver both income and stability has significantly
diminished over time.
The ability of a traditional fixed income portfolio to deliver both income and stability has
significantly diminished over time. Five years of lackluster yields, as represented by the
Barclays Agg, suggest income-seeking investors know this all too well.

The larger consequences of low yields
Low yields not only impact investors’ income, they also limit the potential for meaningful
capital appreciation should interest rates decline. From 1983 to 2013, the 10-year
Treasury yield fell 878 bps, which boosted bond prices and significantly contributed
to the Barclays Agg’s total return. With interest rates now near historic lows, rates have
limited room to fall, putting a cap on potential capital appreciation.
Conversely, the Barclays Agg’s low current yield reduces the income available to
“cushion” returns when rates rise and bond prices fall. We saw this firsthand in 2018.
While there were discrete periods of rising and falling yields throughout the year, the
10-year Treasury yield rose only 28 bps. Despite a relatively rangebound year for rates,
the Barclays Agg returned just 0.01% as the income generated did not provide sufficient
cushion to offset price declines caused by the modest rate increase.
We see further evidence of these challenges when looking back over the past three
market cycles. For purposes of our discussion, we define a market cycle as a period in
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which high yield spreads widen beyond 850 bps, a relatively extreme sell-off for that
market. We compare high yield bond performance against the Barclays Agg at different
points in the cycle.

Examining performance across credit market cycles
We examine two consecutive time periods for each market cycle.
• First, we span the points in time when high yield spreads are at their lowest (or tightest)
and widest. This captures the sell-off period that one would expect to present the weakest
performance for high yield1 and strongest relative performance for the Barclays Agg.
• Second, we consider the two years following the endpoint of the widest spreads. This is
intended to capture the period of recovery that tends to follow a spread-widening period.
• Last, we compare the returns of the two benchmarks over the entire cycle. This is intended to
highlight if overall fixed income returns could benefit from an allocation to high yield despite
experiencing a market sell-off.

In all three market cycles, the Barclays Agg outperformed high yield during the sell-off
periods, and high yield outperformed the Barclays Agg during the two-year recovery
periods. However, the data shows an interesting divergence between total relative
performance during the first market cycle and the two that followed.
In the first cycle, the Barclays Agg outperformed high yield overall. Yet in the two most
recent cycles, high yield outperformance during the recovery periods more than offset
underperformance during the sell-offs. In fact, during the most recent cycle, high yield
outperformed the Barclays Agg by nearly 1,000 bps cumulatively.
ANNUALIZED RETURNS DURING CREDIT MARKET CYCLES
DOTCOM
BUBBLE/RECESSION

GREAT
RECESSION

OIL PRICE
CRASH

Sept. 1997–Oct. 2002
Oct. 2002–Oct. 2004

May 2007–Nov. 2008
Nov. 2008–Nov. 2010

June 2014–Feb. 2016
Feb. 2016–Feb. 2018

HY
bonds

Barclays
Agg

HY
bonds

Barclays
Agg

HY
bonds

Barclays
Agg

Sell-off

-0.7%

7.6%

-23.7%

4.7%

-5.0%

2.8%

2-year recovery

22.6%

5.2%

38.8%

8.8%

12.7%

1.0%

5.4%

6.9%

7.4%

7.0%

4.3%

1.8%

Total market cycle

Source: Bloomberg. Barclays Agg refers to the Bloomberg Barclays U.S. Aggregate Bond Index, and HY bonds are represented by the
Bloomberg Barclays U.S. Corporate High Yield Bond Index.

We believe the difference in returns across the market cycles can be attributed to
declining returns of the Barclays Agg during sell-offs. In the first cycle, the yield of the
Barclays Agg heading into the sell-off was 6.2% and 10-year Treasury yields were at
5.7%.2 This resulted in two primary benefits for returns. Not only did the higher current
yield help returns for the Barclays Agg throughout the period, but the higher starting
level for 10-year Treasury yields allowed for additional capital appreciation as yields fell
over the course of the cycle.
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In the subsequent two cycles, not only was the level of current income generated by the
Barclays Agg lower due to its lower starting yield, but the magnitude of the decline in
Treasury rates was smaller, allowing for less capital appreciation.

Looking beyond core fixed income
In light of the reversal in relative performance of traditional fixed income portfolios over
the past three market cycles, and the challenges in today’s market, we believe a strong
case can be made for allocating a portion of investors’ portfolios to high yield bonds
alongside traditional core fixed income allocations.
While different areas of the fixed income market perform differently in the various
phases of a market cycle, we believe structural changes in the interest rate environment
over the past several years may encourage investors to look beyond traditional core
fixed income allocations and diversify their holdings within fixed income, including
high yield bonds.

Robert Hoffman

Executive Director, Investment Research
As Executive Director of Investment Research, Robert leads the team that
analyzes the fundamentals behind market movements, macroeconomic
trends and the performance of specific industries — as well as their
potential impact on investors. His nearly two-decade tenure in the financial
services industry includes experience as a loan portfolio manager and
senior credit analyst focused on corporate loan issues. Robert serves
as the firm’s primary subject matter expert on the corporate credit
markets and select alternative investment solutions, developing targeted
communications and educational resources.
Bloomberg Barclays U.S. Aggregate Bond Index is a broad-based benchmark that measures the investment grade, U.S. dollardenominated, fixed-rate taxable bond market.
Bloomberg Barclays U.S. Corporate High Yield Index measures the USD-denominated, high yield, fixed-rate corporate bond market.
This information is educational in nature and does not constitute a financial promotion, investment advice or an inducement or
incitement to participate in any product, offering or investment. FS Investments is not adopting, making a recommendation for or
endorsing any investment strategy or particular security. All views, opinions and positions expressed herein are that of the author
and do not necessarily reflect the views, opinions or positions of FS Investments. All opinions are subject to change without notice,
and you should always obtain current information and perform due diligence before participating in any investment. FS Investments
does not provide legal or tax advice and the information herein should not be considered legal or tax advice. Tax laws and regulations
are complex and subject to change, which can materially impact any investment result. FS Investments cannot guarantee that the
information herein is accurate, complete, or timely. FS Investments makes no warranties with regard to such information or results
obtained by its use, and disclaims any liability arising out of your use of, or any tax position taken in reliance on, such information.
Any projections, forecasts and estimates contained herein are based upon certain assumptions that the author considers reasonable.
Projections are necessarily speculative in nature, and it can be expected that some or all of the assumptions underlying the projections
will not materialize or will vary significantly from actual results. The inclusion of projections herein should not be regarded as a
representation or guarantee regarding the reliability, accuracy or completeness of the information contained herein, and neither
FS Investments nor the author are under any obligation to update or keep current such information.
All investing is subject to risk, including the possible loss of the money you invest.
1 U.S. high yield bonds are represented by the Bloomberg Barclays U.S. Corporate High Yield Bond Index.
2 Bloomberg. Yields as of September 30, 1997.
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