
HIGH YIELD BONDS

High yield bonds returned +2.80% in 1Q, with an excess
return to US Treasuries of 103 bps. High yield bonds were
buffeted in late February by investor skittishness over the
decline of the sub-prime mortgage markets, but then
rebounded in March. High yield spreads over similar-
maturity US Treasuries closed the period at 314 bps, 5 bps
lower than at the start of the year.  

Strong, Yet Maturing, Credit Cycle
Credit fundamentals generally remained positive (with the
exception of the auto and housing sectors), with default
rates hitting a historic low of 1.2%. In fact, Moody’s did not
report any new defaults during the months of February and
March. Strong economic growth and demand for goods
outside of the US lifted the commodity (paper, metals,
chemicals) and industrial sectors. The media and retail
sectors also outperformed, while autos and homebuilders
lagged due to continuing weak fundamentals. 

Volatility on the Horizon?
Despite this positive background, we see potential signs of
increasing volatility in the high yield market, which could
present challenges, as well as opportunities. First, we
believe the pace of US economic growth is at risk to slow
as a weaker housing market and tighter lending standards
“roll through” to other areas of the economy. Weaker
growth affects high yield companies to a greater degree
than investment grade companies; high yield companies
typically have greater operating and financial leverage and
are thus more sensitive to declines in economic activity and
corporate earnings.    

Second, the quality of new high yield issues has declined
noticeably. While many high yield companies remain
healthy from a credit standpoint, a growing number of
newly-issued, CCC- and lower B-rated bonds are saddled
with higher leverage multiples and weaker bond indenture
covenants. Many of these bonds are being issued by private
equity firms to fund leveraged buyouts, with the issuers
using as much debt as possible to fund the acquisitions. In
1Q, for example, one issuer came to market with a debt
level 12 times higher than its cashflow, the highest leverage

for a new issue in many years. We believe these are the
issues to watch as potential default candidates in the next
few years. 

Third, high yield bond spreads over US Treasuries closed
the quarter near the low end of their historic range, leaving
the sector more susceptible to an economic slowdown, an
increase in defaults, excessive trading from hedge funds,
and other negative events. 

Volatility Could Also Bring Opportunities
Despite the modest increase in risk, we still believe the
current positive credit cycle will continue for several more
years, with high yield spreads range-bound and default
rates well below the historical average. We also look for
increased market volatility to present attractive relative
value opportunities, especially as the high yield market
appears to be fully valued. Recently, for example, high yield
investors required an issuer to raise the yield and tighten
the covenants on a new offering in order to complete the
deal. Another trend we expect to present opportunities is a
shift in high yield outperformance from being beta-driven,
led by CCCs, to alpha-driven, led by research, good
individual security selection, and the ability to avoid
deteriorating credits. In all, we expect high yield bonds to
provide coupon-like returns through the remainder of 2007.
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High yield bonds should provide coupon-like returns in 2007, supported by a still favorable credit
environment and excess liquidity. However, we remain cautious of a potential moderation in credit quality,
slower economic growth, and the greater use of leverage in many new issues.
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Take Advantage of Industry Rotation
Opportunities

Shift to Stable, Defensive Sectors 
We continue to focus on bottom-up, credit-intensive
security selection and are emphasizing select credits in
defensive industries that should perform well even if the
economy continues to expand at a sub-par pace, such as
gaming, lodging, healthcare, defense, energy, and certain
utilities. Despite their solid fundamentals and relatively
greater immunity to economic uncertainty, many issuers in
these industries are trading at yields comparable to riskier,
more cyclical sectors. To the extent that we own companies
in highly cyclical areas such as chemicals and metals, we 
are focused primarily on shorter-maturity and higher-
quality bonds.  

Underweight Auto and Homebuilding Sectors
We are now underweight the auto and residential housing
sectors, two areas that we believe may be susceptible to a
correction. Although the auto sector rebounded in 2006, it
has continued to lag so far this year due to fundamental
and competitive challenges. GM and Ford are also facing a
new round of potentially challenging labor negotiations
this fall. The residential housing sector and sub-prime
mortgage market also remain sluggish, with no relief in
sight. Tighter mortgage lending standards could also spill
over to the auto financing sector, weighing down the
financing arms of select auto companies.  

Seek Opportunities from Increased Global
Construction and Capital Spending

Economic growth remains robust outside the US, with
many high yield companies benefiting from overseas
demand for equipment and services. As a result, we are
looking for opportunities in select globally diversified
companies in industries such as construction equipment,
building materials, capital goods, technology, and
commodities.  

Focus on Bank Loans
We are shifting out of traditional fixed-rate high

yield bonds to focus on shorter-term, floating rate high
yield issues, such as bank loans, which have less volatility
and currently offer more attractive value. The front end of
the curve has inverted to such a degree that fixed-rate issues

in the 2- to 3-year maturity range are vulnerable to a
potential rise in interest rates, or even just a patient Fed. In
addition, many of the short-term fixed-rate bonds that we
found attractive – those with relatively high coupons that
could be called early at a premium - have already been
refinanced. 

Higher Quality Bias 
With credit quality spreads between BB, B, and

CCC-rated credits at historically tight levels, we believe the
“up-in-quality” trade still makes sense, especially given the
increasing leverage multiples built into many new issues. As
a result, we continue to upgrade overall quality by moving
into select higher quality credits and more senior and
secured debt, whenever possible. Specifically, we are
looking to sell select B- and CCC-rated issues that are
trading at relatively narrow spreads. 

Capitalize on LBO and M&A Activity and
Event Risk 

On the positive side, we are looking to capitalize on the
growing trend in LBOs and M&As by focusing on bonds
with strong covenants that could benefit from such activity.
The wave of LBO and M&A activity is also creating new
investment opportunities for high yield investors. The
plethora of these large, liquid high yield issues allows astute
managers to selectively invest in higher-yielding issues with
attractive upside potential.

On the not-so-positive side, we remain wary of higher
quality high yield companies that may be LBO candidates,
as this event could significantly increase their debt ratios.
The dilemma, however, is that the companies we find most
attractive – those with positive credit traits, free cash flow,
stable management, and relatively low leverage – possess
the same characteristics that are attractive to private equity
investors. In addition, we continue to avoid companies
with large corporate cash balances that are likely to use the
cash to make bondholder-unfriendly moves, such as
buying back stock or paying dividends. 

Our research analysts closely focus on all covenants within
bond indentures to determine the level of bondholder
protection from such capital structure changes. We closely
evaluate all major corporate initiatives and favor companies
that have restrictions on dividend payments, share
repurchases and/or additional debt incurrence.
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