
For professional clients only     

 

   

This time is no different, 

though the barbarians are 

at the gate 

 

Martin Reeves 

Head of Global High Yield 



May 2020                                                                                     Legal & General Investment Management  
 

2  |  For professional investors only 

Have I missed the rally?  

During my investing lifetime, shocks have been the norm. In each of 1998, 2001, 2008, 2011, 2015, 2018, and 

2020 we saw material falls in high-yield bond prices. Each episode had its peculiarities. This one has been 

marked by its intensity, with remarkable mid-teen declines in bond prices during a one-month period. 

But experience tells us not to panic. In the past few decades, every prior decline of more than 10% in high yield 

over consecutive three-month periods has been followed by a complete price recovery within four to eight months. 

We believe that recovery pattern is in process today too. 

The impact of the economic shutdown is certainly material on many issuers, but for investors what is more 

material is the impact of central banks cutting lending costs and governments increasing fiscal spending and in 

essence guaranteeing many debts. 

The reaction functions of central banks and governments are intensifying: bad news brings escalating policy 

interventions, which seem to reduce downside risks for investors and create the risk of asset prices overshooting 

each time. 

The actions of the authorities, in other words, have in our opinion tilted the seesaw of risk to the upside for 

investors. This dynamic is why, following prior drawdowns, the high-yield market has tended not just to rebound or 

even recapture mark-to-market losses, but to produce returns that have far exceeded the initial declines. 

This is why, when I am asked after an initial recovery whether the best of the rally is already behind us, I answer 

that we are likely only at the start and there is still time to potentially capture the upside. 

In the US high-yield market (where we have data going back furthest, and which therefore gives us the best guide 

to long-term patterns) spreads, even adjusting for energy, are still only around the 75th percentile. That is to say, 

three-quarters of the time spreads have been tighter. 

Default options 

Just as they were during every other challenging period, people today are concerned about defaults. However, 

history suggests that spreads typically over-compensate investors for the realised default rate over the 

subsequent 12 months. 

Since 1998, in every year bar one, buying high yield and remaining invested for four years has produced a return 

that has more than compensated investors for defaults. History indicates that spreads peak before defaults do, 

and peak spreads materially overestimate peak defaults. 

So buying at the end of April, when spreads in BB-rated bonds were 570 basis points and were 920 basis points 

in single Bs, meant that default rates over the next 12 months would have to be 12% in BB credits and 17% in Bs 

before investors would lose money. These default rates seem unlikely, in our view, given the unprecedented 

global easing measures being taken by governments and central banks. 

People also ask about recovery rates. They sort of do and do not matter. It is the default rate itself that dominates 

the return. Recovery rates reflect asset prices and are generally correlated to the level of the S&P 500 index, in 

particular specific equity sector valuations. 

This period of defaults will likely coincide with recovery rates higher than normal for such an economic 

environment because equity markets are high and the nature of this downturn, or rather the potentially rapid 

recovery that could occur, means assets will be in high demand. 

Furthermore, companies are generally in fine solvency positions so restructurings could easily focus more on debt 

extensions and reductions, such as through an extension of coupons rather than material haircuts. 

Unlike prior periods, it would seem unlikely there will be prolonged periods of uncertainty because to some extent 

people are already anticipating sharp falls in activity being followed by a rapid rise. In the 1930s and in 2008, 

there was no such expectation. 
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How tight could spreads go?   

First, one has to accept default rates will rise. The defaults will likely be concentrated in structurally challenged 

sectors (anyone trying to compete with Amazon* or Google*, for example, or major polluters) and those areas that 

were just too leveraged. 

One area I do not focus much on here is CCC-rated risk. This is an overleveraged area and this economic shock 

is, in our view, likely to lead to a repeat of the past and see very high default rates in this rating category. 

However, CCC-rated bonds are only a small part of the universe. The stock-picking capability required in this area 

to mitigate default risks would have to be abnormal to justify venturing in. 

So as the dust settles, the overwhelming preponderance of high-yield companies will not default, in our view. That 

is to say, we expect over 95% of BB companies and around 90% of single B rated companies to survive. The vast 

swathe of the universe that survives will justify having low spreads, possibly back to where they were at the start 

of the year. 

This would suggest there are potentially five deciles of retracement in spreads still on offer. That is about 300 

basis points for BB and 500 basis points for single B rated risk. We believe the companies that survive will be 

resilient and their bonds will be traded in a low interest rate environment. The value of income from coupons will 

be enhanced, we expect, because it will dwarf the yield available in government bonds. This is also likely why the 

absolute returns from high yield after a material selloff soon exceed the mark-to-market losses and continue for a 

couple of years. 

Fallen angels 

The benchmark does not stay static. Fallen angels and their associated refinancing and new issuance occur. This 

all happens during the 12 or so months after spreads peak and helps drive the benchmark returns higher than the 

recorded mark to market losses.   

I am often asked about the threat of fallen angels. One could refer to these as the barbarians at the gate. Well, 

they have now reached the gate and are coming over! The market has known they were coming for a while, 

though, and history shows that fallen angels can potentially be an opportunity. Some fail but the majority have 

prospered historically. Fallen angels may be feared, but there is one thing that we believe should attract the active 

investor and that is fear. 

It is likely history will repeat itself and fallen angels will still be a good hunting ground. This is partly because rating 

agencies tend to reduce ratings rapidly in the face of such economic challenges. Normally, to be fair to the 

agencies, this is because companies have dallied for too long in the lower reaches of investment grade and 

ignored the clear warnings in agency reports. This tends to upset the investment-grade investor but potentially 

creates opportunity for high-yield investors. 

The fallen angel story and the prospect of high spreads have always tended to bring new money into high yield. 

This is why there tends not to be a crowding-out issue as investment-grade issuers enter the benchmark. 

 

If you have any questions or require any further information, please contact 

your usual LGIM representative. 
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Disclaimer 

Key risk warning 

Past performance is not a guide to future performance. The value of an investment and any income taken from it 

is not guaranteed and can go down as well as up; you may not get back the amount you originally invested. 

*For illustrative purposes only. Reference to a particular security is on a historic basis and does not mean that the 

security is currently held or will be held within an LGIM portfolio. The above information does not constitute a 

recommendation to buy or sell any security.  

 

Views expressed are of Legal & General Investment Management Limited as at 5 May 2020. 

This document is designed for the use of professional investors and their advisers. No responsibility can be 

accepted by Legal & General Investment Management Limited or contributors as a result of information contained 

in this publication. The information contained in this brochure is not intended to be, nor should be construed as 

investment advice nor deemed suitable to meet the needs of the investor. Nothing contained herein constitutes 

investment, legal, tax or other advice nor is it to be solely relied on in making an investment or other decision. The 

views expressed here are not necessarily those of Legal & General Investment Management Limited and Legal & 

General Investment Management Limited may or may not have acted upon them. This document may not be 

used for the purposes of an offer or solicitation to anyone in any jurisdiction in which such offer or solicitation is 

not authorised or to any person to whom it is unlawful to make such offer or solicitation. No party shall have any 

right of action against Legal & General in relation to the accuracy or completeness of the Information, or any other 

written or oral information made available in connection with this publication. 

As required under applicable laws Legal & General will record all telephone and electronic communications and 

conversations with you that result or may result in the undertaking of transactions in financial instruments on your 

behalf. Such records will be kept for a period of five years (or up to seven years upon request from the Financial 

Conduct Authority (or such successor from time to time) and will be provided to you upon request. 

© 2020 Legal & General Investment Management Limited. All rights reserved. No part of this publication may be 

reproduced or transmitted in any form or by any means, including photocopying and recording, without the written 

permission of the publishers. Legal & General Investment Management Limited. Registered in England and Wales 

No. 02091894. Registered Office: One Coleman Street, London, EC2R 5AA. Authorised and regulated by the 

Financial Conduct Authority, No. 119272. 

 


