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US High Yield ς 2024 Outlook 

Executive Summary 
Despite continuation of one of the most aggressive rate hiking cycles in decades, rising geopolitical tensions, and a wave of bank stress that led 

to rapid tightening of lending standards, high yield bonds generated strong returns thus far in 2023 (year-to-date through November 30). Boosted by 
strong carry and a benign default rate environment, broad high yield indices (we use the ICE BofA US High Yield Index, ticker H0A0 as our proxy) have 
returned 9.4%, 66th percentile based on annual data since 1997, and well above most expectations at the start of the year. Short duration high yield 
(using the ICE BofA 1-5 Year BB-B US High Yield Constrained Index, ticker JVC4) demonstrated similar strength, generating YTD returns of 8.6% (65th 
percentile), capturing a disproportionate amount of the broad market return (91%). In general, high yield remains on track to outperform US Investment 
Grade for the third consecutive year, while 5- and 10-Year Treasury Indices hover around breakeven levels (YTD returns of +1.4% and -1.2%, respectively). 

!ǎ ǿŜ ƘŀǾŜ ǇǊŜǾƛƻǳǎƭȅ ƴƻǘŜŘΣ ƛƴŘŜȄ ǊŜǘǳǊƴǎ ƛƴ Ωно ǿŜǊŜ ƴƻǘ ƭƛƴŜŀǊ ƛƴ ƴŀǘǳǊŜΣ ƴƻǊ ǿŀǎ ƻƴŜ ŦŀŎǘƻǊ ŘƻƳƛƴŀƴǘ ƛƴ ŜȄǇƭŀƛƴƛƴƎ ƳŀǊƪŜǘ sentiment. 
Rather, returns ƛƴ ŜŀŎƘ ƻŦ ǘƘŜ ŦƛǊǎǘ ǎƛȄ ƳƻƴǘƘǎ ƻŦ нлно ǿŜǊŜ ŘǊƛǾŜƴ ōȅ ŀ ŘƛŦŦŜǊŜƴǘ ǘƘŜƳŜΣ ǊŀƴƎƛƴƎ ŦǊƻƳ ŘƛǎƛƴŦƭŀǘƛƻƴ ǘƘŀǘ ǎǇŀǊƪŜŘ ƘƻǇŜǎ ƻŦ ŀ άǎƻŦǘ ƭŀƴŘƛƴƎΣέ 
to hawkish Fed commentary amidst risk of further bank failures. In general, however, lower-rated credit outperformed in 2023 on both a total and excess 
return basis. In our view, this dynamic was supported by receding fears of a recession amidst inflation data falling more rapidly than feared, prompting 
downward revisions to investor default rate expectations (which increased but remained below historical annual averages in 2023). 

On balance, we maintain a cautiously optimistic view of the high yield asset class as we enter 2024. First, we think most of the pain associated 
with central bank tightening is now behind us. Second, though likely beyond peak earnings growth for this cycle, persistent balance sheet repair in the 
post-pandemic period and improved index quality (partially at the expense of leveraged loan and private debt markets, in our view) should translate into 
a relatively benign default rate environment in 2024. Finally, top quartile yields should provide cushion in the event of spread widening, with elevated 
carry positioning the index for attractive risk-adjusted returns over the intermediate term.  

 
Key takeaways are as follows: 

¶ Broad US high yield market returns of +9.4% in 2023 (YTD through November 30) are approximately 66th percentile relative to the last 25 years 

¶ Short duration US high yield market returns of +8.6% in 2023 (YTD through November 30) are approximately 65th percentile over the same period 

¶ CCC credit outperformed higher quality, driven by disinflation progress that bolstered the άǎƻŦǘ ƭŀƴŘƛƴƎέ ƴŀǊǊŀǘƛǾŜ 

¶ Cyclicals (ex-Energy) outperformed Defensives despite an uptick in the default rate; several historically defensive sectors have become more volatile 

¶ Small issues (< $350mm) performed in-line with large issues (> $1bn); illiquidity premiums are now below average to start 2024 

¶ Index yield-to-worst (YTW) levels were largely range-ōƻǳƴŘ ƛƴ ΩноΣ ŀǎ ŀ ǎƘǊƛƴƪƛƴƎ ƛƴŘŜȄ όmodest issuance, net rising stars) balanced limited demand 

¶ 9ŀǊƴƛƴƎǎ ǇǊƻǾŜŘ ƳƻǊŜ ǊŜǎƛƭƛŜƴǘ ǘƘŀƴ ŜȄǇŜŎǘŜŘΣ ǿƛǘƘ ȅκȅ 9.L¢5! ƎǊƻǿǘƘ ŜǎǎŜƴǘƛŀƭƭȅ Ŧƭŀǘ ƛƴ Ωно όƻǳǘǇŜǊŦƻǊƳƛƴƎ ƻǳǊ ŜǎǘƛƳŀǘŜǎ ƻƴ a stronger consumer) 

¶ We expect leverage and coverage metrics will ŘŜƎǊŀŘŜ ƛƴ Ψн4, driven by a model-driven EBITDA growth estimate of -4% and higher funding costs 

¶ The par-weighted default rate for US high yield bonds hit 2.4% at Nov 30; we forecast the Ωн4 default rate will be approximately 4.4% 

¶ We forecast recovery rates on defaulted issuers will decline to ~ 35% in 2024, below an historical average of approximately 43% 

¶ Spreads appear a bit tight at present (384 bps, or 30th percentile); at the same time, yield levels look more attractive at 8.5% (78th percentile) 

¶ Our macroeconomic scenario analysis and regression models imply a 2024 fair value spread target of ~ 460 bps 

¶ Spread per turn of leverage at present is 76 bps (38th ǇŜǊŎŜƴǘƛƭŜύΤ ǿŜ ŀǎǎǳƳŜ ǎǇǊŜŀŘ ǇŜǊ ǘǳǊƴ ǿƛƭƭ ŜƴŘ Ωн4 at ~ 98 bps (74th percentile) 

¶ EUR HY outperformed US HY ƛƴ Ωно ƻƴ ŀƴ C·-ŀŘƧǳǎǘŜŘ ōŀǎƛǎΤ ƭŜǎǎ ƻƴŜǊƻǳǎ Ŏƻǎǘǎ ǘƻ ƘŜŘƎŜΣ ƛƴ ƻǳǊ ǾƛŜǿΣ Ǉƻǎƛǘƛƻƴ ƳŀǊƪŜǘǎ ŦƻǊ ŀ ǊŜǾŜǊǎŀƭ ƛƴ Ψнп 

¶ Recession risk is expected to ǊŜƳŀƛƴ ǘƘŜ ŘƻƳƛƴŀƴǘ ŎǊŜŘƛǘ ƛƴǾŜǎǘƻǊ ŎƻƴŎŜǊƴ ƛƴ Ωн4; the threat of rising rates likely falls as geopolitical risk likely rises 

¶ Economists put the chance of a US recession next year at ~50%; many banks are revising recession odds significantly lower as we head into year end 

¶ /ƻƴǎǳƳŜǊǎ ŦŀŎŜ ƘƛƎƘŜǊ Ŏƻǎǘǎ ƛƴ Ωнп όǎƘŜƭǘŜǊΣ ŀǳǘƻ ƭƻŀƴǎΣ ŎǊŜŘƛǘ ŎŀǊŘ ŘŜōǘΣ ŀƴŘ ǎǘǳŘŜƴǘ ƭƻŀƴǎύΤ ƘƛƎƘŜǊ ǿŀƎŜǎ κ ƭƻǿ ŜŦŦŜŎǘƛǾŜ Ƴortgage rates are offsets 

¶ Gross issuance is down nearly 40% relative to the post-GFC annual average; we expect an uptick to ~ $190bn of issuance in 2024 

¶ wŀǘƛƴƎǎ ƳƛƎǊŀǘƛƻƴ ǊŀǘŜǎ ǎƘƻǳƭŘ ƳƻŘŜǎǘƭȅ ǎƪŜǿ ǘƻǿŀǊŘ ŘƻǿƴƎǊŀŘŜǎ ƛƴ Ψн4; expect a more balanced ratio of rising stars to fallen angels 

¶ Trading activity is now higher than the post-pandemic average; expect an uptick in primary market activity will help improve market liquidity ƛƴ Ψн4 

¶ We prefer higher-rated credit based on strong YTW percentile rankings, higher average starting duration (given expected rate cuts), and lower 
spread change beta (given our anticipation of spread widening); BBs least sensitive to downside earnings surprise and increases in the default rate; 
as a partial offset, greater upside from credit loss avoidance via strong security selection may be present within the CCC cohort 

¶ We prefer adding duration based on improved term risk comp. ƛƴ ǘƘŜ ŎƻƴǘŜȄǘ ƻŦ ǇƻǘŜƴǘƛŀƭ CŜŘ Ŏǳǘǎ ƛƴ ΩнпΤ ŎǊŜŘƛǘ ŎǳǊǾŜ ƛǎ Ŧƭŀǘ ōŜȅƻƴŘ оΣ ƘƻǿŜǾŜǊ 

¶ We think idiosyncratic credit opportunities include beneficiaries of trade down behavior, credits levered to infrastructure and political ad spending, 
those with a sustainable product focus, beneficiaries of a move back to working in the office, businesses poised to boost profitability from supply 
chain normalization / onshoring, those better able to leverage automation and improve productivity via labor market stability, those with self-help 
opportunities, issuers being led by conservative management teams that are re-evaluating optimal capital structures in a higher interest rate 
environment, and credits with longer-dated capital structures ǘƘŀǘ ǿƻƴΩǘ ōŜ ŀǎ ŘƛǎǊǳǇǘŜŘ ōȅ ŎƻǳǇƻƴ ǊŜ-sets 

¶ OAS and YTW levels imply correlation-derived Ωн4 total returns in the 7% range; our model projection for total return next year is also 7% 

¶ We think BB-rated credit will modestly outperform on an absolute basis ƛƴ Ψн4; we see BB returns > B returns = CCC returns in the coming year 

¶ The Maturity Wall likely represents the greatest concern ƘŜŀŘƛƴƎ ƛƴǘƻ Ωн4; we estimate an average cost uptick of ~ 280 bps for the ~ 10% of the 
ƳŀǊƪŜǘ ǘƘŀǘ ǿƛƭƭ ƴŜŜŘ ǘƻ ǊŜŦƛƴŀƴŎŜ ƛƴ ΩнпΣ ǿƛǘƘ ///ǎ ŦŀŎƛƴƎ ǘƘŜ Ƴƻǎǘ ŘŀǳǘƛƴƎ ǎǘŜǇ ŎƘŀƴƎŜ όҌпрл ōǇǎύ 

¶ Geopolitical developments are likely to impact risk taking in the coming year; an end to the fighting in Ukraine and/or the Middle East is a potential 
positive catalyst, while a China/Taiwan conflict would represent downside risk on the horizon  

Mike Salice, CFA 
Sr. PM, Dir. of Research & Strategy 

msalice@skyhcm.com 
December 8, 2023 
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2023 Recap ς Better Than Expected 
Despite continuation of one of the most aggressive rate hiking cycles in decades, rising geopolitical tensions, and a wave of bank stress that led 

to rapid tightening of lending standards, high yield bonds generated strong returns thus far in 2023 (year-to-date through November 30). Boosted by 
strong carry and a benign default rate environment, broad high yield indices (we use the ICE BofA US High Yield Index, ticker H0A0 as our proxy) have 
returned 9.4%, 66th percentile based on annual data since 1997, and well above most expectations at the start of the year. Short duration high yield 
(using the ICE BofA 1-5 Year BB-B US High Yield Constrained Index, ticker JVC4) demonstrated similar strength, generating YTD returns of 8.6% (65th 
percentile), capturing a disproportionate amount of the broad market return (91%). In general, high yield remains on track to outperform US Investment 
Grade for the third consecutive year, while 5- and 10-Year Treasury Indices hover around breakeven levels (YTD returns of +1.4% and -1.2%, respectively). 

 
Source: SKY Harbor, ICE Data Indices 
 

In both Weekly Briefing reports and discussions with clients, we have noted, at length, that index returns in each of the first six months of 2023 
ǿŜǊŜ ŘǊƛǾŜƴ ōȅ ŀ ŘƛŦŦŜǊŜƴǘ ǘƘŜƳŜΣ ǊŀƴƎƛƴƎ ŦǊƻƳ ŘƛǎƛƴŦƭŀǘƛƻƴ ǘƘŀǘ ǎǇŀǊƪŜŘ ƘƻǇŜǎ ƻŦ ŀ άǎƻŦǘ ƭŀƴŘƛƴƎΣέ ǘƻ ƘŀǿƪƛǎƘ CŜŘ ŎƻƳƳŜƴǘŀǊȅ amidst risk of further 
bank failures. In general, however, lower-rated credit outperformed in 2023 on both a total and excess return basis. In our view, this dynamic was 
boosted by receding fears of a recession amidst inflation data falling more rapidly than anticipated, prompting downward revisions to investor default 
rate expectations (which increased but remained below historical annual averages in 2023).  
 

 
     Source: SKY Harbor, Bloomberg Economics, Bureau of Labor Statistics, ICE Data Indices 
 

On a sector basis, Leisure led the way, as Americans continue to spend in the post-lockdown era despite inflationary pressures and partially 
at the expense of durables goods. Within the sector, cruise lines posted some of the strongest YTD gains, with issuers such as Carnival, Norwegian, Royal 
Caribbean, and Viking posting returns in excess of 15%. At the other end of the spectrum, Telecom lagged, largely due to significant stress within the 
Lumen (LUMN) and Level 3 (LVLT) capital structures. Through November 30, Cyclicals (ex-Energy) have outperformed Defensives by 175 bps despite an 
uptick in the default rate, as several historically less volatile sectors diverged from trend (labor costs and reimbursement risk beset the Healthcare sector, 
secular challenges have hampered parts of Media, and, as previously alluded to, several large structures within the Telecom space have fallen into 
distressed territory). CƛƴŀƭƭȅΣ ǿŜ ǿƻǳƭŘ ƴƻǘŜ ǘƘŀǘ 9ƴŜǊƎȅΣ ǘƘŜ ƭŜŀŘŜǊ ƛƴ ΩннΣ Ƙŀǎ ƻƴƭȅ ƳŀǊƎƛƴŀƭƭȅ ƻǳǘǇŜǊŦƻǊƳŜŘ ǘƘŜ ƘƛƎƘ ȅƛŜƭŘ ƛƴŘŜȄ ¸¢5Σ ǿƛǘƘ ǇǊŜǎǎǳre on 
crude prices from waning Chinese demand only recently offset by the threat of additional OPEC+ cuts.   

 
 
 
 

Annual Returns by Index, Since 1997 Return and Ranking Data, 1997 - Nov. 30. 2023

ICE BofA US High Yield Index 

(H0A0)

ICE BofA 1-5 Year BB-B US 

Cash Pay High Yield 

Constrained Index (JVC4)

2023 YTD Return (%) 9.42 8.57

Percentile Rank 66% 65%

Spread Data, in basis points

ICE BofA US High Yield Index 

(H0A0)

ICE BofA 1-5 Year BB-B US 

Cash Pay High Yield 

Constrained Index (JVC4)

Starting (1/1/23) 481 400

Ending (11/30/23) 384 312

Change (97) (88)
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Source: SKY Harbor, ICE Data Indices 
 

Issue size was a significant source of return differentiation immediately following peak COVID-related stress όvмΩнлύ through the end of 2022, 
with smaller issues (< $350mm in size) outperforming larger issues (> $1bn in size) by approximately 2,000 bps over that timeframe. However, as noted in 
our Weekly BriefinƎ ŜƴǘƛǘƭŜŘ άRecalculating Factor Compensationέ ƛƴ ŜŀǊƭȅ aŀǊŎƘ ΩноΣ issue size compensation had normalized and then fallen 
meaningfully below the long-run average toward the start of this year, and as a result ǿŜ ƴƻ ƭƻƴƎŜǊ ǾƛŜǿŜŘ ǎƳŀƭƭŜǊ ƛǎǎǳŜǎ ŀǎ ƎŜƴŜǊƛŎŀƭƭȅ άŎƘŜŀǇέ ƛƴ ǘƘŜ 
current market environment. On a YTD basis, issue size was a statistically insignificant contributor to total returns.  

 
Source: SKY Harbor, ICE Data Indices 

Technicals also had a significant impact on market behavior in 2023. Despite a number of risk factors arising during the year (bank failures, Fed 
uncertainty, geopolitical tensions, a debt ceiling bill, a budget impasse amidst House leadership changes, etc.), the yield-to-worst of the high yield bond 
index was confined to a relatively tight band (~ 175 bps, or roughly 20% of the average YTW level for the year), well below historical relative norms. A 
shrinking of the high yield bond index for a second consecutive year ς driven by limited new issuance and over $100bn of net rising stars ς balanced an 
otherwise weak demand backdrop (negative fund flows), contributing to market resiliency.  

 

 

Source: SKY Harbor, ICE Data Indices 

https://www.skyhcm.com/documents/weekly/SKY_Harbor_Weekly_Briefing_6Mar2023.pdf?pdf=6Mar2023
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Fundamentals to Weaken Toward Long-Run Averages 
High yield issuer EBITDA growth exceeded our original projections this year, due in large part to resilience among US consumers. In fact, 

consumers continued to spend in the face of inflation, bolstered by higher wages and excess savings that diminished the impact of rising shelter and 
auto-related costs. Though we continue to think elevated disposable income can partially offset the burden arising from the resumption of student loan 
payments and rising credit card debt, output growth is likely to remain muted in 2024, in our view.  

Various measures of CEO confidence have fluctuated over the last several months, with expectations for overall business conditions in the 
coming year becoming less predictable despite a more sanguine view of the economy relative to vпΩнн. Additionally, though the Fed is likely near (if not 
there already there) the end of their rate hiking campaign, concerns surrounding άƭƻƴƎ ŀƴŘ ǾŀǊƛŀōƭŜ ƭŀƎǎέ ŀǎǎƻŎƛŀǘŜŘ ǿƛǘƘ ƳƻƴŜǘŀǊȅ ǇƻƭƛŎȅ have served to 
dampen otherwise upbeat economic data releases of late. Despite powerful offsets ς including the expectation for increased infrastructure spending and 
continued supply chain repair ς we anticipate negative EBITDA growth over the next 12 months. Though quite manageable in absolute terms, our 
estimates fall below that of the consensus view, and as such we remain somewhat cautious on the most speculative parts of the high yield index 
constituent set given greater bond price sensitivity to earnings growth. Updating our four-factor regression model below, we now anticipate HY issuer 
EBITDA growth in the coming year to decline by approximately 4%, below a matched-sample consensus view of +5% growth. 

 
   Source: SKY Harbor, Federal Reserve, Baltic Exchange, Chief Executive Magazine, Bloomberg 
 

At the time of publication ς ǿŜ ǳǎŜ ƳŜǘǊƛŎǎ ǘƘǊƻǳƎƘ vоΩн3 ς average high yield net leverage and interest coverage ratios were 3.7x and 4.6x, 
respectively, both stronger than trailing 5-year averages, albeit off all-time dataset best levels achieved in late 2024. If we overlay our estimation of 
EBITDA growth over the next year (-4%), assume an 80/20 average fixed/floating debt mix, assume no rate cuts before mid-2024, and force companies to 
refinance fixed-rate debt 1 year ahead of maturity dates (with an interest expense uptick equal to the difference between current coupons and prevailing 
market yields), we can clearly see credit metrics eroding over the next five quarters. With that said, and under our current set of assumptions, leverage 
and coverage ratios barely weaken below their trailing 7-year average by the end of 2024. Acknowledging that underlying assumptions are quite 
sensitive to any changes in the economic outlook, we nevertheless reiterate that strength in corporate balance sheets better position high yield index 
constituents to weather a recession όǎƘƻǳƭŘ ƻƴŜ ƻŎŎǳǊ ƛƴ Ωн4, though not our base case) than in recent years, in our view. Notably, interest coverage is 
now at a better starting point (4.6x) than in quarters leading up to the Global Financial Crisis (3.9x), largely on greater conservatism demonstrated by 
management teams in recent years. 

Source: SKY Harbor, BofA Merrill Lynch, Bloomberg, Capital IQ 

 

Having avoided a recession and with constituent EBITDA growth more resilient than originally anticipated, the HY bond index default rate 
moved up but remained below long-run average levels in 2023. This led to minimal index principal losses, despite recovery rates coming in below 
historical norms. More specifically, trailing-12-month issuer and par-weighted default rates were 2.4% and 3.4%, respectively, while recoveries have 
been approximately seven percentage points below the long-run average.  
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Source: SKY Harbor, BofA Merrill LynchΣ bŀǘƛƻƴŀƭ .ǳǊŜŀǳ ƻŦ 9ŎƻƴƻƳƛŎ wŜǎŜŀǊŎƘΣ aƻƻŘȅΩǎ 

 
Lending standards have been on the rise since the end of 2021, a function of both economic uncertainty and the tightening of monetary policy 

conditions. Though this trend was largely expected to persist given our position in the business cycle, bank sector stress in March exacerbated the 
situation. A pullback in lending was compounded by the outsized role small- and medium-sized banks play (50% of US commercial and industrial loans 
come from banks with assets of less than $250bn) against a backdrop of disproportionate deposit flight from those institutions, particularly in the wake 
of SiliŎƻƴ ±ŀƭƭŜȅ .ŀƴƪΩǎ ŎƻƭƭŀǇǎŜΦ {ǳŎƘ ǇǊŜǎǎǳǊŜ Ƙŀǎ ōŜŜƴ ǇŀǊǘƛŀƭƭȅ ƻŦŦǎŜǘΣ ƘƻǿŜǾŜǊΣ ōȅ ǘƘŜ ǊƛǎŜ ƛn alternative sources of funding, more specifically with a 
tripling of the size of the private debt market in less than a decade, and more recently by the willingness of private equity sponsors to inject cash into 
portfolio companies. Updating these and other factors that inform our default and recovery rate projections models, we now expect a 4.4% default rate 
by the end of 2024, merely average by historical standards, though up from trailing twelve month levels. At the same time, an uptick in the number of 
absolute defaults, as well as credit metric degradation (albeit manageable, in our view), likely cause recovery rates to remain below long-run average 
levels. More specifically, our internal model anticipates a 2024 recovery rate of 35%, below the 43% long-run average. 

 

 
Source: SKY Harbor, ICE data indices, Federal Reserve, Bank of America Merrill Lynch, Bloomberg, Capital IQ 

 

From a sector basis, we aggregated trends associated with earnings, credit metrics, defaults, recoveries, and distress ratios. While 
fundamentals have modestly degraded since record levels of strength (late 2022), the index in general remains in good shape. More specifically, we find 
that Consumer Goods, Transportation, and Leisure demonstrated the strongest performance on a relative basis ƛƴ ΩноΣ ōƻƭǎǘŜǊŜŘ ōȅ ŀ ǎǘƛƭƭ ƘŜŀƭǘƘȅ 
consumer and shift toward services over durable goods. At the same time, Media, Basics, and Tech have demonstrated relatively weak performance, 
hampered by a slowdown in global growth, destocking, and secular challenges. Looking forward into 2024, we think fundamental momentum will favor 
defensive sectors (should demonstrate more resilient EBITDA growth), sectors that did not benefit from a boost in post-COVID demand (easier prior year 
comps), beneficiaries of a further push away from remote working, and those with less onerous near-term maturity profiles.  

 
     Source: SKY Harbor, BofA Merrill Lynch, Bloomberg, and company filings 
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Asset Valuations Appear Somewhat Stretched; Expect 75 bps of Spread Widening 
Valuations are perhaps the topic of greatest debate among investors, largely owing to the dichotomy between option-adjusted spread (OAS) 

and yield-to-worst (YTW) levels. As of November 30, OAS levels for both the broad high yield index (H0A0) and the short duration subset (JVC4) remain 
inside long-run median levels (30th and 37th percentiles, respectively), in large part due to higher overall quality relative to historical norms (BBs make 
up 47% of the index, over 300 bps above the trailing 20-year average, while CCCs make up a mere 13% of the index, 400 bps below the trailing 20-year 
average). At the same time, index YTW levels look compelling in our view, still top quartile despite an aggressive November rally (78th and 83rd percentile 
for H0A0 and JVC4, respectively).  
 

 
Source: SKY Harbor, ICE Data Indices 

 

Given a άǎƻŦǘ ƭŀƴŘƛƴƎέ ōŀǎŜ ŎŀǎŜ ŀƳƛŘǎǘ ŀƴ ŀ uncertain global economic outlook, and owing to an array of geopolitical threats on the horizon, 
we attempt to estimate fair value of spreads on a go-forward basis using several different approaches. First, we look to our macro regression models.   

Historically, we have found our internal spread regression model ς which utilizes six key economic indicators to drive an estimate of OAS fair 
value ς to be a reliable gauge of index directionality on a go-froward basis. At present, the model finds the broad high yield index (H0A0) to be nearly 75 
ōǇǎ άǊƛŎƘΣέ ǿƛǘƘ ŀƴ ƛƳǇƭƛŜŘ ŦŀƛǊ ǾŀƭǳŜ ƻŦ Ϥ 460 bps vs. a November month-end OAS of 384 bps. The model finds the short duration high yield subset 
(ticker JVC4) to be similarly tight to fair value. We would highlight, however, that these models fail to take improved index quality into consideration, and 
that elevated carry can easily absorb spread widening without giving up all return potential. Finally, we would also note that wider spreads may come 
from lower risk-free rates, consistent with prior ends to rate hiking periods, and eliminating the need for high yield bond prices to decline to reach our 
estimate of fair value (see our Weekly Briefing ŜƴǘƛǘƭŜŘ άThe Final Hike?έ ŦƻǊ ŀŘŘƛǘƛƻƴŀƭ ŘŜǘŀƛƭǎύ. 
 

 

A second approach is presented below, which lays out an admittedly wide range of potential scenarios, anchored by long-run spread averages 
across different economic growth environments observed in the past. On a weighted-average basis, our scenario analysis below puts fair value of 
spreads in the 470 bps range on a quality-adjusted basis, and very much in-line with our regression based estimate of fair value of ~ 460 bps.  

 
Source: SKY Harbor, ICE data indices, National Bureau of Economic Research (NBER) 

To get a better sense of general valuations, we present below current levels of OAS and YTW percentile rankings by index and rating buckets, as well as 
relative spread differentials for adjacent rating classes. In general, we highlight that YTW levels appear attractive for BB-rated credit in general, with 
7%+ carry available for issuers that remain, in our view, bankruptcy remote. Aggregate YTW levels for both broad and short duration high yield look 
similarly attractive, while recent underperformance has improved relative attractiveness for CCCs relative to Bs. 

https://www.skyhcm.com/documents/weekly/SKY_Harbor_Weekly_Briefing_10Apr2023.pdf?pdf=10Apr2023
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Source: SKY Harbor, ICE Data Indices 

Balance sheet damage was significant in 2020, as the near halting of economic activity weighed heavily on EBITDA generation (turned negative 
for many issuers). As a result, net leverage increased to recessionary peak levels in the >5x range, up significantly from a conservative pre-pandemic 3.8x 
ratio. Significant balance sheet improvement throughout 2021 and 2022 brought index net leverage down below pre-COVID levels, with some reversion 
to the mean thus far in 2023. At present, spread per turn of gross leverage is approximately 76 bps, below the 87 bps long-run average, and ~ 38th 
percentile based on data over the last decade. Assuming 460 bps of fair value spread and an uptick of gross leverage to the 4.7x range (based on our 
earlier simulation), spread per turn would improve to ~ 98 bps by the end of next year, a 74th percentile observation in our dataset. 

 

 
Source: SKY Harbor, BofA Merrill Lynch, ICE Data Indices 

The index has changed considerably over the last several years, not only in quality (well above normal) but also in cyclicality. In general, 
earnings volatility has declined as issuers have become larger and increasingly multi-national in nature. On a sector basis, however, there have been 
ǎƻƳŜ ƻǳǘƭƛŜǊǎΦ aƻǊŜ ǊŜŎŜƴǘƭȅΣ IŜŀƭǘƘŎŀǊŜΣ aŜŘƛŀΣ ŀƴŘ ¢ŜƭŜŎƻƳ ƘŀǾŜ ōŜŎƻƳŜ ƭŜǎǎ άŘŜŦŜƴǎƛǾŜΣέ ǿƘƛƭŜ 9ƴŜǊƎȅΣ [ŜƛǎǳǊŜΣ ŀƴŘ ¢ǊŀƴǎǇƻrtation have become 
ƭŜǎǎ άŎȅŎƭƛŎŀƭΦέ ¢ƻ ōŜǘǘŜǊ ƎŀǳƎŜ ǾŀƭǳŜ ƻƴ ŀ ǎŜŎǘƻǊ ōŀǎƛǎΣ ǿŜ ŎŀƭŎulated sector spread levels relative to the index ς both at present and over the long run ς 
and also measured how financial leverage at present differs from historical norms. For example, Healthcare trades 117 bps wide of the HY Index at 
present, though historically the sector has traded ~ 94 bps tight to the overall market. As such, the relative relationship to the index is now 211 bps 
wide of historical levels. At the same time, net leverage for Healthcare is 4.8x, which is 0.6x above long-run average levels. These same calculations, 
conducted across the index and plotted on the scatterplot below, show that (all else being equal) Utilities look somewhat unattractive at present 
(nearly a turn more leverage than normal, yet trading 100 bps inside the historical relationship to the HY Index), while Healthcare, Media, and Telecom 
appear attractively positioned.  

 

Source: SKY Harbor, BofA Merrill Lynch, ICE Data Indices 

Name Ticker OAS YTW 5yr 10yr 20yr 5yr 10yr 20yr

Absolute Levels

US High Yield H0A0 384 8.50 0.29 0.34 0.30 0.81 0.88 0.78

Short Duration High Yield JVC4 312 7.90 0.37 0.42 0.37 0.80 0.89 0.83

BB H0A1 236 7.02 0.19 0.19 0.17 0.81 0.91 0.75

B H0A2 398 8.65 0.25 0.36 0.34 0.76 0.86 0.80

CCC H0A3 976 14.39 0.46 0.58 0.59 0.75 0.81 0.82

Name Ticker 5yr 10yr 20yr

Relative Levels

HY to IG H0A0 less C0A0 0.34 0.41 0.33

BB to BBB Ratio H0A1 less C0A4 0.24 0.29 0.20

B to BB Ratio H0A2 less H0A1 0.39 0.49 0.55

CCC to B Ratio H0A3 less H0A2 0.63 0.68 0.79

OAS Differential

273

97

162

578

as of November 30, 2023 OAS %ile Ranking YTW %ile Ranking

as of November 30, 2023 OAS %ile Ranking
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Since the start of 2020, US high yield has outperformed EUR high yield in local currency, but has lagged by ~ 35 bps on a EUR-hedged basis. 
Thus far in 2023, EUR-hedged US HY returns have lagged the EUR HY index by ~ 180 bps, supporting our overweight of more Euro-centric capital 
structures at the beginning of the year. At the same time, default rates have converged at very low levels, though a greater amount of stress was 
evident in US HY indices at the height of the pandemic. Since the beginning of 2023, annualized USD-EUR hedging costs have moderated by 
approximately 100 bps, though they remain somewhat elevated in the 150 bps context.  

 
Source: SKY Harbor, Bloomberg, ICE Data Indices 

We utilize a multi-pronged approach when gauging relative value between US and EUR high yield indices on a forward-looking basis. More 
specifically, we run an internally generated regression model that projects a next twelve months total return advantage (US vs. EUR High Yield) based 
on expected geographical differences in economic growth, short-term interest rates, and par-weighted default rates, all in the context of starting FX-
adjusted yield and spread differentials. After two years of FX-hedged EUR high yield outperformance, we believe even currency-adjusted yields in the 
context of a stronger expected domestic economic growth outlook would support an overweight of US high yield in 2024.  

 

 
Source: SKY Harbor, Federal Reserve Bank of St. Louis, Federal Reserve Bank of New York, Bundesministerium fur Wirtschaft und Arbeit, Institute for Supply Management, ICE Data Indices, Bloomberg 

 
Sentiment Proving Resilient Due to US Consumer 

As a participant in the BofA Merrill Lynch Credit Investor Survey, we actively monitor the sources of greatest concern among high yield 
investors, as well as their associated changes every other month. wŜŎŜǎǎƛƻƴ Ǌƛǎƪǎ ǊŜƳŀƛƴǎ ŀǘ ǘƘŜ ǘƻǇ ƻŦ ǘƘŜ ƭƛǎǘ ŘŜǎǇƛǘŜ ƎǊŜŀǘŜǊ ŀŘƻǇǘƛƻƴ ƻŦ ǘƘŜ άǎƻŦǘ 
ƭŀƴŘƛƴƎέ ƴŀǊǊŀǘƛǾŜΣ ǿƘƛƭŜ ǘƘǊŜŀǘǎ ǎǘŜƳƳƛƴƎ ŦǊƻƳ ƎŜƻǇƻƭƛǘƛŎŀƭ ǳƴŎŜǊǘŀƛƴǘȅ ƘŀǾŜ ǊŜǇƭŀŎŜŘ ǊƛǎƛƴƎ ǊŀǘŜǎ ƎƛǾŜƴ ŎƻƴǘƛƴǳŜŘ ǇǊƻƎǊŜǎǎ on the inflation front. 
Additionally, concerns over deficit spending in the US, particularly as we head into a Presidential election year, have led to recent additions to the survey, 
with both likely to induce periods of volatility in the coming year. 

 
Source: SKY Harbor, BofA Merrill Lynch Global Research; The BofA survey queries a range of institutional investors, including money managers, hedge funds insurance companies, banks and pension funds. 
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RǳǎǎƛŀΩǎ ƛƴǾŀǎƛƻƴ ƻŦ ¦ƪǊŀƛƴŜ ŀƴŘ ƭŜǎǎ άǘǊŀƴǎƛǘƻǊȅέ ǘƘŀƴ ŜȄǇŜŎǘŜŘ ƛƴŦƭŀǘƛƻƴ ƛƴǘǊƻŘǳŎŜŘ ƘŜƛƎƘǘŜƴŜŘ ŎƻƴŎŜǊƴǎ ƻŦ ŀ ǊŜŎŜǎǎƛƻƴ in early 2022, with 
both risks scoring prominently in the BofA Merrill Lynch credit investor survey. More recently, conflict in the Middle East and uncertainty with regard to 
/ƘƛƴŀΩǎ ƛƴǘŜƴǘƛƻƴǎ ǿƛǘƘ ¢ŀƛǿŀƴ have weighed on sentiment, though Fed action to stymie inflation has served to alleviate some concerns. At present, 
economists put a 50% chance of a US recession in the coming year, elevated on an historical basis but down meaningfully over the last six months.  

 
Source: SKY Harbor, Bloomberg, NBER, Bureau of Labor Statistics  

 
Economist projections aside, we encountered a more optimistic than expected client base during our most recent European roadshow, with 

fewer expecting the US to fall into a recession than we would have otherwise expected. The most commonly cited rationale for this viewpoint was the 
strength of the US consumer ς most recently exemplified by better than expected post-Thanksgiving sales ς providing significant economic tailwinds 
ƎƛǾŜƴ ǘƘŜ ƎǊƻǳǇΩǎ ǳƭǘƛƳŀǘŜ ƛƳǇŀŎǘ ƻƴ D5t ƎǊƻǿǘƘ. Still lofty consumer confidence readings have at times over the last few years been at odds with CEO 
confidence, the latter of which currently hovers around long-run average levels.   

 
Source: SKY Harbor, The Conference Board, Chief Executive Magazine 

 
Going forward, a drawdown in excess savings may begin to weaken consumer spending habits, particularly if optimism in the job market 

declines. As demonstrated below, consumers will also have to contend with higher costs associated with shelter, auto loans, credit card debt, and 
student loans, though rising wages (and, as a result, higher disposable income) and limited re-setting of mortgage rates likely cushion the impact. As 
ǎǳŎƘΣ ǘƘƻǳƎƘ ǿŜ ŜȄǇŜŎǘ ŎƻƴǎǳƳŜǊ ǎǇŜƴŘƛƴƎ Ƙŀōƛǘǎ ǘƻ ǿŜŀƪŜƴ ƛƴ ΩнпΣ ǿŜ Řƻ ƴƻǘ ǎŜŜ Ŝƴough pressure to turn output growth negative in the near term. 

 
Source: SKY Harbor, Bankrate.com, Bureau of Economic Analysis, Federal Reserve Bank of St. Louis, Federal Reserve Bank of New York 
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Technicals to Remain Supportive 
New issuance slowed substantially from record-setting years in 2020 and 2021, resulting in a 77% sequential decline in gross primary market 

activity in 2022. Macroeconomic uncertainty, higher interest rates (making in-place coupons appear relatively attractive), limited amounts of debt 
trading to a near-term call, and over $12bn of retail outflows from the asset class led to a second consecutive below-average issuance year in 2023, 
which though up from 2022 is still tracking nearly 40% below the post-GFC annual average. On a net basis (gross issuance less calls, tenders, and 
maturities) issuance is running at approximately +$54bn on a year-to-date basis (through November 30, 2023), up sequentially from a 2022 that 
registered an all-time low based on our dataset that goes back to 2007. Factoring in coupon income and net rising stars, supply will easily register as a 
shortfall in 2023 for the third consecutive year, implying technical tailwinds for the asset class.  

 
Source: SKY Harbor, BofA Merrill Lynch 
 

Aggregate use of proceeds changed materially from recent years. Among the most notable deviations was the percentage of issuance used 
for refinancing activity, which increased to 61%, or ~ 700 bps above the trailing 20-year average. Rapidly rising rates disincentivized issuers from 
ōƻǊǊƻǿƛƴƎ ǘƻ ǎǳǇǇƻǊǘ ŘƛǾƛŘŜƴŘǎΣ ŀŎǉǳƛǎƛǘƛƻƴǎΣ ŀƴŘ [.hΩǎΣ ƭŜŀǾƛƴƎ ǿƘŀǘ ƭƛǘǘƭŜ ǇǊƛƳŀǊȅ ƛǎǎǳŀƴŎŜ ǿŀǎ ŘƻƴŜ ƛƴ Ωно ǘƻ ŀŘŘǊŜǎǎ ƴŜŀǊ-term maturities. With 
all categories other than refinancing trending below the two decade average, we would say management teams largely avoided aggressive issuance in 
2023.    

 

 
    Source:  SKY Harbor, BofA Merrill Lynch 
 

In projecting market technicals for 2024, we break down the key elements of high yield bond supply and demand. Historically, a strong 
indicator of future refinancing activity is the absolute amount of debt due in the next 12-24 months (above average), the percentage of the market 
trading to an early call (well below average), and the relative abundance of securities with coupons that exceed their market yield (well below average).  

 

 
Source:  SKY Harbor, ICE Data Indices 
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Running data through our regression model (using the factors noted above), we anticipate issuance in 2024 should come in at approximately 
$190bn, below the long-run average of approximately $250bn, but up nearly 20% from year-to-date activity through November 30.  
 

 
 
Source:  SKY Harbor, BofA Merrill Lynch, ICE Data Indices 

 
Equity dividends have historically made up a very small portion of new issuance (< 4% of primary market activity over the last twenty years), 

and we do not expect 2024 to come in materially different (implies perhaps $5bn or less in gross proceeds). Degradation of issuer fundamentals, a 
higher cost to execute, and limited investor appetite likely put a cap on this type of issuance over the next twelve months.   

We find acquisition and LBO activity to be more difficult to predict, but note that this cohort has historically been highly correlated to CEO 
confidence (which is below average), the amount of regulatory uncertainty (perhaps exacerbated in an election year), enterprise value multiples (relative 
attractiveness has degraded via the equity rally), and prevailing Treasury yields (economic health offset by the impact to financing costs). Putting these 
factors together, we forecast below-average Acquisition/LBO financing needs in 2024 (call it less than $40bn, which by percent of proceeds would be 
below the 24% 20-year average). 

Fallen angel volumes, net of rising stars, have typically been driven by the prevailing upgrade/downgrade ratio (net neutral at present, but 
ƭƛƪŜƭȅ ǘƻ ǎƪŜǿ ǘƻǿŀǊŘ ŘƻǿƴƎǊŀŘŜǎ ƛƴ Ωнп ōŀǎŜŘ ƻƴ ƻǳǊ ǊŜƎǊŜǎǎƛƻƴ ƳƻŘŜƭ), net leverage metrics (likely to weaken in the coming quarters), and earnings 
trends (we expect high yield constituent EBITDA growth to be -4҈ ƛƴ Ωн4). Note that the flood of fallen angels from a lockdown-impaired 2020 have now 
ōŜŜƴ Ŧǳƭƭȅ ƻŦŦǎŜǘ ōȅ ƴŜǘ ǊƛǎƛƴƎ ǎǘŀǊǎ ŦǊƻƳ Wŀƴ Ωнм ǘƘǊƻǳƎƘ {ŜǇ Ωно.  
 

 
Source:  SKY Harbor, BofA Merrill Lynch 

 

 
As noted in our recent Weekly Briefing ŜƴǘƛǘƭŜŘ άA Downgrade Wave, not a TsunamiΣέ ǘƘŜ ǊŜŎŜƴǘ ǊŜƭŀǘƛƻƴǎƘƛǇ ōǊŜŀƪŘƻǿƴ ōŜǘǿŜŜƴ ōŀƴƪ ƭŜƴŘƛƴƎ 

standards and upgrade/downgrade volumes (as non-bank institutions have begun to play an outsized role in credit markets) has fundamentally altered 
our framework for estimating rating migration trends on a go-forward basis. As such, we turn to an alternative methodology for insights into future 
trends. Leveraging a database of key economic indicators, fundamental credit ratios, and various high yield and ancillary asset class metrics, we updated 
our multivariable regression model to project credit rating migration rates (i.e., the rolling 12-month measure of downgrades vs. upgrades relative to 
index size, with positive rates indicating a greater proliferation of downgrades). Due to an elevated probability of recession, modestly higher gross 
leverage ratios, and a modest expected uptick in the unemployment rate, and partially offset by resilient consumer sentiment and output growth 
readings, the model projects the net downgrade rate reaching 25% over the next year ς worsening, but stopping well short of recent peaks over the last 
decade. 
 

https://www.skyhcm.com/documents/weekly/SKY_Harbor_Weekly_Briefing_06Nov2023.pdf?pdf=06Nov2023

