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Are High Yield Investors Getting
Properly Paid for Default Risk?

Amid a softening U.S. economy, investors may be wondering about prospective default
rates —and their potential impact on credit spreads.
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Figure 1. Tracking the U.S. High Yield Distress Ratio
Distress measures (as defined) for the U.S. high yield market as of July 31, 2022
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Source: ICE BofA US High Yield Index and ICE BofA US Distressed Index. Data as of July 31, 2022. LHS=left-hand side of chart. RHS=right-hand side of chart.
In this context, “distressed” refers to issues with an option-adjusted spread of 1,000 basis points (each basis point is one-one hundredth of a percentage point).
Past performance is not a reliable indicator or guarantee of future results. Due to market volatility, the asset classes depicted in this chart may not perform in

a similar manner in the future. For illustrated purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment.
Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
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Fixed-income market participants often like to distill bond investing into a series of logical math problems.
But there are elements of discretion and art as well that go into approaching many of the questions they
are looking to answer. One good example is the current debate around two key questions:

1. What default rate is priced into U.S. credit?
2. Are investors being properly compensated for that risk?

These questions are relevant for many reasons, including the uptick in defaults likely to come amid the
expected deceleration of economic activity and global central-bank tightening. They are simple questions
on the surface. But the broad topic is one that relies on a range of assumptions and interpretations of
the questions themselves. To answer, we must first review what constitutes a credit spread.

We know that an all-encompassing credit spread above a risk-free benchmark rate is meant to
compensate investors for two risk categories: loss given the possibility of default and, broadly, all other
risks like portfolio liquidity, potential capital structure and operational changes, future issuance that
could subordinate existing creditors, etc. We have some definitive math to approximate the first, but it’s
more of a subjective exercise for the latter, which we’ll call the ‘excess spread’. (For additional
background, please see our June 2021 whitepaper, “Understanding Two Key Dimensions of Credit

Spreads.”)

How the Distress Ratio Guides Default Expectations

It makes sense to first hunt for one-year-forward default candidates from those credits that are already
exhibiting some level of distress in current valuations. Credit investors commonly track the percentage
of the high yield market with an option-adjusted spread above 1000 basis points (bp), otherwise known
as the ‘distress ratio’.

e As of July month-end, the U.S. high yield distress ratio was 8.1%, rising from just below 2% at the
start of the year (see Figure 1). However, this measure improved over the course of the month by
2.6 percentage points, as you would expect, given the overall rally in high yield credit spreads
during July.

e Inour prior referenced work above, we found that the median ratio of the actual 12-month-forward
default rate to the starting distress ratio was about 36%. We can't definitively state all defaults over
a coming year come from those credits identified as under distress during that period, but academic
work published elsewhere notes that the vast majority of defaulting names are indeed trading at
distressed valuations within the year prior.

e  So, if we just use that experience as a guide, and if the distress ratio did not change from the levels
on July 29, it suggests an estimated 12-month-forward default rate of about 2.9% (=36%78.1%).
Right now, that’s about the mid- to upper-end of the range of what most sell-side analysts have
been calling for in high yield. Recall that the U.S. high yield, trailing-12-month default rate hit a
COVID-19-era peak of about 6% in late 2020.

e Using 40% as the approximate long-term, average observed recovery rate on defaulted high yield
bonds, and the current market starting price of approximately $90, imply an expected loss-given
default of 1.45%, favorable relative to current spread levels.

As the discussion above may imply, coming up with a reasonably accurate, top-down, derived estimate
on default-loss pricing at any one point in time depends on a range of factors and assumptions. Short
of a full discussion here, in prior publications, we’ve pointed to the strong starting point of U.S. high yield
credit metrics today, and the belief that corporate balance sheets are well positioned to counter the
margin deterioration and adverse turn in credit metrics that would be expected in a softening U.S.
economy. Further, we don’t see specific at-risk sectors in the market today, unlike the weakness in
energy leading to the commodity crisis of 2015-2016, which tells us defaults may be more focused on
a narrower set of idiosyncratic risk stories in the coming years. That contrasts with the broader weakness
of the credit markets in some of the recent default cycles.


https://www.lordabbett.com/content/dam/lordabbett/en/documents/marketing-documents-manual-upload/whitepapers/Understanding Two Key Dimensions of U.S. Credit Spreads June 2021 FINAL US.pdf
https://www.lordabbett.com/content/dam/lordabbett/en/documents/marketing-documents-manual-upload/whitepapers/Understanding Two Key Dimensions of U.S. Credit Spreads June 2021 FINAL US.pdf
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The “Excess Spread” Available in U.S. High Yield

Given a range of potential default-loss outcomes, how are investors being compensated? Positive values that fall out for an assessment

of this “excess spread” would reflect our long-standing view that credit spreads overpay investors for defaults. That outcome would also
emphasize that investors embrace a strategic mindset (over a “market timing” approach) and collect this excess spread that remains after
absorbing default losses. These positive values for excess spread are essentially risk premium that patient investors can capture, after
adjusting current spread for future default losses. And it varies given investors’ collective risk sentiment, tolerance, holding periods, market
structure liquidity, etc. However, we can argue that at any point in time, the then-current credit spread of the broad investment-grade-credit
corporate market could serve as a lower bound for the excess spread in high yield, given investment-grade credit is largely a default-risk-
remote asset class with similar types of non-default risk as high yield.

In Figure 2, we show the excess spread based on a range of assumptions for the recovery rate and default rate, at the current Index option-
adjusted spread (OAS) and price (+485 bps and $90.28, respectively). Note that except for a combination of particularly low recovery

levels and/or high default rates that largely exceeded that of the COVID-19 pandemic, investors are collecting a positive risk premium that
exceeds the OAS of the investment-grade market at today’s valuations. Focusing just on a default assumption of approximately 3% (in line
with the estimate derived from the distress ratio) and a 40% recovery leads to an excess spread of 318 bps today, for example.

Figure 2. Excess Spread on High Yield Based on Assumed Recovery and Default Rates
Excess spread in high yield market based on assumptions of option-adjusted spread of 485 basis points and
an issue price of $90.28 (actual 7/31/2022 values)

Default Rate Assumption (%)

Recovery (%)

Source: Lord Abbett. Data as of July 31, 2022.

For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the
deduction of fees or expenses, and are not available for direct investment.

Past performance is not a reliable indicator or guarantee of future results.

Further, when some investors ask what default rate is being priced into the market, in reality, they may largely be asking for a worst-case
scenario where the assumed excess spread is 0 bps. As shown in Figure 3, around current valuations and a recovery of 40%, the implied
default rate is north of 8%, over twice as high as suggested by the distress ratio and a range of third-party estimates in the marketplace today.
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Figure 3. Investors Appear to Be Overly Pessimistic about Potential Default Rates
Implied default rate based on assumptions of option-adjusted spread of 485 basis points and an issue price of $30.28
(actual 7/31/2022 values) and no excess spread

Index OAS (bps)

Recovery (%)

Source: Lord Abbett. Data as of July 31, 2022.
For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the deduction of
fees or expenses, and are not available for direct investment.

Past performance is not a reliable indicator or guarantee of future results.

Key Takeaways

So how should we respond to the simple question, “What default rate is priced into the U.S. high yield market?” The answer is, “It de-
pends.” But today’s spread levels provide a good deal of excess spread even under dire default and recovery assumptions. There is plenty
of uncertainty around the variables in the excess-spread calculation in any given year. That complexity offers a compelling reason to adopt
a strategic, and actively managed approach to collecting income in leveraged credit, one that has the proven potential to provide investors
with consistently attractive compensation for assuming default risk over multiple years.

CLOSE-UP — Under the Hood of “Excess Spread”

We discuss excess spread, the amount that high yield investors can capture in excess of projected
default loss, extensively in this article. But how is it derived? First, let’s start with two equations that
are important in credit math:

Spread Compensation for Expected Defaults = (Index Option-Adjusted Spread [OAS] —
Excess Spread)

Expected Loss Given Default = Default Rate * [(Index Price — Recovery)/Index Price]

And we know by definition:

Spread Compensation for Expected Defaults = Expected Loss Given Default

Thus:
(Index OAS - Excess Spread) = Default Rate * [(Index Price — Recovery)/Index Price], or

(Index OAS — Excess Spread) = Default Rate * (1 — Recovery/Index Price)

Determining all these factors leads us to our excess spread calculation:

Excess Spread = Index OAS — (Default Rate * (1 — Recovery/Index Price))
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Unless otherwise noted, all discussions are based on U.S. markets and U.S. monetary and
fiscal policies.

Asset allocation or diversification does not guarantee a profit or protect against loss in declin-
ing markets.

No investing strategy can overcome all market volatility or guarantee future results.

The value of investments and any income from them is not guaranteed and may fall as well as
rise, and an investor may not get back the amount originally invested. Investment decisions
should always be made based on an investor’s specific financial needs, objectives, goals, time
horizon, and risk tolerance.

Market forecasts and projections are based on current market conditions and are subject to
change without notice.

Projections should not be considered a guarantee.

Equity Investing Risks

The value of investments in equity securities will fluctuate in response to general economic
conditions and to changes in the prospects of particular companies and/or sectors in the
economy. While growth stocks are subject to the daily ups and downs of the stock market, their
long-term potential as well as their volatility can be substantial. Value investing involves the risk
that the market may not recognize that securities are undervalued, and they may not appreci-
ate as anticipated. Smaller companies tend to be more volatile and less liquid than larger
companies. Small cap companies may also have more limited product lines, markets, or finan-
cial resources and typically experience a higher risk of failure than large cap companies.

Fixed-Income Investing Risks

The value of investments in fixed-income securities will change as interest rates fluctuate and
in response to market movements. Generally, when interest rates rise, the prices of debt secu-
rities fall, and when interest rates fall, prices generally rise. High yield securities, sometimes
called junk bonds, carry increased risks of price volatility, illiquidity, and the possibility of
default in the timely payment of interest and principal. Bonds may also be subject to other
types of risk, such as call, credit, liquidity, and general market risks. Longer-term debt securi-
ties are usually more sensitive to interest-rate changes; the longer the maturity of a security,
the greater the effect a change in interest rates is likely to have on its price.

The credit quality of fixed-income securities in a portfolio is assigned by a nationally recognized
statistical rating organization (NRSRO), such as Standard & Poor’s, Moody’s, or Fitch, as an
indication of an issuer’s creditworthiness. Ratings range from ‘AAA’ (highest) to ‘D’ (lowest).
Bonds rated ‘BBB’ or above are considered investment grade. Credit ratings ‘BB’ and below are
lower-rated securities (junk bonds). High-yielding, non-investment-grade bonds (junk bonds)
involve higher risks than investment-grade bonds. Adverse conditions may affect the issuer’s
ability to pay interest and principal on these securities.

Glossary & Index Definitions
A basis point is one one-hundredth of a percentage point.

The default rate measures either (i) the percentage of issuers or (i) the percentage of the
dollar value of the overall market in a given fixed-income asset class that failed to make sched-
uled interest or principal payments in the prior 12 months.

The recovery rate is the extent to which principal and accrued interest on defaulted debt can
be recovered, expressed as a percentage of face value. The recovery rate can also be defined
as the value of a security when it emerges from default or bankruptcy.

Spread is the percentage difference in current yields of various classes of fixed-income secu-
rities versus Treasury bonds or another benchmark bond measure. A bond spread is often
expressed as a difference in percentage points or basis points (which equal one-one hundredth
of a percentage point). The option-adjusted spread (OAS) is the measurement of the spread of
a fixed-income security rate and the risk-free rate of return, which is adjusted to take into
account an embedded option. Typically, an analyst uses the Treasury securities yield for the
risk-free rate.

The ICE BofA US High Yield Index tracks the performance of US dollar denominated below
investment grade corporate debt publicly issued in the US domestic market. Qualifying securi-
ties must have a below investment grade rating (based on an average of Moody's, S&P and
Fitch), at least 18 months to final maturity at the time of issuance, at least one year remaining
term to final maturity as of the rebalancing date, a fixed coupon schedule and a minimum
amount outstanding of $250 million. The ICE BofA US Distressed High Yield Index is a subset
of the ICE BofA US High Yield Index including all securities with an option-adjusted spread
greater than or equal to 1,000 basis points.
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ICE BofA Index Information:

Source: ICE Data Indices, LLC (“ICE”), used with permission. ICE PERMITS USE OF THE ICE
BofA INDICES AND RELATED DATA ON AN “AS IS” BASIS, MAKES NO WARRANTIES REGARD-
ING SAME, DOES NOT GUARANTEE THE SUITABILITY, QUALITY, ACCURACY, TIMELINESS, AND/
OR COMPLETENESS OF THE ICE BofA INDICES OR ANY DATA INCLUDED IN, RELATED TO, OR
DERIVED THEREFROM, ASSUMES NO LIABILITY IN CONNECTION WITH THE USE OF THE FORE-
GOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND LORD, ABBETT & CO. LLC.,
OR ANY OF ITS PRODUCTS OR SERVICES. The information provided herein is not directed at
any invest

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available
for direct investment.

This material may contain assumptions that are “forward-looking statements,” which are based
on certain assumptions of future events. Actual events are difficult to predict and may differ
from those assumed. There can be no assurance that forward-looking statements will material-
ize or that actual returns or results will not be materially different from those described here.

The views and opinions expressed are as of the date of publication, and do not necessarily
represent the views of the firm as a whole. Any such views are subject to change at any time
based upon market or other conditions, and Lord Abbett disclaims any responsibility to update
such views. Lord Abbett cannot be responsible for any direct or incidental loss incurred by
applying any of the information offered.

This material is provided for general and educational purposes only. It is not intended as an
offer or solicitation for the purchase or sale of any financial instrument, or any Lord Abbett
product or strategy. References to specific asset classes and financial markets are for illustra-
tive purposes only and are not intended to be, and should not be interpreted as, recommenda-
tions or investment advice.

Please consult your investment professional for additional information concerning your specific
situation.

This material is the copyright © 2022 of Lord, Abbett & Co. LLC. All Rights Reserved.
Important Information for U.S. Investors

Lord Abbett mutual funds are distributed by Lord Abbett Distributor LLC.

FOR MORE INFORMATION ON ANY LORD ABBETT FUNDS, CONTACT YOUR INVESTMENT
PROFESSIONAL OR LORD ABBETT DISTRIBUTOR LLC AT 888-522-2388, OR VISIT US AT
LORDABBETT.COM FOR A PROSPECTUS, WHICH CONTAINS IMPORTANT INFORMATION
ABOUT A FUND’S INVESTMENT GOALS, SALES CHARGES, EXPENSES AND RISKS THAT
AN INVESTOR SHOULD CONSIDER AND READ CAREFULLY BEFORE INVESTING.

The municipal bond market may be impacted by unfavorable legislative or political develop-
ments and adverse changes in the financial conditions of state and municipal issuers or the
federal government in case it provides financial support to the municipality. Income from the
municipal bonds held could be declared taxable because of changes in tax laws. Certain sectors
of the municipal bond market have special risks that can affect them more significantly than the
market as a whole. Because many municipal instruments are issued to finance similar projects,
conditions in these industries can significantly affect an investment. Income from municipal
bonds may be subject to the alternative minimum tax. Federal, state, and local taxes may apply.
Investments in Puerto Rico and other U.S. territories, commonwealths, and possessions may be
affected by local, state, and regional factors. These may include, for example, economic or
political developments, erosion of the tax base, and the possibility of credit problems.

The information provided is not directed at any investor or category of investors and is provided
solely as general information about Lord Abbett’s products and services and to otherwise
provide general investment education. None of the information provided should be regarded as
a suggestion to engage in or refrain from any investment-related course of action as neither
Lord Abbett nor its affiliates are undertaking to provide impartial investment advice, act as an
impartial adviser, or give advice in a fiduciary capacity. If you are an individual retirement
investor, contact your financial advisor or other fiduciary about whether any given investment
idea, strategy, product or service may be appropriate for your circumstances.

Important Information for non-U.S. Investors

Note to Switzerland Investors: This is an advertising document. The state of the origin of the
fund is Luxembourg. In Switzerland, this document may only be provided to qualified investors
within the meaning of art. 10 para. 3 and 3ter CISA. In Switzerland, the representative is
ACOLIN Fund Services AG, Leutschenbachstrasse 50, CH-8050 Zurich, whilst the paying
agent is Bank Vontobel Ltd, Gotthardstrasse 43, CH-8002 Zurich. The basic documents of the
fund as well as the annual and, if applicable, semi-annual report may be obtained free of
charge from the representative. Past performance is no indication of current or future perfor-
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mance. The performance data do not take account of the commissions and costs incurred on
the issue and redemption of units.

Note to European Investors: This communication is issued in the United Kingdom and dis-
tributed throughout Europe by Lord Abbett UK Ltd., a Private Limited Company registered in
England and Wales under company number 10804287 with its registered office at Tallis
House, 2 Tallis Street, Temple, London, United Kingdom, EC4Y 0AB. Lord Abbett UK Ltd (FRN
783356) is an Appointed Representative of Kroll Securities Limited (FRN 466588), which is
authorised and regulated by the Financial Conduct Authority.

Lord Abbett (Middle East) Limited is authorised and regulated by the Dubai Financial Services
Authority (“DFSA”). The entire content of this document is subject to copyright with all rights
reserved. This research and the information contained herein may not be reproduced, distrib-
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uted or transmitted in any jurisdiction or to any other person or incorporated in any way into
another document or other material without our prior written consent. This document is
directed at Professional Clients and not Retail Clients. Any other persons in receipt of this
document must not rely upon or otherwise act upon it. This document is provided for informa-
tional purposes only. Nothing in this document should be construed as a solicitation or offer, or
recommendation, to acquire or dispose of any investment or to engage in any other transac-
tion. Nothing contained in this document constitutes an investment, an offer to invest, legal, tax
or other advice or guidance and should be disregarded when considering or making invest-
ment decisions.

Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.
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