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Volatility is back
First Quarter 2018

Rates, Trade & Elections
Last October we wrote a report asking “Where is the Vol?”
– well, it arrived in the first quarter 2018. The volatility
appeared to be driven by macro events and not an
increase in concerns over credit quality. While these
factors could slow down the pace of economic growth,
we believe it is highly unlikely they will change the
general direction of growth, which should lead to credit
upgrades outpacing downgrades. Although volatility
increases were experienced in most developed countries
security markets, there appeared to be a greater spike
in the U.S. than Europe, allowing for some performance
differentiation by region.
The most significant volatility triggers occurred in the
U.S. – most notably Treasury yields moved upwards on
news about government funding needs after the new
tax reform laws. Moreover, major tariff announcements
triggered concerns over escalating trade skirmishes.
European events have contributed too, as the Italian
election as well as some mixed economic data out of
Germany have factored into market volatility.
The trade issues and Italian election may have dominated
headlines, but for debt markets, the sudden move
in rates probably had some of the greatest impact.
Importantly, the rate moves hurt the investment grade
and government markets much more than the leveraged
debt markets. By quarter end, however, the benchmark
government rates had retreated from their peaks and
appeared much calmer – certainly more so than equity
markets that appeared to swing more violently in
response to news about trade. With greater volatility (or
perhaps a return to more normal levels) credit selection
can play a greater role in performance than during period
where momentum is driving everything in the same
direction.
The focus on trade may become an increasing factor on
overall performance of below investment grade debt.
The European Union economies are in an interesting spot
on international trade. The OECD reports as of December
31, 2016 trade makes up 43% of GDP for the European
Union, while it is only 28% on average for OECD countries
and 13% for the U.S. While not completely unscathed, the
European Union has generally been able to avoid being
at the center of the recent trade struggles – as it appears

the U.S. and China are primarily focused at throwing
haymakers at each other. If the trade wars end up just
being the first steps in a longer positive trade negotiation,
much of this will not matter. If trade skirmishes escalate
into a war, however, there will likely be few winners. If
Europe can stay out of the center of the battle, it may
actually fare better than elsewhere in the world – though
it has its own risks.

Asset class performance: Loans lead the
pack while high yield is holding up well
The dominant feature impacting the debt markets
during the first three months of 2018 was the movement
in rates. The markets may have responded more to the
suddenness in the move upward than the actual amount.
The move in LIBOR may have been the most dramatic
shift during the first two months of 2018. Within the debt
capital markets, the asset class that benefitted most from
the LIBOR increase was the leveraged bank loan market,
whose floating rate structure helped to outperform
almost all other major fixed income markets. Moreover,
the structurally lower volatility characteristics within the
short duration segment of the high yield bond market
were very apparent, as this segment outperformed the
broader high yield bond market.
Exhibit 1: Asset Class Performance
As of March 31, 2018

Mar-18

1Q 2018

Shenkman Capital Global
High Yield Composite (Gross)*

-0.39%

-0.50%

Shenkman Capital Global
High Yield Composite (Net)*

-0.45%

-0.67%

U.S. Corporate Index (C0A0)

0.22%

-2.20%

Global High Yield Bonds (HYDC)*

-0.48%

-0.67%

U.S. High Yield Bonds (H0A0)

-0.62%

-0.91%

U.S. Short Duration (H42C)

0.12%

0.43%

European High Yield Bonds
(HP00)**

-0.20%

-0.41%

S&P LSTA U.S. Leveraged Loan
Index

0.28%

1.45%

S&P European Leveraged Loan
Index**

0.13%

0.85%

*USD Hedged **Returns in local currency
Source: ICE Data Indices, Bloomberg, S&P
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While the high yield bond market as a whole posted a
negative return in the first quarter, it fared better than major
investment grade indices. The increase in yields in the below
investment grade bond market may have reached the point
that it could start to attract new money to this asset class,
especially as the widening has not been driven by heightened
credit concerns. Investors may also find more interest in this
asset class given its relatively short duration and that the
widening in the intermediate and longer dated part of the
government bonds curves moderated by the quarter end.

Global High Yield: greater return dispersion
across regions and industries
During the first quarter, there were significant differences in
performance by currency denomination. The Euro and U.S.
Dollar markets differed in performance by rating category
and by industries. These differences highlight an advantage
of maintaining flexibility in weightings across regions and
currencies.
A reversal of fortunes between the U.S. and Europe was driven
in part by the less material interest rate moves in Europe. The
U.S. high yield bond market meaningfully underperformed
the European market which, despite lower coupons, faced
less volatility and outperformed. Ultimately, both markets
appear to be facing rising rates and balance sheet unwinds.
However, based on statements from respective central banks,
the implications are that the U.S. should move faster than the
very cautions European Central Bank (ECB).
In terms of industry returns, there were significant differences
within U.S. and Euro high yield markets. In fact, none of the
five best or worst performing industries from either market
was replicated in the other market. Interestingly, there were
two industries that ranked among the best performers in
the U.S. and among the worst in Europe – Food and Drug
Retailers (1.06% vs. -1.38%) and Transportation Excluding Air/
Rail (0.38% vs. -1.43%) – on a total return basis. This highlights
how different the opportunities can be between the two
markets. Performance by rating category also varied. In the
USD portion of the market, the CCC rated tier outperformed,
primarily driven by strength in January. Meanwhile, single B
rated securities performed the best in Europe.
Exhibit 2: Top 5 Industries – Total Return Q1 2018 (%)
U.S.

Europe

Aerospace / Defense

1.46

Consumer Products

4.61

Food & Drug
Retailers

1.06

Media Diversified &
Services

1.65

Media Diversified &
Services

0.67

Reits

0.96

Railroads

0.57

Leisure /
Entertainment

0.87

Transportation
Excluding Air / Rail

0.38

Hotels

0.40

As of March 31, 2018. Source: Shenkman Capital

Our strategic positioning: interest rate
risk, duration and relative value
We continue to express many of our views that were in
place during the fourth quarter of 2017. Compared to the
U.S., we believe that interest rate risks are less severe in
European markets and favor earlier stage cyclical credits.
While trends in the underlying credits are ultimately
the critical driver of our investment decisions, we have
continued to view the spreads on European single Bs
attractive relative to equivalent U.S. single B spreads and
relative to Euro BBs.
Within the Shenkman Capital Global High Yield
Composite, we have maintained our lower duration in
U.S. dollar investments and slightly longer duration in our
Euro holdings – though our overall Euro Option-Adjusted
Duration (OAD) was consciously reduced. In addition, we
slightly increased our overweight to single B exposure,
primarily through additions in Euro denominated issues.
In terms of industries, we increased holdings in the
packaging sector (primarily in Euros), while reducing
exposure to chemicals and electric utilities (primarily U.S.
companies). Both the industry reductions were driven in
large part by relative value. Finally, we slightly increased
our exposure to Euro denominated securities in the
portfolio – specifically our exposure to Germany and
France increased while our UK exposure declined.

Outlook: volatility to continue towards
“normal” levels
We anticipate continued economic expansion in both
the U.S. and Europe, but the markets are likely to face
bouts of increased rate and political volatility. Heightened
rate volatility may be caused by the markets adjusting to
the style of communications from the new regime at the
U.S. Federal Reserve. Politically driven volatility will likely
come from both sides of the Atlantic but may be greater
in the U.S. While Europe is far from immune to political
drama (e.g. looming Brexit deadline and tenuous political
coalitions), we believe the political environment in the
U.S. may cause greater volatility in the securities markets
there than what will be seen in Europe.
Even with the potential for heightened volatility outlined
above, we believe a selected portfolio of global high
yield bonds can outperform most other major fixed
income markets and produce attractive results in 2018.
The combination of coupon and the potential for credit
improvements should lead to positive performance for
the leveraged bond markets. In such an environment,
credit selectivity will be critical, and identifying the
correct currency exposure can also add alpha.

SHENKMAN | GLOBAL HIGH YIELD REVIEW

3

Contacts:

certain restrictions on investing in securities and loans rated below B3/B-.
Eligible accounts that are experiencing significant inflows or outflows
and/or which are not yet fully invested may be temporarily excluded from
the Composite.

Mark R. Shenkman
Co-Chief Investment Officer

Gross performance results include reinvestment of interest and other
income and reflect all investment expenses, but are before deduction of
advisory fees, which vary depending on size and type of account and
are described in Shenkman Capital’s Form ADV, Part 2A. Prospective
clients should consider the effect of advisory fees and any other expenses
they may incur in connection with the account (e.g., custodian fee) on
performance results. Net performance results include reinvestment of
interest and other income and reflect all investment expenses, and are
net of 0.65% per annum, the highest asset-based advisory fee that can be
charged to an account within the Composite; performance is calculated
in US dollars. A copy of Shenkman Capital’s ADV, Part 2A is available
upon request. Performance information is calculated in US Dollars, is
unaudited, and is for illustration purposes only. Past performance is not a
guarantee of future results.

Justin W. Slatky
Co-Chief Investment Officer
Bob Kricheff
Portfolio Manager & Global Strategist
bob.kricheff@shenkmancapital.com
For more information, please contact:

4. The ICE BofAML U.S. Corporate Index (C0A0) has an inception date
of December 31, 1972, and tracks the performance of U.S. dollar
denominated investment grade corporate debt publicly issued in the U.S.
domestic market.

Ted Bernhard, CFA
Senior VP, Business Development
marketing@shenkmancapital.com

IMPORTANT INFORMATION
1. The information and opinions expressed herein are for informational purposes
only. This information is not intended to be, and should not be considered as,
impartial investment advice, an offering of investment advisory services or an
offer to sell or a solicitation to buy any securities. PAST PERFORMANCE IS NOT A
GUARANTEE OF FUTURE RESULTS.
2. The Shenkman Group of Companies consists of Shenkman Capital
Management, Inc., and its affiliates and subsidiaries, including, without
limitation, Shenkman Capital Management Ltd, Romark Credit Advisors LP, and
Romark CLO Advisors LLC. The Shenkman Group of Companies specializes in
the leveraged finance market and is dedicated to providing in-depth, bottomup, fundamental credit analysis on all investments.
Shenkman Capital Management, Inc. is registered as an investment adviser with
the U.S. Securities and Exchange Commission, and its affiliates, Romark Credit
Advisors LP, and Romark CLO Advisors LLC, are registered as relying advisers
of Shenkman Capital Management, Inc. Shenkman Capital Management Ltd
is a wholly-owned subsidiary of Shenkman Capital Management, Inc. and
is authorized and regulated by the U.K. Financial Conduct Authority. Such
registrations do not imply any specific skill or training. EEA Investors: This material
is provided to you because you have been classified as a professional client
in accordance with the Markets in Financial Instruments Directive (Directive
2014/65/EU) (known as “MiFID II”) or as otherwise defined under applicable local
regulations. If you are unsure about your classification, or believe that you may
be a retail client under these rules, please contact Shenkman and disregard this
information.
3. The Shenkman Capital Global High Yield Composite has an inception date of
August 1, 2014, and consists of comparable accounts that employ Shenkman
Capital’s global high yield investment strategy and excludes multi-sector and
structured funds and accounts that are not fully discretionary or have investment
guidelines and restrictions that impair Shenkman’s ability to implement its
investment strategy (e.g., prohibitions on investing in, or requirements to
maintain minimum exposures to, certain types of assets) and accounts that have
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The ICE BofAML Developed Markets High Yield Constrained Index (HYDC)
has an inception date of December 31, 1997 and contains all securities in
The ICE BofAML Global High Yield Index (HW00) from developed markets
countries, but caps issuer exposure at 2%. The ICE BofAML Global High
Yield Index (HW00) has an inception date of December 31, 1997 and
tracks the performance of USD, CAD, GBP and EUR denominated below
investment grade corporate debt publicly issued in the major domestic
and Eurobond markets.
The ICE BofAML U.S. High Yield Index (H0A0) has an inception date of
August 31, 1986 and tracks the performance of U.S. dollar denominated
below investment grade corporate debt publicly issued in the U.S.
domestic market.
The ICE BofAML 0-2 Year Duration BB-B U.S. HY Constrained Index (H42C)
is a subset of the HUC4 that consists of all securities that have a durationto-worst of 2 years or less. The ICE BofAML U.S. High Yield, BB/B Rated,
Constrained Index (HUC4) has an inception date of December 31, 1996,
and is a subset of the ICE BofAML U.S. High Yield Index (H0A0) that
consists of all securities rated BB1 through B3, based on an average of
Moody’s, S&P and Fitch, but caps issuer exposure at 2%.
The ICE BofAML European Currency High Yield Index (HP00) has an
inception date of December 31, 1997 and tracks the performance of EUR
and GBP denominated below investment grade corporate debt publicly
issued in the eurobond, sterling domestic or euro domestic markets.

The S&P/LSTA U.S. Leveraged Loan Index is a daily total return index that
tracks the current outstanding balance and spread over LIBOR for fully
funded term loans. The facilities included in the S&P/LSTA Leveraged Loan
Index represent a broad cross section of leveraged loans syndicated in
the United States, including dollar-denominated loans to overseas issuers.
The S&P European Leveraged Loan Index is a market-value-weighted
index designed to measure the performance of the European institutional
leveraged loan market, and tracks the current outstanding balance and
spread over EURIBOR for fully funded term loans. The facilities included in
the S&P European Leveraged Loan Index represent a broad cross section
of leveraged loans syndicated in Europe.
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Shenkman believes that any indices discussed herein are broad market indices
and are indicative of the type of securities that Shenkman may purchase, but may
contain different securities than those held in Shenkman portfolios managed
pursuant to the strategies described here. These indices are unmanaged, not
available for direct investment and do not reflect deductions for fees or expenses.
5. These materials may contain information obtained from third parties, and may
include ratings from credit ratings agencies such as Standard & Poor’s. Reproduction
and distribution of third party content in any form is prohibited except with the prior
written permission of the related third party. Third-party information contained
in this presentation was obtained from sources that Shenkman Capital considers
to be reliable; however, no representation is made as to, and no responsibility,
warranty or liability is accepted for, the accuracy, completeness, timeliness or
availability of such information, including ratings. Neither Shenkman nor any
third party content provider is responsible for any errors or omissions (negligent
or otherwise), regardless of the cause, or for the results obtained from the use of
such content. NEITHER SHENKMAN NOR ANY THIRD PARTY CONTENT PROVIDERS
GIVE ANY EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO,
ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE
OR USE. NEITHER SHENKMAN NOR ANY THIRD PARTY CONTENT PROVIDERS SHALL
BE LIABLE FOR ANY DIRECT, INDIRECT, INCIDENTAL, EXEMPLARY, COMPENSATORY,
PUNITIVE, SPECIAL OR CONSEQUENTIAL DAMAGES, COSTS, EXPENSES, LEGAL FEES,
OR LOSSES (INCLUDING LOST INCOME OR PROFITS AND OPPORTUNITY COSTS
OR LOSSES CAUSED BY NEGLIGENCE) IN CONNECTION WITH ANY USE OF SUCH
THIRD PARTY CONTENT, INCLUDING RATINGS. Credit ratings are statements of
opinions and are not statements of fact or recommendations to purchase, hold
or sell securities. They do not address the suitability of securities or the suitability
of securities for investment purposes, and should not be relied on as investment
advice.
6. Any information in these materials from ICE Data Indices, LLC (“ICE BofAML”)
was used with permission. ICE BofAML PERMITS USE OF THE ICE BofAML INDICES
AND RELATED DATA ON AN “AS IS” BASIS, MAKES NO WARRANTIES REGARDING
SAME, DOES NOT GUARANTEE THE SUITABILITY, QUALITY, ACCURACY, TIMELINESS,
AND/OR COMPLETENESS OF THE ICE BofAML INDICES OR ANY DATA INCLUDED IN,
RELATED TO, OR DERIVED THEREFROM, ASSUMES NO LIABILITY IN CONNECTION
WITH THE USE OF THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR
RECOMMEND SHENKMAN CAPITAL MANAGEMENT, INC., OR ANY OF ITS PRODUCTS
OR SERVICES.
7. This paper, including the information contained herein, may not be copied,
republished or posted in whole or in part, without the prior written consent of
Shenkman Capital.
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