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Identifying Biases in High-Yield Bond 
Performance

High-yield bonds experience large performance differences among ratings categories, 
sectors, and regions. The idiosyncratic and illiquid nature of the asset class creates 
unique challenges for high-yield managers and for investors evaluating manager per-
formance. When assessing performance against a chosen benchmark, investors should 
understand the index’s biases and monitor changes in the composition of the index 
and the high-yield market on an ongoing basis.

High-yield investors must contend with an asset 
class that has returns similar to both debt and 
equity, imperfect benchmarks, and large discrep-

ancies in performance among ratings categories, sectors, 
and regions. Asset class and manager performance are dif-
ficult to evaluate because the illiquid and disparate nature 
of the high-yield bond market results in benchmarks that 
are not investable. Given the variability in credit risk and 
characteristics, it is critical for investors to understand 
where their risk exposures are and how these compare 
with the benchmark index.

THE HYBRID ASSET CLASS
The high-yield bond market has historically demonstrated 
characteristics of both debt and equity. “Over the long term, 
the average returns to high-yield bonds have been higher 
than those of most other domestic fixed-income asset 
classes but lower, and less volatile, than returns to equi-
ties,” says Frederic Filippelli, CFA, director of investment 
governance at Prudential Retirement. “In formulating our 
capital market assumptions for asset allocation purposes, 
we consider high-yield bonds to be a hybrid asset class.” 
Filippelli finds that high-yield bonds generally have sur-
prisingly low correlations with some other domestic fixed-
income categories and modestly high correlations with 
equities, though not as high as equity classes’ correlations 
with each other. Whereas investment-grade bond returns 
are driven primarily by interest rate movements, high-yield 
bonds’ higher coupons cushion their sensitivity to interest 

rates. “Rising interest rates generally have less of an impact 
on high-yield bond performance than on investment-grade 
bond performance,” says Filippelli. “Similar to equities, the 
return behavior of high-yield bonds is more closely tied to 
company performance and business fundamentals.”

Domian and Reichenstein (2008) used returns-based 
style analysis to quantify the debt and equity return com-
ponents of four high-yield bond indexes and 60 high-
yield bond funds for the period January 1997–December 
2006. They concluded that the average high-yield bond 
fund returns can be replicated by creating a portfolio of 
33% stocks, 63% bonds, and 4% cash. As a fund’s credit 
quality declines, the stock component increases and the 
bond component decreases. Moreover, more than half of 
high-yield bonds’ sensitivity to stocks was found to be 
small-cap related.

Moody’s classifies Ba rated bonds as “non-investment-
grade speculative,” B rated bonds as “highly speculative,” 
and CCC rated bonds as “extremely speculative.” The lit-
erature has shown that excess returns and volatility differ 
substantially within high-yield rating categories over time. 
Ilmanen (2011) found that BB rated corporates outper-
formed investment-grade and non-investment-grade 
corporates over the period 1973–2009 with an annual-
ized excess return over 7- to 10-year Treasuries of 1.99%. 
In contrast, CCC rated bonds had the worst annualized 
excess return at –2.66%. CCC rated bonds were also much 
more volatile than bonds in higher ratings categories, suf-
fering substantial losses during market crises and strong 
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performance during market rebounds, prompting Ilmanen 
to surmise that “low-rated bonds can be good tactical 
investments during economic recoveries and when initial 
spreads are wide—but apparently not great long-term 
investments” (p. 83).

Large differences in risk and returns exist not only 
among ratings categories but also between original-issue 
high-yield bonds and “fallen angels”—bonds that were 
once investment grade but have been subsequently down-
graded to high yield. One possible explanation for the 
favorable risk/reward profile of BB bonds is that many 
portfolio managers are mandated to sell investment-grade 
bonds that are downgraded to BB. The forced selling of 
fallen angels creates attractive entry-level prices and favor-
able return prospects as they are bought by high-yield 
managers. Another likely reason is that companies that 
issue high-yield debt are typically less financially stable 
and hence do not perform as well as companies whose 
debt was downgraded to high-yield status. Fallen angels 
have tended to outperform original-issue high-yield bonds 
over time.

BENCHMARK BIASES
Fixed-income indexes are complex in general; high-
yield bond indexes are even more so. For each security, 
a number of data points are required, including coupon, 
maturity, call schedule, and credit rating. Analytical 
measures, such as duration and yield, must also be cal-
culated. Pricing fixed-income securities is more diffi-
cult than pricing equity securities because bonds trade 
over the counter rather than on organized exchanges. 
Many bonds trade rarely or not at all. Conventional 
fixed-income securities that lack actual traded prices 
may be priced according to a matrix, using bonds 
with similar characteristics and similar ratings. Every 
investment-grade bond that does not trade on a par-
ticular day generally resembles an issue that did trade. 
“Within the single A rated universe, for example, bonds 
with the same characteristics will trade within about a 
20 bp range,” says Martin Fridson, CFA, chief invest-
ment officer of Lehmann Livian Fridson Advisors. 
“The idea of matrix pricing doesn’t work very well in 
high yield because the securities are very idiosyncratic. 
A high-yield bond could match up theoretically with 
another bond that is trading 200 bps away from it.” 
Another pricing problem can arise when circumstances 

force a manager to sell a bond substantially below its 
estimated market value and this “fire sale” price is used 
as the bond’s price in the index.

Turnover in fixed-income indexes can be quite high 
as issues mature or are called each month, as newly issued 
bonds enter the index, and as bonds move into and out 
of the index based on rating changes. Most high-yield 
bonds are callable, further increasing turnover. A study by 
Vanguard found that as of 31 July 2012, 94% of the bonds 
in the Barclays US Corporate High Yield Bond Index 
had a call feature (Philips 2012). Fallen angels can also 
enter the index in sizable weightings and distort sector 
and credit characteristics. During the financial crisis, many 
investment-grade financial institutions were downgraded 
to high-yield status. The weighting of financial issuers in 
major high-yield indexes more than tripled in two years, 
increasing from approximately 3% in 2007 to 11% in 
2009. A similarly large wave of fallen angels entered the 
high-yield indexes in 2002 when US automakers Ford 
and General Motors lost their investment-grade ratings.

Investors should also be cognizant of differences 
in construction rules and methodologies among index 
providers. A trio of researchers from Nomura Corporate 
Research and Asset Management Inc.—Levine, Drucker, 
and Rosenthal (2010)—compared the methodologies of 
five major high-yield benchmarks: the BofA Merrill Lynch 
High Yield Master II Index and the High Yield Master II 
Constrained Index, the Credit Suisse High Yield Index, 
the JP Morgan Global High Yield Index, and the Barclays 
US Corporate High Yield Index. They found differences 
in ratings criteria, emerging market inclusion, treatment 
of defaults, issuer limits, and timing of inclusion for new 
issues, rising stars, and fallen angels, among others. These 
differences have at times led to significant variances in 
returns, such as during 2002 when WorldCom defaulted. 
Index performance for that year ranged from –1.89% to 
3.10%, depending on whether an index’s rules specified 
retention or removal of defaulted bonds.

CHALLENGES TO EVALUATING HIGH-YIELD 
BOND MANAGER PERFORMANCE
Evaluating high-yield manager performance is challeng-
ing given the performance biases inherent in the indexes 
and the constraints imposed by the illiquid nature of the 
market. Because many high-yield issues are small and 
not traded, it is not possible for investors to simply index 
their high-yield exposure against the major high-yield 



©2015 CFA INSTITUTE   ◆   3

benchmarks. “You can’t replicate high yield like an S&P 
500 stock fund,” says Fridson. “Some managers try to 
replicate indexes by sector and focusing on larger, more 
liquid names, but they end up with an asset mix that 
has a different risk profile from the index they are try-
ing to replicate.”

Investors evaluating manager performance need to 
determine whether excess returns are coming from skill 
or from benchmark mismatch. Many manager guidelines 
prohibit investments rated below single B to avoid the vola-
tility caused by CCC rated bonds. When performance is 
measured against an index that includes CCC rated bonds, 
a portfolio of BB and B rated bonds can generate sizable 
excess returns during periods of market crisis but severely 
underperform in times of prosperity. “If the benchmark 
index includes CCCs but the investment guidelines prohibit 
investments below B, a manager can look like a genius dur-
ing years when CCCs decline significantly,” notes Fridson. 
“He or she will be paid a bonus for outperforming, when in 
reality, the manager might have done a mediocre job with 
the BB and B investments. You really need to have an index 
that matches the investment guidelines.”

Conversely, the inability to transact in many of an 
index’s bonds creates difficulties for mangers to outper-
form indexes during periods of economic recovery. In 
2009, bonds rated CCC and lower posted an unprece-
dented return of 97% following losses of nearly 40% dur-
ing 2008, but many of these bonds were not available for 
trading. Thus, price gains reflected in the index were not 
achievable in the marketplace. Another factor that reduces 
investability is the callable nature of the high-yield market. 
Managers will be reluctant to buy bonds trading above the 
call price when there is a possibility that the bond will be 
called away in the near future.

Regional preferences and mandates also create perfor-
mance discrepancies from benchmark indexes. US high-
yield investors have tended to invest only in domestic 
high-yield securities after early forays into sovereign and 
emerging market debt left investors burned by currency 
crises. In contrast, the major indexes contain Yankee bonds 
and may contain emerging markets as well. Emerging 
market exposure is often prohibited in a manager’s high-
yield mandate because most consultants and investors have 
preferred to separate exposure to the two asset classes. For 
investors who restrict high-yield investments in emerging 
market debt, a benchmark index that excludes emerging 
markets as well is most appropriate.

The European high-yield debt market has been grow-
ing rapidly, in part because European banks are shrinking 
their balance sheets and reducing the availability of lever-
aged loans. Overall, the European high-yield market tends 
to be more volatile than the US market. European financials 
in particular have been a cause for concern because many 
financial institutions have been downgraded and perfor-
mance for this sector has been exceptionally volatile. Fridson 
recommends excluding European financials when compar-
ing the investable universe of Europe with that of the United 
States, which does not have the same large exposure to 
financials. As the European and emerging market compo-
nents of indexes have grown, the US high-yield debt com-
ponent is now 65% of the BofA Merrill Lynch US Dollar 
High Yield Global Index. Performance for the US High 
Yield and the USD High Yield Global Index once tracked 
closely over time, but in recent years, performance has been 
diverging more as the index has become more global.

Benchmark mismatch also dilutes the effectiveness 
of benchmark-related performance metrics, such as the 
information ratio and alpha. Fridson uses subindexes of 
the BofA Merrill Lynch US High Yield Index for per-
formance attribution purposes. Subindexes can be used 
to ascertain how an index would have performed if it had 
included or excluded a particular sector or region.

CONCLUSION
High-yield benchmark selection and performance evalua-
tion should be based on an awareness of index biases and 
intended risk exposures. Fridson recommends that inves-
tors create customized benchmarks to match risk exposures 
and measure performance. Levine et al. (2010) suggest a 
mosaic approach consisting of both peer group and bench-
mark comparisons. When evaluating managers within a 
peer group, care should be taken to evaluate managers who 
adhere to similar mandates and benchmarks. Investors who 
choose to default to the index provider used for a plan’s 
other asset classes should have a clear understanding of the 
biases and methodology of that provider’s high-yield index.

Finally, investors should keep in mind that the com-
position of the high-yield market is continually evolving. 
In particular, the non-US component of the indexes has 
been increasing relatively quickly. Using past index data to 
estimate correlations and volatility and forecast returns is 
less informative. High-yield benchmarks should be peri-
odically reviewed to determine whether there have been 
material changes in index risk exposures.
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