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FIDELITY FUNDS - US HIGH YIELD FUND MARCH 2010

Still more to play for in US high yield 
It’s been a turbulent few years for investors in US high yield.  2008 saw the worst annual 
return on record, but, no sooner was that out of the way than 2009 posted its best return to 
date – a mighty 58%.  With the economic environment continuing to show signs of 
improvement, can the asset class sustain the pace in 2010?  Harley Lank shares his 
thoughts. 

AFTER SUCH A STRONG RETURN IN 2009, DO YOU THINK THERE IS MORE UPSIDE IN US 
HIGH YIELD? 

I think we are still in the early-to-middle innings of a period of strong performance from US high 
yield.  I don’t think we will see a repeat of the near-60% total return we saw last year, but I do think 
there are several years of positive returns ahead.  Historically, high yield has delivered multi-year 
positive returns coming out of a downturn and I don’t see it being any different this time. 

Investors often ask how sustainable the rally can be when the trailing default rate is close to 14%.  
I would argue that the default rate is a lagging indicator.  You only have to look at the very strong 
performance in 2009, when defaults were on the rise, to get an understanding for how the market 
is looking through this and thinking about the bigger picture. 

I think a better leading indicator is the distress ratio – the proportion of the high yield market that is 
trading with a spread of ten percentage points or more over Treasuries.  That has dramatically 
declined over the past twelve months as liquidity has improved.  I think that trend will continue and 
will eventually feed through into a decline in the default rate. 

Right now, spreads are about ten basis points wide of the long-term average, more if you exclude 
the extremes of the past couple of years and look at a pre-crisis average.  My base case sees 
spreads continue to narrow to that pre-crisis level of around 500 basis points (from around 550 
today).  If that happens, and we add in the 8.5% average coupon that’s now available, I think we 
could see US high yield deliver a cumulative total return of around 20% over the next couple of 
years.  That’s my base case.  But remember that there are times when spreads have come in 
below the long-term average.  If that happens, we might even see a higher return. 

Factor in that bonds are trading, on average, around 95 cents on the dollar, when they have 
historically traded at a premium to par, and there should be some additional upside from here. 

WHAT RISKS COULD PREVENT THAT OUTCOME FROM OCCURRING? 

The biggest risk to high yield not performing would be a double-dip recession.  This is a risk asset 
class which is prone to underperforming in poor economic environments.  However, I think we’ll 
see a period of slow economic improvement.  Not a v-shaped recovery, but something steadier 
and more measured.  The fundamental research we’re doing tells us that most companies don’t 
expect things to get worse.  Most companies have improved their outlooks and are talking about 
things getting better.   

We’ve seen a lot of new issuance this year and that’s also led to some concerns that the market 
won’t be able to digest this if the pace continues.  However, most of the new paper is being used 
to pay down existing debt.  That improves the liquidity position of companies and tends to be 
looked upon favourably by credit markets. 

HOW DOES THAT BASE CASE TRANSLATE INTO THE FUND POSITIONING TODAY? 

Turnover in the fund is relatively low so investors shouldn’t expect to see any dramatic changes to 
the portfolio unless there are dramatic changes taking place in the marketplace.  If something is 
fundamentally changing with one of the big issuers or valuations move dramatically, then you are 
more likely to see me move the portfolio in a noticeable way. 

Right now, I’m overweight CCC-rated bonds.  I think that’s the right thing to do at this point in the 
credit cycle.  Historically, B and CCC credits outperform in an improving part of the credit cycle.  
But I have to say that I don’t think the market is doing a good job of differentiating between risky  
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credits that can improve in a slowly improving economic environment and those that need a v-
shaped recovery to make their story work.  Take health care as a good example.  I’m overweight 
health care because it’s not economically sensitive and the fundamentals look good in a steadily 
improving environment.  I could get a similar coupon from a house builder but the market is 
already pricing in a dramatic improvement to the housing market that I’m just not sure is going to 
materialise in the right time frame.  I’d rather clip my coupon from the health care company. 

IS THAT WHY THE FUND HAS RECENTLY UNDERPERFORMED RELATIVE TO THE INDEX? 

We are not alone; few of our peers have managed to beat the index over the last year.  In part, 
that can be explained by the sudden snap back in the market.  In early 2009, there was a rash of 
downgrades to a number of financial institutions that saw them move into the high yield universe.  
Given how quickly these previously investment grade-rated companies were downgraded, we 
simply didn’t have time to react before they rebounded dramatically, so we missed that upswing.   

It was a similar situation with a lot of smaller issuers.  Some of these issues (that were maybe just 
15 basis points of the index) fell up to 80% but then snapped back sharply.  These small issues 
are ones we normally wouldn’t consider, given concerns with illiquidity, and this was even more 
evident in the early days of 2009 when it was still a challenging trading environment for even the 
largest, most actively traded issues.  The cumulative effect of so many of these issues coming 
back at the same time hurt the fund’s performance relative to the index over the one-year period. 

However, the biggest detractor to our performance over the last year was cash.  The fund has 
almost tripled in size over the last twelve months and the downside of that is, despite doing a good 
job in putting funds to work in a rising market, we’ve nevertheless had an average cash balance of 
around 6%.  Against a benchmark with no cash, we’ve been at an obvious disadvantage. So, while 
I’m obviously disappointed with the fund’s one-year returns relative to the index, I am pleased that 
the fund’s long-term performance record is still top quartile. 

TOP TEN HOLDINGS (%) 
as at 31.01.10  

HCA 9.25% 15.11.16 1.1 

Intelsat Jackson Holdings 11.25% 15.06.17 1.0 

TXU Energy 10.875% 01.11.17 1.0 

Servicemaster 10.75% 15.07.15  0.9 

Digicel Group 8.875% 15.01.15  0.9 

Rite Aid 7.5% 01.03.17 0.9 

Freescale Semiconductor 9.125% 15.12.14 0.9 

Sprint Capital 6.9% 01.05.19 0.9 

Calpine Construction Fin 01.06.16 0.8 

Ford Motor Credit 7.5% 01.08.12 0.7 
 

Source: Fidelity 
Benchmark: BofA ML US High Yield Constrained Index 

 

 

 

 

 
 

 
 

 

 
 

 
“I expect to see more upgrades than 

downgrades over the next twelve months 
because we are in an improving part of the 
credit cycle and companies are taking steps to 
improve their fundamental position.” 

 Harley Lank, Portfolio Manager 

WHY IS FIDELITY WELL-PLACED TO MANAGE US HIGH YIELD? 

Every day I meet with a CEO, CFO or other senior manager from one of the companies I own or 
from a competitor, supplier or customer of one of my companies.  So, every day, I get a new 
incremental data point on a company or industry in which I invest.  That’s hard to replicate. 

Last year, our Boston office hosted thousands of company visits.  More were held in our overseas 
offices and, on top of that, we went out on trips to see companies on their home turf.  As well as 
our own analysis, the high yield team in Boston sees the research from our investment grade and 
equity analysts around the world.  That’s an amazing resource to have at our fingertips. 

We also have five dedicated high yield traders.  Remember that this is an over-the-counter asset 
class.  On a good day, a liquid name may trade with a bid-ask spread of 50 basis points.  In more 
trying times, a less liquid name might trade with a spread of up to 5 percentage points.  Not getting 
best execution over time can be a serious drag on performance.  I know our traders can get me 
the lowest ask and the highest bid.  The end result?  The good long-term performance that you’ve 
seen from this fund. 
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rates may affect the value of an investment.  Foreign exchange transactions may be effected on an arms length basis by or through Fidelity companies from which a benefit may be derived by such companies. Annualised growth rates, total return, sector median 
performance and ranks – Data Source - © 2010 Morningstar, Inc. All Rights Reserved. The information contained herein: (1) is proprietary to Morningstar and/or its content providers; (2) may not be copied or distributed; and (3) is not warranted to be accurate, 
complete or timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising from any use of this information. Due to the greater possibility of default an investment in corporate bonds is generally less secure than an investment in 
Government bonds. Fidelity Funds is an open-ended investment company established in Luxembourg with different classes of shares. Reference to FF refers to Fidelity Funds. We recommend that you obtain detailed information before taking any investment decision. 
Investments should be made on the basis of the current prospectus, which is available along with the current annual and semi-annual reports free of charge from our distributors, from our European Service Centre in Luxembourg and from our legal representative in 
Switzerland: Fortis Foreign Fund Services AG, Rennweg 57, P.O. Box, CH-8021 Zurich. After a decision made by the Swiss Financial Market Supervisory Authority - FINMA on 17 December 2009, Fidelity Funds can publicly market 98 of its subfunds in Switzerland. In 
Italy and the Nordics, they are available from your financial advisor or from the branch of your bank. For the purposes of distribution in Spain, Fidelity Funds is registered, with the CNMV Register of Foreign Collective Investment Schemes under registration number 124, 
where complete information is available from Fidelity Funds authorised distributors. The purchase of or subscription for shares in Fidelity Funds shall be made on the basis of the Simplified Prospectus that investors shall receive in advance. The Simplified Prospectus is 
available free of charge and for inspection at the offices of locally authorised distributors as well as at the CNMV. In Portugal, Fidelity Funds is registered with the CMVM and the legal documents can be obtained from locally authorised distributors. Please note that not all 
funds in the SICAV fund range are suitable for UK investors and tax advice should be sought before investing. Fidelity Funds is recognised under section 264 of the Financial Services and Markets Act 2000. Investors should note that loss caused by such recognised 
funds will not be covered by the provisions of the Financial Services Compensation Scheme (or by any similar scheme in Luxembourg) if the fund is unable to meet its obligations, however claims for loss in regards to such recognised funds against a FSA authorised firm 
such as Fidelity will be.  The Full Prospectus and Simplified Prospectus for this fund is available from Fidelity on request by calling 0800 41 41 41.  The UK distributor of Fidelity Funds is FIL Investments International. In the Netherlands, the documents are available from 
FIL Investments International, Netherlands Branch (registered with the AFM), World Trade Centre, Tower H, 6th Floor, Zuidplein 52, 1077 XV Amsterdam (tel. 0031 20 79 77 100). Fidelity Funds is authorised to offer participation rights in The Netherlands pursuant to 
article 2:66 (3) in conjunction with article 2:71 and 2:72 Financial Supervision Act. For Belgium: the current Prospectus/Simplified Prospectus, including the Addendum for Belgian investors is available from Fastnet Belgium S.A., the financial service provider in Belgium. 
In Bermuda, the documents are available from FIL Distributors International Limited at 42 Crow Lane, Pembroke HM 19, Bermuda. Malta: Growth Investments Limited is licensed by the MFSA. Fidelity Funds is promoted in Malta by Growth Investments Ltd in terms of the 
EU UCITS Directive and Legal Notices 207 and 309 of 2004.  The Fund is regulated in Luxembourg by the Commission de Surveillance du Secteur Financier. Issued jointly by FIL Investments International (registered in England and Wales), authorised and regulated in 
the UK by the Financial Services Authority and FIL Distributors International Limited (registered in Bermuda and licensed to conduct investment business by the Bermuda Monetary Authority). SSO1052 
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This document is prepared by FIL Investment Management (Singapore) Limited [“FISL”] (Co. Reg. No.: 199006300E), a responsible entity for the fund(s) in Singapore. All views expressed cannot be construed as an offer or recommendation. Prospectus for the fund(s) is available from FISL or its distributors upon request. Potential investors should read the prospectus before deciding whether to invest in the fund(s). Reference to specific securities or fund(s) is included for illustration only, and should not be construed as a recommendation to buy or sell the same. This document is for information only and does not have regard to the specific investment objectives, financial situation and particular needs of any specific person who may receive it. 

Potential investors should seek advice from a financial adviser before deciding to invest in the fund(s). If that potential investor chooses not to seek advice from a financial adviser, he should consider whether the fund(s) in question is suitable for him.

Past performance of the manager and the fund(s), and any forecasts on the economy, stock or bond market, or economic trends of the markets that are targeted by the fund(s), are not indicative of the future performance. Prices can go up and down. The value of the shares of the fund(s) and the income accruing to the shares, if any, may fall or rise. Investors investing in fund(s) denominated in a non-local currency should be aware of the risk of exchange rate fluctuation that may cause a loss of principal when foreign currency is converted back to the investors' home currency. Exchange controls may be applicable from time to time to certain foreign currencies.

Fidelity, Fidelity International and Fidelity International and Pyramid Logo are trademarks of FIL Limited.SG10/123
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