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High yield thoughts 
Key takeaways 

• The high-yield bond sector as whole tends to outperform early in a cycle when the economy is perceived to be 
coming out of a slowdown or recession. 

• While we want to retain some exposure to high yield, we do not anticipate a whole-hearted endorsement of the 
sector in the near term. 

At this point in the cycle, we do not want to overweight, or for that matter evenweight, high-yield bonds in portfolios. Our 
recommendation has been unfavorable for quite some time. When strategists believe the Federal Reserve (Fed) is going to 
continue to hike interest rates and the economy is likely to dip into recession at some point over the coming 12 months, 
high yield (HY) is typically not the place for overexposure. Yield spreads relative to Treasury securities would likely widen. 
High-yield debt carries higher interest rates for a reason: The companies issuing it are perceived to be more risky than the 
better-quality companies issuing investment-grade debt. When the economy slows or potentially contracts, these higher-
risk companies are perceived to have a greater chance of default. As a result, investors require a higher yield to compensate 
for higher perceived risk. 

But all is currently not equal in the HY sector. We are not recommending that investors zero-out their HY fixed-income 
holdings. Remember, in a well-diversified portfolio, there may be reasons to retain some exposure to a variety of sectors 
and asset classes, ideally whose prices do not all move up and down together. Typically, as one sector or asset class 
underperforms, others outperform, and an investor’s portfolio will not be fully exposed to the underperformer. As we know, 
putting all of your eggs in very few baskets is usually not wise portfolio management. 

The HY sector (and related indexes that track that sector) has seen a growing concentration of double-B-rated (BB) 
companies. This segment has historically had lower default rates than the rest of its HY brethren. These BB-rated issuers 
have generally featured stable business models that employ somewhat higher debt leverage than BBB-rated issuers or are 
within a cyclical industry that is more sensitive to the ebb-and-flow of the economy. The domestic economy has been 
resilient over the last 12 months, which has contributed to stable HY spreads that have remained below 4% since early 
June, even with the 10-year Treasury note climbing to just over 4.5% and the Fed still taking a hawkish tone. 

Given our outlook for the economy in coming quarters, we believe investors will need to be selective when choosing HY 
portfolio exposure and stay with the highest-quality (BB) issuers. The HY sector as whole tends to outperform when the 
economy is perceived to be coming out of a slowdown or recession. In other words, while we want to retain some exposure 
to HY, we do not anticipate a whole-hearted endorsement of the sector in the near term. 

For now, in terms of favored fixed-income guidance, we are most favorable on investment-grade U.S. short- and long-term 
taxable securities from an asset-class perspective. We also favor investment-grade essential service municipal bonds. 
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Risk considerations 

Each asset class has its own risk and return characteristics.  The level of risk associated with a particular investment or asset class generally correlates with the level of return the investment or asset 
class might achieve. Stock markets, especially foreign markets, are volatile.  Stock values may fluctuate in response to general economic and market conditions, the prospects of individual companies, 
and industry sectors. 

Investments in fixed-income securities, including municipal securities, are subject to market, interest rate, credit, liquidity, inflation, prepayment, extension and other risks.  Bond prices fluctuate 
inversely to changes in interest rates. Therefore, a general rise in interest rates can result in the decline in the bond’s price. High yield fixed income securities are considered speculative, involve 
greater risk of default, and tend to be more volatile than investment grade fixed income securities. Municipal securities may also be subject to the alternative minimum tax and legislative and 
regulatory risk which is the risk that a change in the tax code could affect the value of taxable or tax-exempt interest income. If sold prior to maturity, fixed income securities are subject to market 
risk.  All fixed income investments may be worth less than their original cost upon redemption or maturity. 

Definitions 

Bond rating firms, such as Moody’s, Standard & Poor's and Fitch, use different designations consisting of upper- and lower-case letters 'A' and 'B' to identify a bond's credit quality rating. 'AAA' and 
'AA' (high credit quality) and 'A' and 'BBB' (medium credit quality) are considered investment grade. Credit ratings for bonds below these designations ('BB', 'B', 'CCC', etc.) are considered low credit 
quality, and are commonly referred to as "junk bonds". Not-Rated securities are securities that have not received a credit rating from one or more of the major credit rating agencies.  These securities 
can present significant liquidity disadvantages to investors. 

General Disclosures 

Global Investment Strategy (GIS) is a division of Wells Fargo Investment Institute, Inc. (WFII). WFII is a registered investment adviser and wholly owned subsidiary of Wells Fargo Bank, N.A., a bank 
affiliate of Wells Fargo & Company. 

The information in this report was prepared by Global Investment Strategy.  Opinions represent GIS’ opinion as of the date of this report and are for general information purposes only and are not 
intended to predict or guarantee the future performance of any individual security, market sector or the markets generally. GIS does not undertake to advise you of any change in its opinions or the 
information contained in this report. Wells Fargo & Company affiliates may issue reports or have opinions that are inconsistent with, and reach different conclusions from, this report. 

The information contained herein constitutes general information and is not directed to, designed for, or individually tailored to, any particular investor or potential investor.  This report is not 
intended to be a client-specific suitability or best interest analysis or recommendation, an offer to participate in any investment, or a recommendation to buy, hold or sell securities. Do not use this 
report as the sole basis for investment decisions. Do not select an asset class or investment product based on performance alone. Consider all relevant information, including your existing portfolio, 
investment objectives, risk tolerance, liquidity needs and investment time horizon. The material contained herein has been prepared from sources and data we believe to be reliable but we make no 
guarantee to its accuracy or completeness. 

Wells Fargo Advisors is registered with the U.S. Securities and Exchange Commission and the Financial Industry Regulatory Authority, but is not licensed or registered with any financial services 
regulatory authority outside of the U.S.  Non-U.S. residents who maintain U.S.-based financial services account(s) with Wells Fargo Advisors may not be afforded certain protections conferred by 
legislation and regulations in their country of residence in respect of any investments, investment transactions or communications made with Wells Fargo Advisors.  

Wells Fargo Advisors is a trade name used by Wells Fargo Clearing Services, LLC and Wells Fargo Advisors Financial Network, LLC, Members SIPC, separate registered broker-dealers and non-bank 
affiliates of Wells Fargo & Company. PM-03262025-5977044.1.1 
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