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News broke last week that the Third Avenue Focused 
Credit mutual fund suspended redemptions and 
announced a gradual liquidation of the fund. This 
contributed to a broader sell-off in high yield bonds as 
concerns over market liquidity rippled through the market. 
It is important to note, however, that the Third Avenue 
fund was not representative of the typical high yield bond 
fund. Its holdings were more typical of a distressed fund 
as 45% of its holdings were rated CCC or lower and 50% 
were unrated. A more typical exposure for high yield funds 
is approximately 10% of exposure to CCC and unrated 
bonds. Additionally, the positions were concentrated 
with the largest position at 4.5% of the fund. The fund 
was down 27.0% YTD when it suspended redemptions, 
compared to 3.6% for the high yield universe as a whole. 
Though the high yield market is weak presently, markets 
remain functioning, and we expect more traditional high 
yield mutual funds to be able to satisfy redemptions. 

W H AT  P R O M P T E D  T H E  M A R K E T 
D I S R U P T I O N ? 
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The collapse in energy prices has been particularly rough on the US high 
yield universe because energy comprised nearly 15% of the index before 
the sell-off. It has spilled-over to the rest of the universe, as spreads 
on non-energy issues have also widened. This has resulted in negative 
returns for the majority of US funds in 2015.

T H E  B R O A D E R  P E R S P E C T I V E 

 Source: Mercer Insights 

Table 1:  U.S.  High Yield Bonds Universe –  
1Y return Roll ing Returns Ending October 2015 

Issues rated CCC, which made up a substantial portion of the Third 
Avenue fund, are down more than 20 percent from their peak in June 
2014. The selloff in high yield accelerated in mid-December, losing 5% 
since December 11, 2015 as investors attempted to ascertain where, and 
to what extent does high yield exposure exist. 
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The liquidity issue, while more significant with the Third Avenue fund 
is not new to high yield market participants. There are many ways to 
define and/or measure liquidity in credit markets, and liquidity levels 
appear worse than the pre-crisis period (mostly due to financial reforms 
following the GFC) by virtually every quantifiable measure. This includes 
wider bid-offer spreads, decreasing turnover ratios (high yield trading 
volume as percentage of total market outstanding), and lower bank/
dealer corporate bond inventories. 

While these well-documented changes in market liquidity can exacerbate 
the challenges of managing a high yield mutual fund (especially during 
periods of sustained outflows), most high yield fund managers have 
already changed the way they manage portfolios to address the issue. 
Most managers have reduced CCC-rated exposure over the past year. 
Moreover, managers have increased cash balances and made greater 
use of derivatives (e.g., CDS and CDX) and ETFS.

The particular Third Avenue fund was known for having a higher risk (or 
distressed) profile and is not indicative of the high yield mutual fund 
universe (or Mercer’s A-rated list of strategies). The fund’s holdings 
barely resemble most actively managed high yield funds; according to 
Morgan Stanley, of the top 10 high yield mutual funds, the median holds 
only 7.4% in CCC-rated bonds and 7.2% in non-rated issuers.

Source: Barclays Research
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When discussing high yield and liquidity, it is important not to conflate 
market liquidity with price volatility. In fact, in recent years, the liquidity 
premium in high yield is often negative (less liquid securities trade at 
a premium). This is due to the fact that in a volatile market, the most 
liquid bonds (often those held by large ETFs) are most easily sold and 
also most frequently marked to market. Meanwhile, the prices of more 
risky and less frequently traded bonds stay artificially stable. This 
phenomenon of “artificial stability” is likely to have been a factor in the 
sudden redemption problems surrounding the Third Avenue fund. 

It’s unlikely that a typical diversified high yield fund will have trouble 
meeting redemptions and we believe most high yield investors view this 
incident as an outlier.  However, this news is leading to some technical 
pressure as mutual fund managers need to prepare for redemptions, 
potentially selling holdings at unfavorable prices.  

We have been discussing potential fixed income liquidity issues for some 
time, namely the disappearance of banks as the providers of liquidity due 
to the invocation of the Volcker rule as part of the Dodd-Frank reforms, 
as well as the proliferation of daily liquid vehicles for high yield and bank 
loans since the financial crisis. We suggest the following considerations:

1. Understand the plan’s direct and indirect exposure to potentially 
illiquid sections of the credit market, including high yield bonds, bank 
loans and structured credit to ensure it is in-line with the plan’s 
stated liquidity needs.

2. Consider the liquidity profile of underlying holdings in mutual funds 
and other commingled funds and the liquidity offered to investors to 
ensure they are reasonably aligned. 

In the short term, it is anticipated that retail outflows from high yield 
funds will accelerate. This could potentially trigger a cycle of liquidity 
issues for some funds as they absorb losses from falling commodity 
prices and rising interest rates, which could ultimately lead to continued 
investor redemptions. Investors’ growing concerns are of course 
reflected in credit spreads. The option-adjusted spread on the Barclay’s 
High Yield index surged to 6.9% on December 14 from 6.0% at the start 
of the month and 4.8% at the beginning of 2015.

A S S E S S I N G  Y O U R  E X P O S U R E 
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Considering all factors, exposure to energy related high yield issues 
are of immediate concern, and we continue to recommend using 
active managers for high yield and other riskier credit mandates. The 
potential for credit contagion effects in equity markets should also be 
considered. However, when investing in both high yield and equities, 
clients should consider expected volatility and potential periods of 
illiquidity and be prepared to weather such volatility. A well-diversified 
portfolio should serve as the best defense. Finally, the turbulence in 
the high yield credit markets could create opportunities for long-term, 
patient investors. 

C O N C L U S I O N

T a b l e  4  H i g h  Y i e l d  B o n d  O A S  v e r s u s  O i l  P r i c e s 

Source: Barclays and Bloomberg
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Source: Bloomberg
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I M P O R TA N T  N O T I C E S

References to Mercer shall be construed to include Mercer LLC and/or its associated 
companies.

© 2015 Mercer LLC. All rights reserved.

This contains confidential and proprietary information of Mercer and is intended for the 
exclusive use of the parties to whom it was provided by Mercer. Its content may not be 
modified, sold, or otherwise provided, in whole or in part, to any other person or entity 
without Mercer’s prior written permission.

Mercer does not provide tax or legal advice. You should contact your tax advisor, 
accountant and/or attorney before making any decisions with tax or legal implications. 

The findings, ratings, and/or opinions expressed herein are the intellectual property of 
Mercer and are subject to change without notice. They are not intended to convey any 
guarantees as to the future performance of the investment products, asset classes, or 
capital markets discussed. Past performance does not guarantee future results. Mercer’s 
ratings do not constitute individualized investment advice.

This does not contain investment advice relating to your particular circumstances. No 
investment decision should be made based on this information without first obtaining 
appropriate professional advice and considering your circumstances. Information 
contained herein has been obtained from a range of third-party sources. While the 
information is believed to be reliable, Mercer has not sought to verify it independently. 
As such, Mercer makes no representations or warranties as to the accuracy of the 
information presented and takes no responsibility or liability (including for indirect, 
consequential, or incidental damages) for any error, omission, or inaccuracy in the data 
supplied by any third party.

Investment advisory services provided by Mercer Investment Consulting, Inc. (MIC).  
Investment Management services provided by Mercer Investment Management, Inc. (MIM). 
MIC and MIM are federally registered investment advisers under the Investment Advisers 
Act of 1940, as amended, providing nondiscretionary and discretionary investment advice 
to their clients on an individual basis. Registration as an investment adviser does not 
imply a certain level of skill or training. The oral and written communications of an adviser 
provide you with information about which you determine to hire or retain an adviser. MIC & 
MIM’s Form ADV Part 2A & 2B can be obtained by written request directed to:  Compliance 
Department, Mercer Investments, Inc., 701 Market Street, Suite 1100, St. Louis, MO  63011.

THE FOLLOWING PROVISIONS APPLY TO DATA OR OTHER SERVICES PROVIDED BY THE 
FOLLOWING COMPANIES: Where “End User” appears before the Vendor name, a direct 
end-user license with the Vendor is required to receive some indices. You are responsible 
for ensuring you have in place all such licenses as are required by Vendors.

BARCLAYS:  © Barclays Bank PLC 2015.  This data is provided by Barclays Bank PLC.  
Barclays Bank PLC and its affiliated companies accept no liability for the accuracy, 
timeliness or completeness of such data which is provided “as is.”  All warranties in relation 
to such data are hereby extended to the fullest extent permitted under applicable law.

BLOOMBERG L.P.:  © 2015 Bloomberg L.P.  All rights reserved.  BLOOMBERG, BLOOMBERG 
PROFESSIONAL, BLOOMBERG FINANCIAL MARKETS, BLOOMBERG NEWS, BLOOMBERG 
TRADEMARK, BLOOMBERG BONDTRADER, AND BLOOMBERG TELEVISION are trademarks 
and service marks of Bloomberg L.P. a Delaware Limited Partnership.
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