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When examining asset classes, Domestic High-Yield Corporate Bonds are typically categorized as
one of the more risky of the fixed-income asset classes. This “risk” comes from the increased chance
of default and is compensated for by the typically higher interest rates paid by the issuers of High-
Yield Corporate Bonds. This makes logical sense; higher risk requires higher return to get investors
to invest.

In the course of our research we have discovered something very interesting in regards to bond asset
class volatility; depending on the existing economic conditions, High-Yield Corporate Bonds display
LOWER volatility than Investment-Grade Corporate Bonds. A more risky asset class having a lower
volatility may seem counterintuitive, but it can occur. Please read on.

Fig. 1: S&P 500 Index with NBER Recession Dates
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Overlaying the S&P 500 Index (displayed as the red line in Fig. 1 above) against dates provided by
the National Bureau of Economic Research for economic activity, we can identify three distinct
periods in the past approximately nine years. The period labeled 1 is a period of economic expansion
(and S&P 500 Index appreciation) occurring from November, 2001 until December, 2007. Period 2 is
a period of economic recession (and S&P 500 Index depreciation) occurring from December, 2007
until June, 2009. Lastly, period 3 is again one of economic expansion, occurring from June, 2009 to
March, 2011.
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Let’s look closer at the first economic expansion period, period 1, occurring between November, 2001
and December, 2007, which is displayed below in Fig. 2. During this period, High-Yield Corporate
Bonds - represented by the Merrill Lynch High Yield Master Il Index (MLHY) in green - had lower
volatility than Investment-Grade Corporate Bonds - represented by the DJ Corporate Bond Index
(DJCB) in yellow. The monthly standard deviation (SD) - calculated 4/9/02 to 12/1/07 due to data
constraints — is only 1.03% for the MLHY versus 1.56% for the DJCB. Although you would think the
“riskier” asset would be more volatile, the chart proves otherwise. Why? We believe that during
economic expansion, the default risk associated with High-Yield Corporate Bonds lowers. Think about
t... If the economy is performing well, the chance of bond default is less. As default risk is the
primary driver of High-Yield Corporate Bond prices, as opposed to interest rate direction, when the
economy expands, the risk of High-Yield Corporate Bonds defaulting is reduced and this is reflected
in lower volatility. Also, as the economy improves, there is a tendency for interest rates to increase,
which in turn can have a volatile effect on Investment-Grade Corporate Bonds. Here bond prices go
opposite to interest rate direction.

Fig. 2: S&P 500 Index - DJ Corporate Bond Index - Merrill Lynch High Yld Master Il Index
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When we look closer at the period of economic contraction, identified in Figure 3 below, we see the
exact opposite holds true; the Merrill Lynch High Yield Master Il Index displays greater volatility in
terms of monthly SD than the Dow Jones Corporate Bond Index. These SD’s are 3.04% for the
MLHY versus 2.72% for the DJCB. Again, with default risk being the primary driver of High-Yield
Corporate Bond prices, in a period of economic contraction the risk of default is increased. Greater
risk of default brings greater volatility.

3393 Bargaintown Road, Egg Harbor Twp., NJ 08234 ¢ 1-888-641-7100 ¢ www.hanloninvest.com




HANLON

INVESTMENT MANAGEMENT, INC.

(€

Fig. 3: S&P 500 Index - DJ Corporate Bond Index - Merrill Lynch High Yid Master Il Index

During Economic Recession — Period 2
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The third period identified, the expansion from June 2009 to March 2011 as shown below in Figure 4,
further confirms this behavior. The Merrill Lynch High Yield Master Il Index has a monthly standard

deviation of 1.07% versus the Dow Jones Corporate Bond Index, whose monthly standard deviation
is 1.81%.

Fig. 4: S&P 500 Index - DJ Corporate Bond Index - Merrill Lynch High Yld Master Il Index

During Economic Expansion — Period 3
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What does this mean for portfolio management? From these charts, history is suggesting that during
times of economic growth, High-Yield Corporate Bonds offer potentially higher returns than
Investment-Grade Corporate Bonds, but more importantly with LOWER volatility. If this trend
continues, by incorporating High-Yield Corporate Bonds into a portfolio during periods of economic
growth, not only can you capture potential higher returns, you can reduce overall portfolio volatility.
Counter intuitive? Perhaps, but challenging intuition, amongst very many other things, is the role of a
good portfolio manager.

Following our routine TACTICAL approach to investment management, in early 2009, Hanlon’s
research and indicators identified High-Yield Corporate Bond funds as the best risk-adjusted asset
class. That decision has worked out well. We continue to hold considerable positions in High-Yield
Corporate Bond funds, where available.

Thank you,
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Sean Hanlon, CFP®
Chairman, CEO and Chief Investment Officer

This Market Commentary contains general information that is not suitable for everyone. The information contained herein
should not be construed as personalized investment advice. The S&P 500 index is a large cap blend index comprised of 500
widely held securities considered to be representative of the stock market in general. The S&P 500 index is unmanaged.
Investors cannot directly invest into the S&P 500. The Merrill Lynch US High Yield Master Il Index (MLHY) is a composite
index for high yield U.S. Corporate Bonds. The Dow Jones Corporate Bond Index (DJCB) is an equally weighted basket of
96 recently issued investment-grade corporate bonds with laddered maturities. Past performance is not guarantee of future
results. There is no guarantee that the views and opinions expressed in this newsletter will come to pass. Investing in the
stock and bond markets involves gains and losses and may not be suitable for all investors. Information presented herein is
subject to change without notice. Hanlon has experienced periods of underperformance in the past and may also in the
future. The returns represented herein are total return inclusive of reinvesting all interest and dividends. Hanlon Investment
Management, Inc. (“Hanlon Investment Management”) is an SEC registered investment adviser with its principal place of
business in the State of New Jersey. Hanlon Investment Management and its representatives are in compliance with the
current registration and notice filing requirement imposed upon registered investment advisers by those states in which
Hanlon Investment Management maintains clients. Hanlon Investment Management may only transact business in those
states in which it is notice filed, or qualifies for an exemption or exclusion from notice filing requirements. The Market
Commentary is limited to the dissemination of general information pertaining to its investment advisory services. Any
subsequent, direct communication by Hanlon Investment Management with a prospective client shall be conducted by a
representative that is either registered or qualifies for an exemption or exclusion from registration in the state where the
prospective client resides. For information pertaining to the registration status of Hanlon Investment Management, please
contact Hanlon Investment Management or refer to the Investment Adviser Public Disclosure web site
(www.adviserinfo.sec.gov). For additional information about Hanlon Investment Management, including fees and services,
send for our disclosure statement as set forth on Form ADV from Hanlon Investment Management using the contact
information herein. Please read the disclosure statement carefully before you invest or send money. Not all HIM clients are
in the strategies discussed herein. All charts from Investors Fastrack.
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