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A review  of 2006 and outlook  for  2007
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High yield closed 2006 on an extremely bullish note

!  2006 was a tremendous year in high yield

! New issuances broke records at $179 billion, $40 billion in Europe 1

! Monster global financings for NXP, HCA and Freescale have shattered previous records for size and
redefined market depth

! Market returned 11.4% in 2006, outperforming the 10 year Treasury (1.4%), investment-grade
corporate bonds (4.3%), and emerging-market bonds (9.9%)

! Demand continued to exceed supply, allowing more aggressive deals (higher leverage, looser
covenants) to get done while simultaneously driving yields down

! Despite record breaking new issuance in 2006, the market continued to tighten, beginning 2007 near
record Òt ightsÓ

! Minimal volatility, accommodating Treasuries and favorable supply/demand trends continue

! Default rates remain near all-time lows

! Limited near-term market risks will likely keep the market in a buoyant mood through 2007

1 Includes all f ixed and f loat ing bond issuance in Eur opean denominated cur r encies and all PIK issuance (including loans)
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European high yield market evolution

1 Includes all f ixed and f loat ing bond issuance in Eur opean denominated cur r encies and all PIK issuance (including loans)
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($ billions)

Despite record new issuance volume, demand continued to exceed
supply in the global HY market

! Since 2003, demand has exceeded supply by over $83bn

! Analysis understates actual excess demand when non reporting investors are accounted for
Ñ Hedge funds, insurance companies, pension funds and money managers
Ñ Distressed debt funds starving for paper
Ñ Crossover high grade investors playing BB-rated HY credits

! Cash balances remain extremely high, contributing further to the supply/demand imbalance while
simultaneously supporting secondary valuations

! Accounts currently hold between 5-7% of assets in cash versus 2-3% context historically

! Credit hedge fund leverage relatively low (1-2x vs. 4-5x)

! Average duration of portfolios is also shorter as more accounts have significant positions in short
call FRNs and yield to call paper
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Default rates remain low

Default rates and distressed debt levels
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HY default rate

Distressed debt

Source: JPMorgan HY Research
Note: Distressed debt def ined as HY trading prices below 50% of Par

! Strong corporate earnings / GDP growth as well as more robust capital structures (maintenance
covenants, less amortizing debt, etc) have helped contribute to record low default rates

! High yield defaults at the end of 2006 declined to 0.84% and are projected to remain significantly
below long term average of 4.5%

! Just 17 defaults in 2006, a 25 year low

4E!
U
!R

!O
!P

!E
!A

!N
! 

!H
!I!

G
!H

! 
!Y

!I!
E!

L!
D
!:

! 
!S

!T
!A

!T
!E

! 
!O

!F
! 

!T
!H

!E
! 

!M
!A

!R
!K

!E
!T

! 
!2

!0
!0

!7
! 



2!0!0!6! !H!Y! !R!E!V!I!E!W

0%

2%

4%

6%

8%

10%

12%

14%

16%

18%

20%

Dec-96 Jun-98 Nov-99 Apr-01 Sep-02 Feb-04 Jul-05 Dec-06

0bps

200bps

400bps

600bps

800bps

1000bps

1200bps

1400bps

1600bps

1800bps

2000bps
JPMorgan High Yield Index YTW JPMorgan High Yield Index STW

JPMorgan High Yield Index

Global yields and spreads near all-time lows

! The JPMorgan HY Index traded to a YTW of 7.91% - 205 bps inside of its long-term average of 9.96%

! The JPMorgan HY Index traded to a STW of 317bps, which is 217 bps inside of its long-term average of
534 bps

JPM HY Index Avg. YTW = 9.96%

JPM HY Index Avg. STW = 534 bps
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Increased transaction diversity highlights market strength

Rat ings
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Market strength has also driven structural innovation

Key  struc tural innovations
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! Nor dic Telephone Company

! TIM Hellas

Sample t r ansact ions Pr icing

! 3mE+575bp

! 3mE+550bp

! 3mE+600bp

! Genuine compet i t or  t o Mezz financing

! Max imises pr epayment  flex ibi li t y (shor t  call)

! Low  r at e envi r onment  allow s low  coupon

! Benefi t  in declining r at e envi r onment
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! HCA

! Fr eescale

! Moment ive

! 9.625%

! 9.125%

! 10.125%

! So far  used in new  jumbo LBO financings

! Allow   issuer  Òopt ionÓ t o pay int er est  for  a
coupon per iod at  a 50-75bps pr emium t o t he cash
coupon

! Typically par i  passu w i t h a t r adi t ional issue

! Base coupon nor mally 25-50bps w ide of
Òt r adi t ionalÓ par i  passu issue
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! Impr ess

! NXP

! 3mE+287.5bp

! 3mE+312.5bp

! 3mE+275bp

! Alt er nat ive t o bank debt

! Migr at ion up t he capi t al st r uct ur e

! Low er  volat i li t y invest ment

! Pr ovides covenant  flex ibi li t y t o issuer
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! Tim Hellas

! Vendex

! Wind

! Br akes

! 3mE+800bp

! 3mE+800bp

! 3mE+750bp

! 3mL+775bps

! Sponsor  fr iendly r ecap

! Pr ovides Òbr idgeÓ t o liquidi t y event

! High spr ead pr ovides good Òcar r y oppor t uni t yÓ
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2007 high yield outlook

! We believe the high yield market in 2007 will look much like 2006, with the supply / demand
imbalance continuing to drive the market

! Strong fundamentals and technicals, including neutral monetary policy, positive macro economic
conditions, low volatility and low default risk should continue to anchor yields and spreads

! Stable interest rates and a projected 2.0% default rate will likely lead to continued risk appetite and
robust demand for high yield paper

! Primary volumes should be stable but will struggle to keep up with demand

! Corporate transactions driven by acquisition or corporate actions (e.g. Corus, Petroplus)

! Monster global acquisition / LBO financings (e.g. Freeport/Phelps Dodge, Readers Õ Digest, Clear
Channel)

! European LBO volume likely to continue to go towards the Mezzanine market

! Continued convergence between bond and loan markets as sponsors seek to make use of liquidity to
drive more aggressive structures, covenants, terms and pricing

! Increased leverage

! Incurrence based ÒbankÓ deals

! Opportunistic refinancings using more aggressive senior leverage levels and PIK structures (e.g.
Numericable and Phadia)

9E!
U
!R

!O
!P

!E
!A

!N
! 

!H
!I!

G
!H

! 
!Y

!I!
E!

L!
D
!:

! 
!S

!T
!A

!T
!E

! 
!O

!F
! 

!T
!H

!E
! 

!M
!A

!R
!K

!E
!T

! 
!2

!0
!0

!7
! 


