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Figure 1. Over a one-year horizon we don’t see 
many times when HY returns are negative; 
when we do it’s usually due to fundamentals   

 Figure 2. But negative returns over a 3-month 
horizon are commonplace in HY, and are 
driven by both fundamentals and “random” 
factors  
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I WANT TO SHORT! 
 But it won’t work unless…  
 

 Overview: There may be a number of reasons not to like the market at current 
levels, but the problem is that most of these reasons are non-fundamental and very 
open-ended in nature. In this article we examine whether strategic or tactical shorts 
are effective given this backdrop.   

 A Non-fundamental Catalyst Isn’t Enough: Open-ended factors such as the end 
of QE or a rate rise are potential widening catalysts, but history suggests that it 
takes more than an exogenous, non-fundamental catalyst for a strategic short to be 
in the money. Negative fundamentals are also needed.   

 Think Tactically: Conversely, tactical shorts can work with only a negative catalyst; 
a weak fundamental backdrop doesn’t hurt, but is not necessarily needed.   

 Trade Idea: Ideally, a tactical short should offer an asymmetric payoff profile, be 
affordable, and have a near-term catalyst. We highlight a CDX.HY / Xover package 
in this regard.   
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I WANT TO SHORT!  
But it won’t work unless… 
Over the past few weeks we visited a wide range of market participants — traders, 
PMs, CIOs, risk managers, you name it — across the credit, equity, and rates 
markets. The theme that resounded most at these meetings was how no one 
appears to like their market. Most credit PMs seem to be angrily overweight, by the 
way. 

The reason for investors’ angst, of course, is because rates have nowhere to go but 
higher. Credit spreads cannot possibly go tighter. Equity valuations are full and 
obviously very vulnerable to all the exogenous problems out there…the list goes on.  

 

Don’t be angry, be tactical 

But the most striking takeaway was that virtually every rationale that we heard for 
disliking the market was completely open-ended and non-fundamental in nature. 
Yields are too low and they will rise for some reason eventually. Spreads are tight 
and will widen at some point. China will weigh on U.S. growth prospects and 
spreads someday. 

Obviously these worries are very different than something fundamental, such as 
concern about a recession and/or higher default rates, or near-term non-
fundamental catalysts, such as soft Q2 earnings, no QE announcement at an 
upcoming ECB meeting, or a disappointing June payroll report.  

In this article we examine how an angry investor might express some bearishness 
given this backdrop. We first consider strategic shorts, and by strategic we mean a 
one-year horizon, so essentially a portfolio shift. We then examine tactical shorts, 
and by tactical we mean a one-month, overlay-type of position. We consider this 
question from the perspective of a high-yield total return investor.  

 

Figure 3. Since ’90  we have seen a negative HY return generated without weak fundamentals 
only once 

 
Source: Citi Research 
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Essentially, we look at what conditions need to be in place for strategic and tactical 
shorts to work. We find three important points: 

1. It takes more than a non-fundamental catalyst: In the context of a 
strategic short, history suggests that negative exogenous catalysts 
don’t produce negative total returns, negative exogenous catalysts 
combined with negative fundamentals do.  

2. This time really isn’t different: The cost of shorting isn’t very high at 
this stage, but that said if problems don’t emerge fairly quickly the 
chance of a successful strategic short is modest.  

3. Think tactically: It’s not that one shouldn’t short the market, but when 
the fundamental backdrop isn’t weak, tactical rather than strategic 
positioning tends to be more effective.   

 

1. It takes more than a crisis 
Without weak fundamental only a 4% chance of success  

This may be a bit of an overstatement, but over the past 24 years high-yield total 
returns have averaged approximately 10%; positive returns were earned in 18 
years, while negative results were generated 6 times (Figure 3, previous page). 
Since 1990 there have been 3 recessions and approximately 20 negative shocks 
the market has had to deal with. What’s associated with what?  

In Figure 4 (next page) we summarize, and we see that in 5 of the 6 years during 
which negative returns were generated there were both fundamental problems 
(which we define as recession + default rates trending higher) and meaningful 
negative exogenous factors (e.g., S&L crisis).   

Conversely, when negative exogenous factors occurred without a weak 
fundamental backdrop setbacks have tended to be short-lived. For example, high-
yield generated positive returns during the year of: 

• The Asian financial crisis: +14.9% in ’97  

• Long-Term Capital & Russian default: +2.8 in ’98  

• Auto downgrades / correlation crisis: +3.8% in ’05  

• BP oil spill & Goldman investigation: +15.6% in ’10  

• Sovereign debt crisis: +6.2% in ’11  

• Taper tantrum: +6.6% in ’13 

In fact, there was only one period when a negative return occurred absent 
fundamental weakness (-1.9% in ’94). The catalyst in ’94 was a very unexpected 
rate hike by the Fed and a corresponding the Treasury market sell-off — the yield 
on the 10-year rose approximately 250 bp that year.  

This may be a bit overly simplistic, but there you have it. History suggests that if 
you don’t expect a recession and a meaningful pickup in defaults you’ve got a 
1 in 24 chance – or 4% – of success if you underweight the broad market 
because Treasury yields may rise, China may slow down, etc.  
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Figure 4. Since ’90 only once has the high-yield market generated a negative total return when fundamental challenges were not in place 

    
 Year Total Return Fundamental Backdrop Exogenous Events 

1 1990 -1.6% • Recession 
• Default rate trending higher 

• Gulf War 
• S&L crisis 

2 1991 40.3%   

3 1992 17.3%   

4 1993 17.1%   

5 1994 -1.9%  • 10Y Treasury yields rise almost 2.5% 
• Peso crisis 

6 1995 19.7%   

7 1996 10.5%   

8 1997 14.9%  • Asia financial crisis  

9 1998 2.8%  • Russia defaults 
• Long-Term Capital bailout 

10 1999 -0.6% • Heading into recession 
• Default rate trending higher 

• 10Y Treasury yields rise 1.7%+ 
• Dot com bubble at its fullest 

11 2000 1.5%   

12 2001 -0.8% • Recession 
• Default rate trending higher 

• Dot com bubble burst 
• Argentina defaults 

13 2002 1.7%   

14 2003 28.1%   

15 2004 8.8%   

16 2005 3.8%  • Auto downgrade / correlation crisis 

17 2006 11.2%   

18 2007 -0.4% • Recession • Housing market crash 

19 2008 -20.9% • Recession 
• Default rate trending higher 

• Financial crisis 

20 2009 48.9%   

21 2010 15.6%  • BP oil spill in Gulf of Mexico 
• GS investigation 

22 2011 6.2%  • Sovereign debt crisis 

23 2012 13.4%   

24 2013 6.6%  • Fed tapering 
• 10Y Treasury rates rise 1.4% 

 

Source: Citi Research 
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Side Note: But this time is different, right? 
One could argue that history is not a particularly useful guide at this point because 
yields are at all-time lows and it doesn’t really cost all that much to sit on a long-
term short position (Figure 6). True, but this is only valid up to a point. For example, 
in Figure 5 we present annualized total returns for the high-yield market given 
various rising yield scenarios over several different holding periods.  

We see that even at current yield levels it takes a fairly quick and sharp rise to result 
in negative returns. Over a 6-month holding period, for instance, returns are positive 
until the yield rise is 100 bp (albeit our scenarios are in 25 bp increments). But if this 
same rise in yields occurred after 12 months rather than 6, the return would be 
positive (+2.5%).  

 

Figure 5. How much and how fast do yields have to rise before we start to see negative total 
return in high-yield? 

  Yield Rise in the High-Yield Market 
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3 6.0 2.1 -1.8 -5.8 -9.7 -17.4 -24.9 

6 5.8 4.0 2.2 0.4 -1.4 -5.2 -9.0 

9 5.7 4.6 3.5 2.3 1.3 -1.0 -3.5 

12 5.5 4.8 4.0 3.2 2.5 1.0 -0.7 

18 5.2 4.8 4.4 4.0 3.6 2.7 1.9 

24 4.8 4.7 4.4 4.2 4.0 3.5 2.9 
 

Source: Citi Research, Bloomberg, YieldBook 
Note: We assume parallel and gradual shift in Treasury curve, unchanged spread levels, and zero default rates 

 

So the next question is how often do sharp jumps in yields occur quickly, say within 
six months? In Figure 7 we present the running six-month yield changes over the 
last decade, and we see that jumps of 100 bp are not all that common, particularly 
when the fundamental backdrop is not weak. In fact, even in ’13 when we had the 
taper tantrum HY yields did not rise by 100 bp over a six-month period.  

 

Figure 6. Currently the yield in HY is at multi-
year low 

 Figure 7. Six-month change in yields in the 
high-yield market since ’04   

 

 

 
Source: Citi Research 
Note: As of May 1, 2014 
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2. Think tactically 
This is not to say that one shouldn’t short, just that because the right trends aren’t in 
place (i.e., recessionary backdrop and rising defaults) it is probably more effective 
to express bearish views via tactical positioning. The reason is that shorter-term 
price action tends to be dictated by a much, much wider array of factors, and 
negative fundamentals are only one of these many factors.  

In fact, Figure 8 shows that positive and negative 1-month yield changes since ’90 
are not quite a coin flip, but nonetheless quite balanced. Also noteworthy is that one 
month changes tend to be fairly large (Figure 9). 

So what this means is that in an investment context tactical shorts can generate 
meaningful returns. Consider the negative catalysts (that occurred without negative 
fundamentals) introduced earlier. But this time we consider returns assuming that a 
short position was established two weeks after the market started selling off in 
response to the catalyst and was unwound four weeks later.  

The results show that tactical shorts would have been pretty effective (note that we 
show annualized total returns): 

• Auto downgrades / correlation crisis: -21.7% in ’05  

• BP oil spill & Goldman investigation: -43.0% in ’10   

• Sovereign debt crisis: -19.3% in ’11  

• Taper tantrum: -26.1% in ’13 

 

Figure 8. How often do yields rise or decline 
over a one-month period?  

 Figure 9. Yield changes over a one-month 
horizon can be quite large 

 

 

 
Source: Citi Research 
Note: Based on  monthly changes since Jan ’90  

 Source: Citi Research 
Note: Based on  monthly changes since Jan ’90 

 
 
 
 

 

 

 

Positive 
Change 
(41%) Negative 

Change 
(59%)

-50 bp

-40 bp

-30 bp

-20 bp

-10 bp

0 bp0 bp

10 bp

20 bp

30 bp

40 bp

50 bp

Average 1M Yield
Rise (LHS)

Average 1M Yield
Decline (RHS)



I WANT TO SHORT! 
29 May 2014 Citi Research 

 
 

 7 

3. Trade idea 
So what type of tactical trades can be found in the current benign, low vol 
environment? Ideally, we would like a tactical short to have three characteristics: (1) 
asymmetric profile, (2) affordability, and (3) a near-term catalyst.  
 
For example, a number of investors believe that the ECB will announce some form 
of QE in the period ahead, and others have questioned how vulnerable European 
credit may be given the pickup in rates volatility in the periphery. Consider a simple 
CDX.HY / Xover package in the context of these three points (Figure 10).  
 

1. Asymmetry: In Figure 11 we present the spread performance of CDX.HY / 
Xover, and we see that Xover has outperformed dramatically in recent 
trading. If QE is announced or if rates volatility does ebb Xover may not 
have all that much room to outperform further, but we could envision 
dramatic compression in response to a negative catalyst   
 

2. Affordability: Spread pick at current levels is +59 bp, and the bid / ask for 
both indexes is in the 2 bp zip code  
 

3. Catalyst: As noted above, rate volatility is ongoing (Figure 12) and the 
ECB has a meeting on June 5th  
 
 

 
 
 

Figure 11. iTraxx Xover has outperformed the 
CDX.HY index  in recent trading 

 Figure 12. MTD yield changes of select 10Y 
government bonds  

 

 

 
Source: Citi Research 
Note: As of May 27, 2014 

 Source: Citi Research 
Note: As of May 21, 2014 
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Figure 10. Trade recommendation 

 Asset Spread 

Long CDX.HY 318 bp 

Short iTraxx Xover 259 bp 

Spread Pickup  +59 bp 
 

Source: Citi Research 
Note: As of May 27, 2014 
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Citigroup Global Markets Limited, which is authorised by the Prudential Regulation Authority (“PRA”) and regulated by the Financial Conduct Authority 
(“FCA”) and the PRA.  This material may relate to investments or services of a person outside of the UK or to other matters which are not authorised by the 
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Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB.  The Product is made available in United States by Citigroup Global Markets Inc, which 
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the contrary, within EU Member States, the Product is made available by Citigroup Global Markets Limited, which is authorised by the PRA and regulated by 
the FCA and the PRA.  
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Product is intended solely for the recipient and may not be further distributed by the recipient to any third party. Where included in this report, MSCI sourced 
information is the exclusive property of Morgan Stanley Capital International Inc. (MSCI). Without prior written permission of MSCI, this information and any 
other MSCI intellectual property may not be reproduced, redisseminated or used to create any financial products, including any indices. This information is 
provided on an "as is" basis. The user assumes the entire risk of any use made of this information. MSCI, its affiliates and any third party involved in, or 
related to, computing or compiling the information hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness 
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