





spreads. These patterns seem to suggest that before
the attacks, the run-up in junk bond spreads was
driven by concerns about rising credit risk. However,
following the attacks, the spread skyrocketed almost
200 basis points to 968 basis points, just 46 basis

points shy of the peak recorded during the 1990-1991
recession. While there is no question that a large
part of the rise in junk bond yields reflects investors’
reassessment of credit risk, the comovement in bond
yield spreads, shown in Figure 2, shot up to a level
not seen before. Both the rate of the increase and
the level of comovement in yield spreads after
September 11 indicate that some of the sizable

jump in yield spreads may be attributable to the
limited liquidity in the junk bond market.

Of the four sectors examined earlier, between January
2000 and August 2001, junk bond spreads in the
energy sector had risen only 21% (or 100 basis
points) while spreads in the health care sector had
actually declined 15% (or 56 basis points). This
reflects the positive developments in these two sec-
tors, as evidenced by the 48% one-year return on
energy stocks and the 70.5% return on the health
care stocks of the junk bond borrowers. During that
time, junk bond investors clearly were discriminat-
ing between good and poor performers as judged
by the stock market. The junk bond spread rose
225% (1129 basis points) in the telecom sector and
116% (553 basis points) in the technology sector.
The one-year stock returns of the junk bond borrow-
ers in the telecom sector and the technology sector
were —57.4% and —72.5%, respectively. This further
suggests that the increase in junk bond yields before
the attacks was driven by credit concerns about
specific companies, most notably telecom firms
and technology companies.

After the terrorist attacks, the widening of risk spreads
on junk bonds was evident in most sectors, but espe-
cially among firms in the air travel and tourism indus-
tries. Figure 3 shows changes in risk spreads based
on Merrill Lynch’s index for firms in 16 sectors with
junk bonds outstanding, from September 10 to Oc-
tober 10, 2001. While investors are reassessing the
credit risk of different borrowers in different sectors as
a result of the attacks, the fact that all sectors among
junk bond issuers show some increase in risk spreads
suggests that a deterioration of liquidity in the junk
bond market may have exacerbated borrowing costs.

Conclusion
Junk bonds provide financial market signals about
current and future economic activity because their

Figure 3
Changes in junk bond yield spreads by industry
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yields reflect the market’s assessment of the credit
prospects of the borrowing firms, whose marginal
credit quality is highly sensitive to changing eco-

nomic conditions. However, in addition to credit

concerns, junk bond yields also are driven by sys-
temic factors, among which the level of liquidity

in the bond market is perhaps the most important.
In interpreting junk bond vyields, it is necessary to
separate the systemic factors from the idiosyncratic
factors. Before September 11, the run-up in junk
bond yields in 2001 seems to have reflected specific
credit concerns about the borrowing firms, as firms
whose stocks were performing well generally did not
see their junk bond yields go up, and the comove-
ment in bond yields was not that high. After Sep-
tember 11, the sharp rise in junk bond yields clearly
reflects the heightened credit risk of the borrowers.
At the same time, the comovement in bond yields
spiked up to a level not seen before, suggesting that
deteriorating liquidity in the junk bond market may
have pushed borrowing costs up further.

Simon Kwan
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