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Forget the high yield myths:
rethinking a USD 2.2 trillion market

We think it's time to forget the myths about
high yield fixed income. With a resilient
economic outlook and generally robust
corporate health, the once-niche segment of
financial markets has grown to more than USD
2.2 trillion. High yield is becoming an integral
part of fixed income portfolios, providing a
useful source of return and diversification.

Jan King
ClO Global Senior Product
High Yield Specialist,
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KEY TAKEAWAYS

» High yield bonds can play an important role
in boosting a portfolio’s return potential,
demonstrating an ability to outperform other
fixed income segments over the longer term.
High yield returns tend to have relatively low
correlations with other asset classes, allowing
diversification benefits.

* Arelatively stable economic outlook, strong
fundamentals of companies and a record level
of bond proceeds used to refinance existing debt
are factors that we think bode well for high yield.

* We think allocating to a global, rather than a
regional, high yield strategy could provide more
scope to outperform the broad market and
produce a well-diversified portfolio.
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The thought of investing in sub-investment grade bonds
may seem off-putting to some. However, although high
yield is at the riskier end of the fixed income spectrum,
the reward is higher potential returns than investment
grade bonds and increased portfolio diversification.
And we think the current benign outlook for the global
economy provides a supportive backdrop. In our view,
investing in the asset class globally, rather than on

a regional basis, can help to fine-tune performance,
taking advantage of regional differences and managing
risks in case economic conditions worsen.

Here we challenge four myths around high yield
and explain why the asset class may be worth
considering now.

MYTH 1: REWARDS DON'T JUSTIFY THE RISKS

Reality: High yield could boost a portfolio’s
risk-adjusted return potential

High yield bonds can provide two major benefits in a
balanced portfolio. First, they can increase its return
potential. The asset class has demonstrated its ability to
outperform other segments of the fixed income universe
over the past 15 years (see Exhibit 1).

Second, their ability to diversify a broad asset allocation.
That's because their returns tend to have relatively

low correlations with US Treasuries, one of the biggest
components of the fixed income universe. This means an

allocation to global high yield can improve a portfolio’s
risk-adjusted return potential.

MYTH 2: COMPANIES WITHIN THE HIGH YIELD
UNIVERSE ARE MORE LIKELY TO DEFAULT

Reality: Firms are issuing bonds to refinance
their existing debt, which bodes well for
default rates

Investors who aren’t sure whether to allocate to high
yield often cite the potential for defaults as one of their
biggest concerns about the asset class. But we believe
default rates shouldn’t be a major cause for concern

at present. Indeed, the current environment should be
supportive of high yield. The IMF recently upgraded its
growth forecast for the US economy. A stable economy
with a resilient growth outlook can reduce the risk of
companies getting into financial trouble.

A measure we follow that helps gauge the
creditworthiness of the high yield market is use of
proceeds - in other words, what the money raised by
issuing high yield bonds is to be used for. It can be
used for two main purposes. The first is refinancing,
which extends the maturity wall — the period when a
significant amount of debt is due — and reduces the risk
of a company defaulting. The second is general business
operations, M&A and paying dividends. Refinancing
falling below 50% of total new issuance is a sign that
leverage is increasing in the market and that default

Exhibit 1: Global high yield returns have outperformed other fixed income segments since 2009
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rates could rise. But the proportion of proceeds being
used for refinancing has hit a record high in 2024 (see
Exhibit 2), which bodes well for default rates.

Exhibit 2: The proportion of proceeds being used by high
yield issuers for refinancing has hit a record high in 2024
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It's also worth noting that the interest coverage ratio
(showing how easily a company can pay off its debt)
while dropping as cheap financing is being replaced by
borrowing at higher rates, remains well above 3 (see
Exhibit 3), the level below which analysts typically begin
to become concerned about companies’ ability to pay.

Exhibit 3: High yield’s interest coverage ratio remains
stable
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MYTH 3: HIGH YIELD ISSUERS ARE SMALL
PLAYERS IN NICHE SECTORS

Reality: The high yield universe is increasingly
made up of large companies

The high yield market’s strong growth has provided a
wide range of companies with improved access to the
capital they need to grow. This has been particularly
beneficial for small- and medium-sized enterprises that
do not qualify for investment grade ratings.

But the high yield market has faced competition as a source
of financing from the growth of private debt in recent
years. Small-cap companies and firms in niche sectors like
technology and biotech are among the firms turning to
private debt. As a result, high yield is now financing larger
businesses that are often less niche than in the past.

According to Bank of America, US high yield issuers have
average earnings of around USD 1.2 billion — well above
the average of around USD 500 million since the global
financial crisis. By way of comparison, US investment grade
companies’ earnings average around USD 2.2 billion,
having ranged between USD 1.5-2 billion over the past 20
years. In other words, 20 years ago the average US high
yield company was around 25-30% the size of the average
investment grade company, but today it is over half the size.

This is important because larger companies generally

have more levers to pull if they enter financial distress,
which may be one reason why default rates have been
lower since the global financial crisis.

MYTH 4: INVESTING IN A REGIONAL HIGH YIELD
MARKET CAN BE AN EFFECTIVE STARTING POINT

Reality: Investing in high yield on a global
basis provides more scope to outperform and
produce a diversified portfolio

Many investors in high yield choose to access the asset
class by investing in a US or euro high yield strategy, or
both. But we believe allocating to a global strategy could
provide more benefits.

A regional approach typically invests only in companies
from one region issuing primarily in one currency. The



FORGET THE HIGH YIELD MYTHS: RETHINKING A USD 2.2 TRILLION MARKET

Exhibit 4: No individual high yield market has consistently performed better than others over time
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receives will be impacted by hedging costs. Past performance does not predict future returns.

manager seeks to outperform through sector and security
selection and by adapting the portfolio’s beta. A global
strategy, by contrast, can generate outperformance
from additional sources.

No individual high yield market has consistently posted
better returns than the others over time (see Exhibit 4).
A global high yield manager can continuously adapt
their portfolio’s regional allocation based on changes in
the prevailing backdrop to maximise its return potential.
This is very different from adopting a static allocation to
regional buckets.

What's more, they can exploit regional growth
differences by, for example, allocating to cyclical sectors
in regions whose economies are growing most strongly
and to defensive sectors in regions whose economies
are struggling. Current regional economic divergence
affords the opportunity to put such an approach into
practice. Growth in the US is set to outperform most
other parts of the developed in 2024 and 2025, while
growth in Europe and Japan will be more sluggish.

We acknowledge that spreads between high yield
bonds and US Treasuries are tight on a global basis,
reflecting investor belief that the outlook for companies
is positive. In our view, the spread remains attractive in
the context of still solid economic growth in the US and
a robust outlook for companies. But we think caution is
warranted in case the outlook worsens.

A global manager can help to navigate a shifting
landscape, capitalising on spread, currency and interest
rate differences between regions. For example, the
current environment may require shifting greater
allocation to benefit from wider spreads in European
high yield and higher credit quality in comparison to the
US market.

From a bottom-up perspective, a global strategy will
have a significantly broader range of issues to invest in
within each sector, and there will also be opportunities
in different currencies. The approach offers potential
for diversification — a fundamental pillar of any
investment portfolio.

Discover more fixed income insights
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The document is for use by qualified Institutional Investors (or Professional/Sophisticated/Qualified Investors as such term may apply in local
jurisdictions).

This document or information contained or incorporated in this document have been prepared for informational purposes only without regard to the
investment objectives, financial situation, or means of any particular person or entity. The details are not to be construed as a recommendation or an
offer or invitation to trade any securities or collective investment schemes nor should any details form the basis of, or be relied upon in connection with,
any contract or commitment on the part of any person to proceed with any transaction.

Any form of publication, duplication, extraction, transmission and passing on of the contents of this document is impermissible and unauthorised. No
account has been taken of any person’s investment objectives, financial situation or particular needs when preparing this content of this document. The
content of this document does not constitute an offer to buy or sell, or a solicitation or incitement of offer to buy or sell, any particular security, strategy,
investment product or services nor does this constitute investment advice or recommendation.

The views and opinions expressed in this document or information contained or incorporated in this document, which are subject to change without
notice, are those of Allianz Global Investors at the time of publication. While we believe that the information is correct at the date of this material, no
warranty of representation is given to this effect and no responsibility can be accepted by us to any intermediaries or end users for any action taken on
the basis of this information. Some of the information contained herein including any expression of opinion or forecast has been obtained from or is
based on sources believed by us to be reliable as at the date it is made, but is not guaranteed and we do not warrant nor do we accept liability as to
adequacy, accuracy, reliability or completeness of such information. The information is given on the understanding that any person who acts upon it or
otherwise changes his or her position in reliance thereon does so entirely at his or her own risk without liability on our part. There is no guarantee that
any investment strategies and processes discussed herein will be effective under all market conditions and investors should evaluate their ability to
invest for a long-term based on their individual risk profile especially during periods of downturn in the market.

Investment involves risks, in particular, risks associated with investment in emerging and less developed markets. Any past performance, prediction,
projection or forecast is not indicative of future performance. Investors should not make any assumptions on the future on the basis of performance
information in this document. The value of an investment and the income from it can fall as well as rise as a result of market and currency fluctuations
and you may not get back the amount originally invested.

Investing in fixed income instruments (if applicable) may expose investors to various risks, including but not limited to creditworthiness, interest rate,
liquidity and restricted flexibility risks. Changes to the economic environment and market conditions may affect these risks, resulting in an adverse effect
to the value of the investment. During periods of rising nominal interest rates, the values of fixed income instruments (including short positions with
respect to fixed income instruments) are generally expected to decline. Conversely, during periods of declining interest rates, the values are generally
expected to rise. Liquidity risk may possibly delay or prevent account withdrawals or redemptions.
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