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IGH yield bonds have 
had a volatile year. 
Riding with the highs 
and lows of equity 
and commodity pric-
es, they have had an 

equally mediocre return performance thus 
far. But this weakness may also be an op-
portunity. Credit spreads are high and high 
yield is rewarding investors with a hand-
some coupon income. The asset class ap-
pears to be an attractive value proposition, 
given that disappointing news about eco-
nomic growth has already been priced in. 
While private wealth investors can certainly 
take a closer look at this asset class, they 
should also approach it with care.

A High Yield (HY) bond is by definition 
speculative. By way of illustration, being 
mostly corporate bonds, close to 50 per 
cent of the asset class’ total face value is BB 
rated, followed by some 30 per cent with a 
B rating. Ratings can be as low as D, which 
stands for (selective) default. This very low 
end of the rating scale is also referred to as 
junk bonds. The higher probability of de-
fault is compensated for by a high credit risk 
premium, averaging some 575 basis points 
over US dollar (USD) Treasuries over the 
past two decades. 

The market has its origins in the US, 
where financial conditions in the 1970s 
set the stage for rapid growth in high yield 
bonds. Today, Global HY is a US$2 trillion-
plus market. The market is still dominated 
by the US, but is increasingly going global. 
This year, about 25 per cent of new issuance 
is from European entities and 10 per cent 
from Emerging Markets (EM), of which 4 

per cent is from Asia-Pacific. 
The HY market has at times been domi-

nated by specific sectors, such as the tele-
com and media sector for most of the 1990s. 
Nowadays, new issuance is more diverse 
and stretches across sectors including con-
sumer services and durables, utilities, the 
automotive sector and transportation, the 
financial sector and many more. 

High yield is, with the exception of con-
vertible bonds, the closest thing to equities 
in fixed income land. The correlation of 
USD HY returns with 10-year US Treasur-
ies is negative, and at -20 per cent, fairly low 
compared to the size of the correlation with 
US Equities at 50 per cent. The correlation 
with commodities is 25 per cent, because 
15 per cent of bonds in the USD HY index 
are from energy companies. 

It is precisely because of their equity 
and commodity-related feature that HY 
has had a very up-and-down performance. 
The asset class performed strongly in the 
first half of this year. However, when doubts 
emerged on China’s and subsequently 
global economic growth, magnified by 
some bad company-specific surprises in 
the automotive sector in Germany, the per-
formance of HY sank. 

Value proposition
With most of the disappointing news on 
economic growth now reflected in the 
price, HY may seem to be an attractive 
value proposition for some investors. HY 
credits spreads are the highest they have 
been in 2.5 years. With a global yield of 
approximately 7.85 per cent for 4¼ years 
duration, it is about 6.2 percentage points 

more than USD Treasuries, 1.6 percentage 
points more than that for the (JP Morgan) 
Emerging Market index and 4.85 percent-
age points more than the (Merrill Lynch) 
index for USD investment grade corporates 
(according to Bloomberg). 

At this current yield, HY may give inves-
tors a very nice coupon income. The yield 
is a promised and not a guaranteed return, 
but empirically the relation between yield 
and return is quite close. This return will not 
be realised if yields rise, but this is only the 
case if yields rise sharply. 

In ABN Amro’s  expectation, the pace of 
rate hikes will be slow after the first US Fed-
eral Reserve (Fed) rate increase. A first rate 
hike in December is already priced in by the 
market and we believe the subsequent hike 
will only be in June next year. Such a gradual 
and managed normalisation by the Fed is 
not necessarily negative for HY returns.

Quite the contrary, out of the last seven 
Fed rate hike cycles, including the taper 
tantrum episode in 2013, HY returns were 
positive in all but one. This took place in 
1994 when USD rates rose by more than 2 
per cent. We expect USD rates not to rise 
this quickly in the near term. 

The current environment, which in-
cludes more monetary stimulus from the 
European Central Bank and the People’s 
Bank of China, and the prospect of higher 
economic growth present the ideal climate 
for HY bonds to perform. Fears in financial 
markets of a recession in the US and a hard 
economic landing in China are in our view 
overdone. While we recognise the weak 
spots in the global economy, we still expect 
it to grow by 3.5 per cent next year. Besides 

supporting fundamental earnings growth, 
it also sustains low default rates, which at 
2.6 per cent in September is significantly 
below the long-term average of 4.5 per cent 
in the US. 

The value in HY is especially there for 
Asian corporates. When compared to the 
US and Europe, Asian credit stands out with 
higher yield, wider spreads, lower duration, 
while default rates are only marginally high-
er. Apart from our more positive economic 
outlook for Asia as a whole, we also see that 
the large infrastructure investment by Chi-
na and accommodative monetary policy 
will support the region in the coming years. 

Demand for Asian bonds should be 
well supported by international EM inves-
tors on regional rotation following several 
downgrades recently in Brazil and Russia. 
Apart from China, we are also positive on 
Indian corporates to the extent that these 
bonds are strongly supported by their local 
investors. 

Risks and returns
The current value proposition validates an 
overweight stance in HY, or appears to be 
a great entry point for those investors who 
are not yet involved. But HY bonds are not 
for the fainthearted or risk averse. Volatil-
ity is high and if economic growth does not 
play out according to (our) base scenario, 
then HY bonds will be very exposed. 

On top of economic risks, HY has in-
creasingly become subject to liquidity risks. 
Since the Global Financial Crisis, trading 
volumes have dropped, to a mere 0.5 per 
cent of the total size of the HY market. Ex-
change Traded Funds (ETFs) have grown to 
represent approximately 11 per cent of the 
USD HY fund universe. The two forces com-
bined have resulted in a pooling of liquidity 
in the largest bonds, a rise in transaction 
costs and its dispersion, and a market that 
dislocates more easily from its underlying 
asset value.

Knowing this, investors are well advised 
to approach the HY market with care. Gen-
erally, ABN Amro suggests a careful credit 
selection to navigate investments. The first 
consideration is to select good quality cor-
porate debt offerings that are supporting 
healthy business models, followed by good 
liquidity selection. Besides keeping flex-
ibility high in the investment portfolio, re-
search by Barclays has found that the most 
liquid bonds have the highest sensitivity to 
market fluctuations. 

Lastly, we suggest that private wealth 
investors build a diversified portfolio that 
can withstand the perils of the long run. HY 
bonds appear to offer an attractive value 
proposition but should be handled with 
care.      ■     W

Mary Pieterse-Bloem is Global Head of Fixed 
Income, ABN Amro Private Banking

H

fixed income  |  

Handle with care
High  yield  bonds  are  an  attractive  value  proposition,  

but  not  for  the  fainthearted 
By Mary Pieterse-Bloem


