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European high yield bonds are
rapidly evolving from a niche asset
class into a strategic investment.

In this Q&A, Pictet Asset Management’s
Roman Gaiser explains why.
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Investors looking forincome have
fewer options than they used

to. To what extent could European
high yield bonds reliably fulfil
that need?

Investors are facing an unprecedented-
ly challenging investment landscape.
Income-generating securities are scarce
as nearly EURS5 trillion of European
fixed income assets are yielding below
zero. So those requiring a decent yield
will no doubt find themselves having

to take more risk than they have been
used to. Yet while the risk-yield trade-
offis a complex decision, the unfolding
dynamicsin Europe’s high yield bond
market suggest the asset class should
be considered a reliable source of in-
come.

For one thing, high yield investors can
count on benign financial conditions
remaining in place for quite some time.
While the US Federal Reserve will
probably raise interest rates again this
year, the European Central Bank has
pledged to expand its monetary stimu-
lus if necessary. The ECB has started
buying corporate bonds under its Cor-
porate Sector Purchase Programme,
which is expected to run at least until
March 2017.

Although the programme is mostly
geared towards investment grade cred-
it, the benefit for the high yield part of
the market should not be underestimat-
ed, not least because around 3.5 per
cent of the benchmark BofA Merrill
Lynch EUR High Yield index is eligible
for ECB purchases.

Under the programme, the ECB is al-
lowed to buy corporate debt based

on the highest available rating provided
by four eligible credit rating agencies,
not the average rating.

What’s more, the central bank is not
required to sellin case a bond is down-
graded to highyield.

Inthe UK, the Bank of England an-
nounced an easing package in August,
including corporate bond buying for the
first time — an encouraging event which
should underpin the UK high yield mar-
ket as well.

All thisis taking place at a time when
Europe’s economic environment —
characterised by moderate growth and
falling unemployment — should provide
adecent backdrop for the asset class.
(FIG.1).

You say benign monetary policies
should support highyield bonds.
What other factors do you see rein-
forcing the high yield bonds’ ability
to generate income?

One observation to make is that non-in-
vestment grade companiesin Europe
are in good financial shape. The interest
coverage ratio! — which shows how eas-
ily acompany can pay interest on its
debt —inthe EMU area stands at 3.5,
compared with the 20-year average of
around 3.

In addition, European high yield firms
do not need to refinance heavily after a
busy 2015, in contrast to the invest-
ment grade market which is experienc-
ing heavy issuance activity.

European corporationsissued EUR25
billion of high yield paper on a gross ba-
sis so far this year, half that of the same
periodin 2015 and the lowest amount
since 2008.

1 Ratio of Earnings Be-
fore Interest, Tax to
Debt Servicing Costs.
Source: Pictet
Asset Management
Strategy Unit

These positive trends, coupled with
easy monetary conditions, suggest de-
fault rates among high yield issuers
should remain low.

With the default rate implied by market
prices at more than twice Moody’s
central expectation of just 2.8 per cent,
European highyield investors are well
compensated for default risk, and, in-
deed, better compensated than inves-
torsinthe US high yield market (FIG.2).

What are the structural trends
boosting the high yield bond
markets credentials as a strategic
asset class?

Put simply, size, diversity and liquidity.
The European high yield market has
grown more than four-fold since end-
2007 to EUR310 billion as of end-June
as anincreasing number of companies
in Europe make the switch from bank
to bond financing. And as the market
has grown, its credit profile and liquidi-
ty has improved.

Indeed, a key structural difference
between the European and the US
high yield bond markets is the quality
of bond issuers.

The proportion of issuers in the bench-
mark index rated triple-C or below
stands at just 5 per cent for Europe,
compared with 13 per centinthe US.
The average rating in Europe is BB3,
higherthan B1 inthe US. What is more,
the relative weighting of stressed issu-
ers, where bonds are trading below 80,
islower in Europe at 4.3 per cent than
13.9 percentinthe US. Thisis mainly
because the European market has a
lower share of energy and mining com-
panies.
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I
Improving economy
and benign monetary
policies should help
European high yield
bonds to generate
income

Return, %

I
European high
yield investors are
well compensated
for default risk
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Lower default rate in Europe
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Pictet-EUR High Yield is a
benchmark-oriented approach
with an active management
style. The fund aims to generate
stable income with lower volatil-
ity through in-depth credit anal-
ysis and strong risk manage-
ment. The average rate duration
is 3.42 years as of 30.06.2016.
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Furthermore, European high yield bonds
also enjoy better liquidity than their

US counterparts, which makes such se-
curities cheaper to trade. The Liquidity
Cost Score for European non-investment
grade debt, which is the cost of “round-
trip” transaction as a percentage of the
bond’s price, stands at 1.18, compared
with 1.91 for the US, according to Bar-
clays. Providing further evidence of the
European market’s increased liquidity
and heftis BofA Merrill Lynch’s decision
toincrease the minimum bond size
forits high-yield bond indices to
EUR250 million from EUR100 million
for euro-denominated issues and to
GBP100 million from GBP50 million for
sterling-denominated issues.

After the rejig, 66 bonds and 29 issuers
—smallerissuers that are often lower-
rated — are expected to leave the index
on October 1. Interestingly, this will
boost the overall share of BB-rated
issuers and the overall index’s average
yield. By the end of this year, the pro-
portion of BB deals could reach 70 per
cent of the market.

We also like corporate hybrid bonds
in Europe, a thriving segment made
up of subordinated debt issued by
well-established companies whose
senior debtis often rated investment
grade.

How worried are you about the
euro zone financial sector?

Italy’s financial sector, with EUR200 bil-
lion of net bad debt, is a particular drag
onthe euro zone’s third largest econo-
my and its credit growth. The country

also faces a political risk ahead of the
constitutional referendum in the au-
tumn. Italian Prime Minister Matteo
Renzi has said he will resign if voters do
not approve the changes which he
hopes will reform Italy’s political sys-
tem. With polls showing many of the 50
million voters undecided, it is a political
gamble for the leader.

That said, | find it positive that Europe is
tackling its banking sector problems.
Stricter regulation should strengthen
banks’ balance sheets and reduce
leverage in the industry. While negative
interest rates weigh on their profitability,
| believe European banks should come
out of the deleveraging process stronger
and healthier, which could give us some
buying opportunities in the sector.



Pictet Asset Management

For further information,
please visit our websites:
group.pictet
pictetfunds.com

Disclaimer

For professional
investors only.

This marketing mate-
rial isissued by Pictet
Asset Management
(Europe) SA. Itis nei-
ther directed to, nor
intended for distribu-
tion or use by, any
person or entity who
isacitizen or resident
of, or domiciled or lo-
catedin, any locality,
state, country or ju-
risdiction where such
distribution, publica-
tion, availability or
use would be contrary
tolaw or regulation.
Only the latest version
of the fund’s pro-
spectus, KIID (Key In-
vestor Information
Document), regula-
tions, annual and
semi-annual reports
may be relied upon as
the basis for invest-
ment decisions. These
documents are avail-
able on www.pictet-
funds.com or at Pictet
Asset Management
(Europe) SA, 15, ave-
nue J. F. Kennedy
L-1855 Luxembourg.

The information and
data presented in this
document are not to
be considered as an
offer or solicitation to
buy, sell or subscribe
to any securities or
financial instru-
ments. Information,
opinions and esti-
mates contained in
this document reflect
ajudgment at the
original date of publi-
cationand are subject
to change without no-
tice. Pictet Asset
Management (Europe)
SA has not taken any
steps to ensure that
the securities referred
toin this document
are suitable for any
particularinvestor
and this document is
not to be relied upon
in substitution for
the exercise of inde-
pendentjudgment.
Tax treatment de-
pends on the individ-
ual circumstances of
eachinvestorand may
be subjectto change
inthe future. Before
making any invest-
ment decision, inves-
tors arerecommended
to ascertain if this in-
vestmentis suitable
fortheminlight of
their financial knowl-
edge and experience,
investment goals and
financial situation, or
to obtain specific ad-
vice from anindustry
professional.

The value and income
of any of the securities
or financial instru-
ments mentioned in
this document may
fallaswell asrise and,
as a consequence, in-
vestors may receive
back less than origi-
nally invested. Risk
factors are listed in
the fund’s prospec-
tusand are notin-
tended to be repro-
ducedin fullin this
document.

Past performance is
notaguaranteeora
reliable indicator of
future performance.
Performance data
does notinclude the
commissions and fees
charged at the time of
subscribing fororre-
deeming shares. This
marketing material
isnotintended to be
asubstitute for the
fund’s full documen-
tation or any informa-
tion which investors
should obtain from
their financial inter-
mediaries actingin
relation to their in-
vestmentin the fund
or funds mentioned in
this document.
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