
Point of View With Jim Keenan

HIgH YIeLd:  
WHY YOu STILL Need IT

From december of 2008 (near the end of the financial crisis) 
through 2012, high yield bonds were one of the world’s best-
performing asset classes, with an annualized return of 22%. 
The next best performer, emerging markets equity, returned 
19.7%. Notably, high yield’s outperformance was achieved 
with 40% of the volatility of eM equities and 58% of the 
volatility of uS stocks, which returned an annualized 14.6%.* 
Partly as a result of this success, the yield to worst of a high 
yield bond is near a record low, while the average price is near 
its all-time high. This has many investors asking whether it is 
time to lock in profits and move on. Jim Keenan, head of 
BlackRock’s Leveraged Finance group and lead high yield 
portfolio manager, believes the asset class is still very 
attractive and should remain a strategic allocation within 
investor portfolios. Consider this:

}  Slow but positive growth, low interest rates, and monetary 
accommodation by major central banks has fueled demand 
for higher-yielding assets. We expect this scenario to persist 
through 2015.

}  The low absolute yields and high prices of high yield bonds 
are mostly the result of record-low interest rates. On a 
relative basis, high yield is very attractive versus Treasuries, 
particularly given low expected default rates.

}  With the average high yield company in good credit con-
dition, upcoming maturities low, and demand for yield  
high, we expect defaults to remain low and investors  
to be generously compensated for credit risk.

High yield was up almost 16% in 2012.  
What propelled the market?

The world is still in the midst of a long deleveraging process 
where public policy, both monetary and fiscal, has been 
important in reducing the risk of a systemic shock and 
helping to mitigate the drag on global growth. In 2012, these 
concerted efforts led investors to reduce the probability they 
assigned to such a shock and, therefore, the premiums they 
required to invest in global “risk” markets (e.g., high yield 
bonds, equities). This more optimistic view led to a very 
strong year for risk assets, including high yield.

James Keenan, CFA, is a Managing director and Head of 
BlackRock’s Leveraged Finance group, which is responsible  
for more than $41 billion in high yield and bank loan portfolios. 
Mr. Keenan also is the lead portfolio manager for high yield 
portfolios, including the flagship BlackRock High Yield Bond 
Fund. Mr. Keenan, who has worked in the high yield market for 
more than 14 years, joined BlackRock in 2004. He has also 
worked in the high yield groups at Columbia Management  
and uBS global Asset Management.

*  High yield returns represented by the Barclays US Corporate High Yield Index, EM equity 
returns by the MSCI Emerging Markets Index and US stock returns by the S&P 500 Index.
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HigH Yield: A FouR-YeAR StAndout
total Returns, 2008 to 2012

Sources: BlackRock, Barclays Capital, MSCI, Standard & Poor’s, JP Morgan. As of 
December 31, 2012. Treasuries represented by the Barclays US Treasury Index; commodities 
by the Dow Jones-UBS Commodity Index; MBS by the Barclays Agency Fixed Rate MBS 
Index; investment-grade bonds by the Barclays US Aggregate Index; municipal bonds by the 
Barclays Municipal Index; international equities by the MSCI EAFE Index; investment-grade 
corporates by the Barclays US Corporate Investment Grade Index; US equity by the S&P 500 
Index; emerging markets bonds by the JP Morgan Emerging Market Bond Index Global; bank 
loans by the S&P Leveraged Loan Index; emerging markets equities by the MSCI Emerging 
Markets Index; high yield by the Barclays US Corporate High Yield Index. It is not possible to 
invest directly in an index. Past performance is no guarantee of future results.



In addition, we observed strong and improving credit 
conditions among the companies in which we invest. This 
also bolstered the market, as did the continued thirst for 
yield driven by record-low interest rates. ultimately, this 
drove about $30 billion into high yield funds last year.

After 4+ strong years, is there anything  
left? is high yield overheated or just plain  
too expensive?

The general level of interest rates is set by the Treasury 
market, and this informs the risk premium (the spread over 
Treasuries) that investors are willing to pay for high yield.  
In other words, the high yield market is priced relative to 
everything around it. High yield is trading near record price 
and yield levels today because Treasury yields are near 
record lows, not because the high yield market is overheated. 

On a relative basis, high yield still looks attractive to us. At a 
spread over Treasuries of about 470 basis points (bps), high 
yield is almost twice the record low of 250 bps over set in 
2007. It is also about 150 bps cheaper than the levels you 
would normally see when defaults are 2% or below, as they 
are now and should likely remain through 2014. We’re all 
familiar with the risks of high yield investing (i.e., non-
investment-grade debt securities can be subject to greater 
market fluctuations and risk of default or loss of income  
and principal than securities in higher rating categories).  
In the current environment, however, we think investors are  
being well paid for relatively low default risk in high yield. 
Meanwhile, many of the perceived “safe” investments in the 
investment-grade space aren’t paying investors enough for 
interest rate risk when you consider a modest rise in interest 
rates can wipe out a year of coupon, producing a net loss. 

We’ve seen this already in the first few months of 2013.  
And cash, the ultimate “safe haven,” earns a negative return  
after inflation. So, we believe investors need to consider 
what types of risk they want to own. There’s credit risk (i.e., 
the possibility that the bond issuer will not be able to make 
principal and interest payments), but there’s also duration 
risk. If you want deflation protection in your portfolio, own  
uS Treasuries or cash. But if you don’t believe in that 
deflationary recession outcome—and we don’t—then you 
should be shifting away from some of those assets. 

People always ask, when do I sell high yield? I tell them you 
sell high yield when you think there’s about to be a recession 
because it’s tied to the cash flows of companies. With 
companies in good shape and default rates low, we  
see the risk in credit as more tolerable than accepting 
interest-rate risk in longer-duration assets. 

HigH Yield And BAnK loAnS PoSitioned  
to outPeRFoRm WHen RAteS RiSe 

Sources: Barclays, BlackRock, Bloomberg, JP Morgan, S&P/LSTA. Data as of March 31, 
2013. EM Bonds represented by the JP Morgan EMBI Global Index; bank loans by the S&P 
All Loan Index; US government bonds by the Barclays Capital (BarCap) US Government 
Bond Index; high yield bonds by the BarCap US High Yield Corporate Index; US fixed income 
by the BarCap US Aggregate Bond Index; investment-grade bonds by the BarCap US 
Investment Grade Corporate Index; municipals by the BarCap Municipal Bond Index. It is not 
possible to invest directly in an index. Past performance is no guarantee of future results. 
Correlations calculated using monthly total returns dating back 10 years. 
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What kind of returns should investors expect 
over the next couple of years?

We find high yield attractive, but with prices at high absolute 
levels, we expect returns mostly from coupon income—say 
high single digits. This is still compelling, particularly versus 
other fixed income alternatives, but different from what we 
saw over the last few years.

We’re starting to see different opportunities in the market. 
We’re seeing differences in how investors want to employ 
capital, and in the way CeOs and CFOs of companies are 
thinking of investing themselves. So although high yield and 
bank loans are not going to produce the same return profile 
of the past several years, they still offer an attractive relative 
return in the current market environment, for several reasons:  
1) They are shorter-duration spread products, so you’re 
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Sources: Barclays Capital, Standard & Poor’s. Data from December 2010 to March 2013. High 
yield represented by the Barclays US Corporate High Yield Index and US equities by the S&P 
500 Index. Past performance is no guarantee of future results. It is not possible to invest directly 
in an index.

getting income based on the current market spread as 
opposed to duration (or interest-rate sensitivity); 2) They are 
tied more to the health of corporations, which have spent  
the past five years derisking and are in very good shape;  
and 3) As we start to see more growth in the market (either 
earnings or economic growth) and more shareholder-friendly 
activity, that tends to be negative for investment-grade credit 
and positive for high yield credit because of the covenant 
protection built into high yield bonds and bank loans.

Now the equity market has the potential to outperform high 
yield in an environment of dividend growth and operating 
leverage, but equities will trade with higher volatility. So those 
looking to anchor their portfolios will find high yield and loans 
to be good places to have fixed income exposure with less 
interest rate risk and a more attractive coupon than higher-
quality bonds, but with reduced volatility relative to equities.

How do you navigate an environment of lower 
expected returns? 

As the market continues to turn and yields are in the 6%-8% 
range, it’s going to be less about beta and more about credit 
selection. In an environment like the last few years, where 
returns are very high, all managers do well and the higher-
beta ones do best. But when return expectations are lower, 
who you choose to manage your money becomes more 
important. I think there will still be more winners than losers, 
but digging deep and doing the research is going to be key. 
Our platform at BlackRock consists of more than 40 pro-
fessionals in the leveraged finance business stationed 
around the world. They do the hard work of selecting the best 
names for our portfolios based not only on a company’s cash 
flow fundamentals, but also based on an understanding of 

where in the capital structure you want to be—whether in 
secured or more toward the equity side of a capital structure. 

We are dynamic on moving risk around, whether within a 
market or within a capital structure. Through our deep and 
disciplined research process, we strive to understand 
sector-level and corporate-level cash flow views, as well  
as legal language in issuer documents so that we really 
understand the pricing of risk up and down the capital 
structure. We also devote a lot of resources to managing risk 
in our portfolios after the trade. We believe it’s these things, 
and the resources we can devote to them, that has set us 
apart and generated our favorable long-term track record.

With high yield bonds and loans trading at 
similar yield levels, how do you think about 
relative value between the two markets?

I like to say I invest in equities with put options, and the value 
of my put option is based on my expected recovery. High yield 
bonds are higher in the capital structure than equities, but 
you’re still taking on risk with a long-term recovery rate of  
40 cents on the dollar. In most cases, you get paid for that 
upside potential because you have call protection built in. So 
if the credit improves, you benefit as the risk premium falls, 
in which case you get price appreciation in addition to the 
coupon. Bank loans are highest in a company’s capital 
structure. With most secured loans, the average recovery 
rate is around 80-85 cents on the dollar. But in order to  
get that downside protection, you’re giving up some upside. 
Specifically, most bank loans are callable at par immediately,  
so you run a substantial refinancing risk. Although loan 
yields today might be high, the markets are pricing in the 
belief that much of that is going to get refinanced at lower 
levels over the course of the next year.

All of that said, we like bank loans for their floating rate 
nature, which helps us to manage duration, and we like that 
they’re secured relative to BB-rated bonds, so they have a 
quality appeal. For total return potential, we move down the 
capital structure into high yield bonds as well as convertible 
securities (bonds convertible into stock) and preferred  
stock, or occasionally even equity. ultimately, our job is to 
look across the scope of leveraged finance and try to find the 
best risk-adjusted rewards for our investors. We believe 
there’s a place for high yield bonds and bank loans in investor 
portfolios, and we think most investors today should have 
exposure to both.

BAnK loAnS HigH Yield BondS equitY

least Risk most Risk

ASSeSSing oPPoRtunitY AcRoSS tHe  
cAPitAl StRuctuRe



Bond values fluctuate in price so the value of your investment can go down depending on market conditions. The two main risks related 
to fixed income investing are interest-rate risk and credit risk. Typically, when interest rates rise, there is a corresponding decline in the 
market value of bonds. Credit risk refers to the possibility that the bond issuer will not be able to make principal and interest payments. 
International investing involves risks, including risks related to foreign currency, limited liquidity, less government regulation and the 
possibility of substantial volatility due to adverse political, economic or other developments. Investments in non-investment-grade debt 
securities (high-yield or “ junk” bonds) may be subject to greater market fluctuations and risk of default or loss of income and principal 
than securities in higher rating categories. Investing in derivatives entails specific risks relating to liquidity, leverage and credit that may 
reduce returns and/or increase volatility.
This material is not intended to be relied upon as a forecast, research or investment advice, and is not a recommendation, offer or solicitation to buy or sell any securities or to adopt any investment 
strategy. The opinions expressed are those of the portfolio manager profiled as of April 29, 2013, and may change as subsequent conditions vary. Individual portfolio managers for BlackRock may 
have opinions and/or make investment decisions that may, in certain respects, not be consistent with the information contained in this report. The information and opinions contained in this material are 
derived from proprietary and nonproprietary sources deemed by BlackRock to be reliable, are not necessarily all-inclusive and are not guaranteed as to accuracy. Past performance is no guarantee  
of future results. There is no guarantee that any forecasts made will come to pass. Reliance upon information in this material is at the sole discretion of the reader. Investment involves risks.

You should consider the investment objectives, risks, charges and expenses of any BlackRock mutual fund carefully before 
investing. The fund’s prospectus and, if available, summary prospectus contain this and other information about the fund and  
are available, along with information about other BlackRock funds, by calling 800-882-0052 or from your financial professional. 
The prospectus and, if available, summary prospectus should be read carefully before investing.

FOR MORE INFORMATION: www.blackrock.com

©2013 BlackRock, Inc. All Rights Reserved. BLACKROCK, BLACKROCK SOLUTIONS and iSHARES are registered trademarks  
of BlackRock, Inc. or its subsidiaries in the United States and elsewhere. All other trademarks are those of their respective owners. 

Prepared by BlackRock Investments, LLC, member FINRA. 

Lit. No. JK-POV-0413            AC6543-0413 / USR-1869

Not FDIC Insured • May Lose Value • No Bank Guarantee

HigH Yield APPeARS Well PoSitioned
total Return vs. Volatility, 1987-2012

Sources: Barclays Capital, JP Morgan, Bloomberg. High yield bonds represented by the JP 
Morgan Global High Yield Index; US fixed income by the Barclays Capital Aggregate Bond 
Index; investment-grade bonds by the JP Morgan JULI High-Grade Index; US stocks by the 
Wilshire 5000 Total Market Index; large-cap US stocks by the S&P 500 Index; small-cap US 
stocks by the Russell 2000 Index; UK stocks by the FTSE 100; German stocks by the DAX 
Index; French stocks by the CAC 40 Index; and US inflation by the US CPI Urban Consumer 
MoM SA Index. Past performance is no guarantee of future results. It is not possible to invest 
directly in an index.
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How should investors use high yield in  
their portfolios?

I think high yield should be a core strategic holding in 
investors’ portfolios. It’s an excellent diversifier across  
fixed income and equity, and over time has given investors 
about 80% of the return of equities with about half the 
volatility. More broadly, I would say now is a good time for 
investors to reduce some of their cash, long-term rates and 
investment-grade exposure and increase their equity-type 
risk, including high yield. 

Why put money in high yield right now?

The short and skinny is this: High yield and loan returns  
may not be as amazing as they were over the past few years, 
but they are still very attractive on a relative basis in this 
economy. Two years ago, we could have easily advised 
investors to maximize their high yield exposure. Today,  
we’re not in that same place, but we still think it makes  
sense to be at about 70% of your threshold. 

On average, we believe the companies in which we invest are 
in very good shape and well positioned to service their debt 
in a low-growth environment. They have been proficient at 
managing expenses and traditional debt measures like debt 
to cash flow, and cash flow to debt service requirements look 
very good. Companies have done a lot of refinancing of their 
debt and, as a result, only about 15% of the high yield market 

matures over the next three years. Furthermore, most 
market participants, including us, don’t think defaults will 
run more than 2% a year over the next two years, which 
means investors are being well paid in high yield today for 
relatively low credit risk. On a relative basis as well, the 
current yield to worst of roughly 5.5% and the current coupon 
yield of over 7%, while low by historical standards, is still by 
far the most attractive proposition in fixed income markets. 


