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In this article, we look at the high Sharpe 
ratios, improvement in quality and low 
duration of global high yield corporate 
bonds and explain why we believe that this 
asset class, whether accessed as a singular 
mandate or through a broader global 
diversified credit allocation, could be a 
valuable addition to a DB pension scheme 
portfolio.  

As advocates of global high yield bonds, we believe investor 
commitment to this part of the market should be reviewed and 
potentially revised, as it could form a valuable part of a 
scheme’s overall allocation. 

High yield has delivered superior risk-adjusted returns 
Figure 1 shows the Sharpe ratios of bonds by rating category.  
Over the timeframes shown in Figure 1, we observe that high 
yield has demonstrated a superior risk-adjusted return relative 
to other generic bond asset classes and also compared 
favourably over longer periods to the main USA equity index. 
Yet, despite being the ‘asset class for all seasons’, direct 
allocation by UK DB pension schemes has been low.  

Figure 1: Sharpe ratios

 

Under-allocation can be due to 'fear' of defaults. Yet defaults 
are priced into Figure 1, showing that they may not be as 
impactful as investors fear.

Source: Bloomberg, ICE BofAML and LGIM analysis as at 10 March 2021. Past 
performance is not a guide to the future. The value of an investment and any 
income taken from it is not guaranteed and can go down as well as up, you may 
not get back the amount you originally invested.
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Improvement in quality
One of the areas that managers in this field may miss is that 
global high yield is not homogenous, but can be broken in to 
three distinct parts: BB, B and CCC. Investors must be 
discerning about which rating band they refer to, as each has 
very different characteristics. Figure 2 shows the five-year 
average default rate since 1985 of each of these rating bands 
and it is immediately apparent that the bulk of defaults are 
concentrated in the CCCs.

Figure 2: 5-year high yield default rates 

 
If we then examine Figure 3, it is clear that the credit quality of 
the benchmark has been improving over time. When one looks 
at global high yield exposure, it is actually becoming 
increasingly difficult to find bonds within the shrinking CCC 
segment, which reduces the likely default experience of the 
universe.

Figure 3: Ratings breakdown of the high yield universe

Source: Moody’s 2020, Default Study. Past performance is not a guide to the 
future.

Source: LGIM and Bank of America Merrill Lynch. Ratings breakdown as at 31 
December 2020. Past performance is not a guide to the future.

Figure 4: One-year average defaults rate since 1920

Global high yield defaults are also ‘spiky’. If we look at the 
one-year default rates of B rated bonds over time, defaults 
rarely rise above the average.  

Figure 5: B rated 1-year default rate

 
What may surprise many is that if and when defaults do occur, 
investors have almost always been overcompensated for the 
risk: Figure 6 shows that for single B rated issues, only in one 
year was the income below the requirement to compensate for 
defaults. This is what supports the high Sharpe ratio.

Figure 6: Compensation earned versus default loss  
for B rated bonds

Source: Moody’s 2020 Default Study, Annual issuer-weighted corporate default 
rates as at 31 December 2020. Past performance is not a guide to the future.

Source: Moody’s 2020, Default Study. Past performance is not a guide to the 
future. 
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When one looks at BB rated bonds, this over-compensation 
becomes even more stark.

Figure 7: One-year default rates, BB

 
 
 
As demonstrated by the liquidity spread in Figure 8, which is 
consistently above 0, we believe these low default rates create 
an opportunity for investors to be overcompensated by owning 
BB. Even during the 2020 pandemic, default rates for this 
segment of the market stayed closer to 0% than 1%.

Figure 8:  Compensation earned versus default loss for  
BB rated bonds

Source: Moody’s 2020, Default Study. Past performance is not a guide to the 
future.

Source:  LGIM internal data, ICE BoAML indices (HUC1, HUC2, HUC3), Moody's 
default rates. Past performance is not a guide to the future. 

The analysis automatically prompts the question of how these 
opportunities can exist in an efficient market. The answer is: 
“regulators”.  

Banks and insurance companies normally find the cost of the 
capital required to be put aside to own global high yield bonds 
too prohibitive. Chatter about high default rates or notorious 
market participants normally supports the regulatory narrative.  
However, we believe this creates a persistent opportunity. 

What return should an investor expect? 
We believe with a strong recurring income and low correlation 
to other asset classes, with an integrated over-compensation, 
this may be appealing to pension scheme trustees.  

When considering what returns might be at any point in time, 
we provide an approximate idea in Figure 9; we show four-year 
returns because the lifespan of high yield bonds is generally 
around four years. Mostly, over the four-year periods shown, 
the investor has earned something close to the yield on offer 
when the investment has been made.

Figure 9: Yield versus four-year returns

 
 

Source: Internal and Bank of America Merrill Lynch as at December 2019. Past 
performance is not a guide to the future. Statistics shown for ICE BofAML US 
High Yield Index (H0A0). 

The value of an investment and any income taken from it is not guaranteed and 
can go down as well as up, you may not get back the amount you originally 
invested.

Analysis is based on a rolling four-year holding period commencing at each year 
end from 1986 where yield is measured at the start of the holding period. 
Returns (CAGR) are based on a holding period of four years from the beginning 
of each calendar year. Yield-to-maturity is based on the yield at the beginning of 
each calendar year (at the start of each holding period).
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What about drawdowns? 
Drawdowns can also be a further concern for investors. How-
ever, Figure 10 shows that, relative to equity, drawdowns in high 
yield are less frequent and less prolonged, and the asset class 
tends to bounce back quickly. 

Figure 10: One-month cumulative drawdown and recov-
ery for the S&P 500 and US high yield

 

 

 
As the table illustrates, only 1.6% of the time there has been 
more than a 10% loss over a 3-month period. We believe in 
order for an investor to avoid the bulk of the drawdown, they 
would have to be very timely and disinvest within two weeks of 
the start of the negative returns. Moreover, in order to regain 
the upside, they would then have to buy back ten weeks later. 
The relative rapid recovery of the asset class helps explain the 
strong Sharpe ratios illustrated earlier, and supports the idea 
that an allocation to this asset class should be a strategic one 
- unless the investor can not only call a rare market move, but 
can also act very quickly. 

Duration
Most fixed income asset classes require a long duration to 
achieve a reasonable level of income. In high yield, however, 
the dominant factor is not interest rate but credit risk which, as 
established above, is relatively low, high yield tends to have a 
duration of only about four years, which is significantly shorter 
than the broad investment-grade fixed income market.

Source: ICE BofAML, Bloomberg and LGIM internal as of 30 April 2021. 
Drawdown is calculated using 1-month returns on a cumulative basis, resetting 
to 0 when cumulative loss is fully recovered and stays at 0 until drawdown 
begins again. Past performance is not a guide to the future. 

Figure 11: Relative duration of sterling investment 
grade credit, sterling government bonds and global 
high yield

 
The low duration of global high yield is one of the reasons that 
the asset class recovers quicker after a market sell-off.  
Companies usually pay off their debts, except in the CCC 
segment. In a rising rates environment, high yield has the 
enviable reputation of generally having a sufficiently high 
enough income to protect against mark-to-market losses 
caused by interest rate moves. 

As Figure 12 shows, high yield has in fact had a much lower 
correlation to these factors, due to its lower duration and 
higher income. This combination can be a preferred mix for 
providing resilience in an inflationary environment.

Figure 12: Return versus inflation

 

 
 
Summary
The innate characteristics of high yield create an asset class 
for all seasons that we believe has the potential to work well in 
most portfolios.

Source: ICE BAML as at April 2021. Past performance is not a guide to the 
future. 

Source: ICE BAML US BB&B Index (H4UN), ICE BAML US Treas index (G0Q0), 
CIEFEC Index (US Federal Reserve Inflation expectation index), as at 30 April 
2021. Past performance is not a guide to the future. 
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The value of an investment and any income taken from it is not guaranteed and 
can go down as well as up, you may not get back the amount you originally 
invested.
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Important information  
The information contained in this document (the ‘Information’) has been 
prepared by Legal & General Investment Management Limited, or by 
Legal and General Assurance (Pensions Management) Limited and/or 
their affiliates (‘Legal & General’, ‘we’ or ‘us’). Such Information is the 
property and/or confidential information of Legal & General and may not 
be disclosed by you to any other person without the prior written consent 
of Legal & General. 

No party shall have any right of action against Legal & General in relation 
to the accuracy or completeness of the Information, or any other written 
or oral information made available in connection with this publication. 
Any investment advice that we provide to you is based solely on the 
limited initial information which you have provided to us. No part of this 
or any other document or presentation provided by us shall be deemed to 
constitute ‘proper advice’ for the purposes of the Pensions Act 1995 (as 
amended). Any limited initial advice given relating to professional 
services will be further discussed and negotiated in order to agree formal 
investment guidelines which will form part of written contractual terms 
between the parties.

Past performance is no guarantee of future results. The value of an 
investment and any income taken from it is not guaranteed and can go 
down as well as up, you may not get back the amount you originally 
invested. 

The Information has been produced for use by a professional investor 
and their advisors only.  It should not be distributed without our 
permission.

The risks associated with each fund or investment strategy are set out in 
this publication, the relevant prospectus or investment management 
agreement (as applicable) and these should be read and understood 
before making any investment decisions. A copy of the relevant 
documentation can be obtained from your Client Relationship Manager.

Confidentiality and Limitations: 
Unless otherwise agreed by Legal & General in writing, the Information in 
this document (a) is for information purposes only and we are not 
soliciting any action based on it, and (b) is not a recommendation to buy 
or sell securities or pursue a particular investment strategy; and (c) is not 
investment, legal, regulatory or tax advice. Any trading or investment 
decisions taken by you should be based on your own analysis and 
judgment (and/or that of your professional advisors) and not in reliance 
on us or the Information. To the fullest extent permitted by law, we 
exclude all representations, warranties, conditions, undertakings and all 
other terms of any kind, implied by statute or common law, with respect 
to the Information including (without limitation) any representations as 
to the quality, suitability, accuracy or completeness of the Information.

Any projections, estimates or forecasts included in the Information (a) 
shall not constitute a guarantee of future events, (b) may not consider or 
reflect all possible future events or conditions relevant to you (for 
example, market disruption events); and (c) may be based on 
assumptions or simplifications that may not be relevant to you. 

The Information is provided ‘as is' and 'as available’.  To the fullest extent 
permitted by law, Legal & General accepts no liability to you or any other 
recipient of the Information for any loss, damage or cost arising from, or 
in connection with, any use or reliance on the Information. Without 
limiting the generality of the foregoing, Legal & General does not accept 
any liability for any indirect, special or consequential loss howsoever 
caused and on any theory or liability, whether in contract or tort 
(including negligence) or otherwise, even if Legal & General has been 
advised of the possibility of such loss.

Third Party Data: 
Where this document contains third party data ('Third Party Data’), we 
cannot guarantee the accuracy, completeness or reliability of such 
Third-Party Data and accept no responsibility or liability whatsoever in 
respect of such Third-Party Data. 

Publication, Amendments and Updates:  
We are under no obligation to update or amend the Information or correct 
any errors in the Information following the date it was delivered to you.  
Legal & General reserves the right to update this document and/or the 
Information at any time and without notice. 

Although the Information contained in this document is believed to be 
correct as at the time of printing or publication, no assurance can be 
given to you that this document is complete or accurate in the light of 
information that may become available after its publication.  The 
Information may not take into account any relevant events, facts or 
conditions that have occurred after the publication or printing of this 
document.

Telephone Recording 
As required under applicable laws Legal & General will record all 
telephone and electronic communications and conversations with you 
that result or may result in the undertaking of transactions in financial 
instruments on your behalf.  Such records will be kept for a period of five 
years (or up to seven years upon request from the Financial Conduct 
Authority (or such successor from time to time)) and will be provided to 
you upon request.

Legal & General Investment Management Limited.  Registered in England 
and Wales No. 02091894.  Registered Office: One Coleman Street, 
London, EC2R 5AA. Authorised and regulated by the Financial Conduct 
Authority, No. 119272.

Legal and General Assurance (Pensions Management) Limited.  
Registered in England and Wales No. 01006112.  Registered Office: One 
Coleman Street, London, EC2R 5AA. Authorised by the Prudential 
Regulation Authority and regulated by the Financial Conduct Authority 
and the Prudential Regulation Authority, No. 202202.

LGIM Real Assets (Operator) Limited (Company No. 05522016). 
Registered Office: One Coleman Street, London, EC2R 5AA. Authorised 
and regulated by the Financial Conduct Authority (Firm Reference 
Number 447041).
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Contact us
For further information about LGIM, please visit lgim.com or contact your usual LGIM representative

http://www.lgim.com/realassets
http://www.lgim.com/realassets

