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Bond excesses, Part III - European „high yield bonds“ 

 

Political correctness has struck even in the 

bond markets. Bonds issued by low-

creditworthiness borrowers were always 

known as “junk bonds” (JB). The word “junk” 

clearly expressed that these are bonds with a 

non-investment rating and everyone 

understood that they are also associated with 

above-average credit risk. The same bonds are 

today euphemistically termed “high-yield 

bonds”. Unfortunately, this designation 

confuses the masses of less-experienced 

investors because not only does it not warn 

them of the high risk of non-payment but it 

also gives them the incorrect idea that high 

yields can be achieved by purchasing these 

bonds. The reality, however, is completely 

different. 

 

In fact, the yields of European JB are absurdly 

low today. They are essentially at the same 

level as the yields of 10-year US government 

bonds. There exists, however, an immense 

difference between these two worlds. When 

you buy a US government bond, you 

essentially can be certain that you will get it 

paid back in due time and in full. When you 

buy a fund investing into European JB, 

however, you can be sure that no small part of 

the bonds in the fund will not be repaid. This 

is another beautiful example of how deformed 

bond markets are today and how poorly bond 

prices value risk. 

 

As an example, take one of the largest funds 

investing into European JB – iShares Euro High  

 

Yield Corp Bond UCITS ETF, managed by 

BlackRock and traded on the London Stock 

Exchange with the ticker IHYG. The fund has 

assets of approximately EUR 5.5 billion and its 

portfolio contains about 450 bonds of various 

European corporations. 

 

The yield to maturity for the full portfolio is 

2.82%. That is very low. Moreover, this yield 

will only be achieved if all bonds in the 

portfolio are duly repaid. This, however, 

cannot be expected. Let us not forget that 

these are bonds of low-creditworthiness 

issuers. Indeed, 4.28% of the portfolio is 

invested into bonds rated CCC. According to 

S&P, the long-term average default rate for 

these bonds is 26.8%. In addition, 28% of the 

portfolio is in bonds rated B (4.2% of which 

are not repaid on average), and 67% of the 

portfolio is in bonds rated BB (0.2% of which 

are not repaid on average).  

 

If the portfolio behaves according to the long-

term averages, it is probable that 

approximately 2.5% of the bonds will not be 

repaid (and much more in case of a recession). 

This means that the average default rate will 

entirely wipe out the current yield to maturity. 

The yield will probably be negative, in fact, 

because it is the lowest-rated bonds which 

contribute most to the overall yield to 

maturity and have the highest probability of 

default. The fund’s costs of 0.5% will just make 

things that much worse. The term “high-yield 

bond” is really a misnomer here. 
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Why are the yields of European junk bonds so 

low? The main culprit is the European Central 

Bank. It currently purchases seven times more 

bonds than there are government bonds 

issued in the euro zone. It is literally sucking 

up the government bonds market, doing so 

with practically no regard for prices. In the US, 

for example, the Federal Reserve always 

bought fewer government bonds than were 

being issued. The ECB is in many cases running 

out of bonds to buy and it is active even on 

the corporate bonds market. These massive 

purchases push bond prices up and their 

yields down. Investors hungry for at least a 

minimal yield then buy bonds of increasingly 

poorer quality for increasingly higher prices. 

 

At just above 2%, the spread between the 

yields on government bonds and JB is at a 

record low in Europe. This means that 

investors regard 2 percentage points of extra 

yield as sufficient compensation for the risks 

related to JBs. That is absurdly low. A look 

back at history shows that this yield spread 

used to be much greater over the past 20 

years, at 6, 9, 15 even 22 percentage points. 

The 2% we have today is certainly not worth 

the risk, even glossing over the fact that the 

difference is calculated in relation to 

government bonds, the yields of which are 

themselves at a record low. According to 

Merrill Lynch, 60% of European bonds rated 

BB have yields lower than do US government 

bonds with the same maturity. It is very 

probable that in future, a short position in 

European JB will earn more than will a long 

position.

 

Invest with care! 

 

Daniel Gladiš, 31 October 2017 

 

For more informations 

Visit  www.vltavafund.com 

Write us investor@vltavafund.com 

Follow us www.facebook.com/vltavafund 

 

 

__________________________________________________________________________________ 

Disclaimer : 

Our estimates and projections concerning the future can and probably will be 

incorrect. You should not rely upon them solely but use also your own best judgment 

in making your investment decisions. 

This document expresses the opinion of the author as at the time it was written and 

is intended exclusively for educational purposes. 

The information contained in this letter to shareholders may include statements that, 

to the extent they are not recitations of historical fact, constitute “forward-looking 

http://www.vltavafund.com/
mailto:investor@vltavafund.com
http://www.facebook.com/vltavafund
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statements” within the meaning of applicable foreign securities legislation. Forward-

looking statements may include financial and other projections, as well as statements 

regarding our future plans, objectives or financial performance, or the estimates 

underlying any of the foregoing. Any such forward-looking statements are based on 

assumptions and analyses made by the fund in light of its experience and perception 

of historical trends, current conditions and expected future developments, as well as 

other factors we believe are appropriate in the given circumstances. However, 

whether actual results and developments will conform to our expectations and 

predictions is subject to a number of risks, assumptions and uncertainties. In 

evaluating forward-looking statements, readers should specifically consider the 

various factors which could cause actual events or results to differ materially from 

those contained in such forward-looking statements. Unless otherwise required by 

applicable securities laws, we do not intend, nor do we undertake any obligation, to 

update or revise any forward-looking statements to reflect subsequent information, 

events, results or circumstances or otherwise. 

This letter to shareholders does not constitute or form part of, and should not be 

construed as, any offer for sale or subscription of, or any invitation to offer to buy 

or subscribe for, the securities of the fund. 

Before subscribing, prospective investors are urged to seek independent professional 

advice as regards both Maltese and any foreign legislation applicable to the 

acquisition, holding and repurchase of shares in the fund as well as payments to the 

shareholders. 

The shares of the fund have not been and will not be registered under the United 

States Securities Act of 1933, as amended (the “1933 Act”) or under any state 

securities law. The fund is not a registered investment company under the United 

States Investment Company Act of 1940 (the “1940 Act”). 

The shares in the fund shall not be offered to investors in the Czech Republic on the 

basis of a public offer (veřejná nabídka) as defined in Section 34 (1) of Act No. 

256/2004 Coll., on Capital Market Undertakings. 

The Fund is registered in the Czech National Bank´s list in the category Foreign AIFs 

authorised to offer only to qualified investors (without EuSF and EuVECA) managed 

by AIFM. 

Historical performance over any particular period will not necessarily be indicative of 

the results that may be expected in future periods. 

Returns for the individual investments are not audited, are stated in approximate 

amounts, and may include dividends and options. 
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