
The high yield market, as measured by the Barclays US 
Corporate High Yield index, returned 0.00% during the 
second quarter ending June 30, 2015.  There was ample 
macroeconomic news driving this result, including the 
continuing brinksmanship of the Greek government, 
slow US GDP growth, rising Treasury yields, and ominous 
signs that the Chinese growth rate and margin debt-
driven Chinese equity market bubble may be headed 
for a not-so-soft landing.  Within the index’s internals, 
BB-rated debt fell by .37%, B-rated debt rose .36%, and 
CCC-rated debt gained .49%.  This relative performance 
illustrates again the correlation of BB-rated debt to 
increases in Treasury yields – and represents a reversal 
from 2014, when falling Treasury rates propelled the rate-
sensitive BB sector up far above other high yield rating 
classes even in the absence of any credit-driven flight to 
quality.  The index is trading at a yield to worst of 6.57%, a 
spread to treasuries of 5.14%, and an average bond price 
of 98.49.  Smaller bond issues, a favorite sector in our 
strategy, also outperformed during the quarter.
For the second quarter in a row, the standout industry 
was energy, which returned 1.95% following a disastrous 
2014.  We see no fundamental reason for this rebound 
even though oil prices rose briskly from very low levels 
during the second quarter.  If anything, the stubborn 
ability of US shale producers to maintain production 
in the short term (which should have surprised no one 
familiar with shale economics and the prodigious early 
flow from recently drilled wells) and the prospect of 
renewed Iranian exports are very negative for oil prices; 
and indeed Brent crude has dropped from $63 to under 
$50 since the end of June.  Within the energy sector, the 
standout performer was oil services, with a stellar 6.75% 
return. The most negative major industry sector was 
basic industry, which consists mostly of chemicals, paper, 
mining and metals; all of whose outputs are commodities 
acutely sensitive to developments in China.  Basic 
Industry bonds lost 2.02%.
The default rate plunged to 2.06% (source: Credit Suisse) 
from 3.09% in the first quarter, due entirely to the mega-
default of Energy Futures dropping out of the trailing 
twelve month tabulation.  During the quarter, 66% of 
defaulting bonds were in the energy sector and 25% 
were in the mining sector.  The average default loss rate 
(that is, the gross default rate less recoveries measured 
as the market value of bonds at the time of default) was 
1.13%, which is roughly half the long term average.  This 
is in part because recoveries, at 49%, continue well above 

Pacific Income Advisers    820 Manhattan Avenue   Suite 200   Manhattan Beach   CA 90266   tel 310.255.4488   fax 310.434.0100 

P I A  H I G H  Y I E L D  F U N D

their historical average of 40% – a trend that has now 
been in place for five years, and one that in large part is 
attributable to the much higher than average proportion 
of secured bonds within the defaulting cohort.  Most 
forecasters foresee no significant uptick in default rates 
over the next two years, a view that we share. 
The market digested $187.5 billion of high yield new 
issuance in the first half of 2015, the highest first half tally 
in history.  Bonds benefited in part from a 30% decline 
in the issuance of leveraged loans, as banks respond to 
regulatory pressure not to underwrite highly leveraged 
transactions and as Collateralized Loan Obligation (CLO) 
issuance (the largest source of demand for loans) also 
wanes in response to new and onerous “risk retention” 
regulations to be imposed on CLO managers.  57% of total 
proceeds were used for refinancing, which is defensive 
because it extends maturities and typically reduces 
interest payments. 14.9% of proceeds were issued by 
Leveraged Buyouts (LBOs), which are historically riskier 
deals – but that percentage is in line with that of recent 
years, and more importantly two thirds of LBO issuance 
was itself refinancing, so only 4.9% of new issue proceeds 
were used to finance newly executed LBOs.  With more 
than three consecutive years of such refinancing activity 
behind us, over 80% of the high yield bonds in the index 
have been outstanding for less than 42 months, a period 
in the life of an individual high yield bond that has 
historically been associated with very low default rates.  
Average leverage (5.0x) and interest coverage (3.0x) for 
new issues were consistent with history, continuing 
to show no trend toward the sloppy underwriting and 
undisciplined buying we have seen in the past at this 
point in the credit cycle. 
Although absolute yields are historically low, that is also 
true in competing major fixed income classes.  In fact, 
some of these (e.g. Treasuries and some investment 
grade) will be challenged to produce any positive real 
return in the next five years. Although high yield spreads 
are currently running at just 85% of their long-term 
average, default losses are at about half their long-term 
average.  We believe that net credit spreads earned over 
the next few years will continue to exceed historical 
averages.  That will not protect investors in the event 
of a change in psychology or an exogenous event like 
a war, but even an expected uptick in energy defaults 
in 2016 (once the benefits of hedged prices expires in 
late 2015) is not big enough to upset our conclusion 
that good risk-adjusted returns remain available in 
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our market. We remain particularly excited about the 
incremental yield available in smaller bond issues. Bonds 
with total outstandings between $100 and $300 million 
are yielding 260 basis points more than bonds sized over 
$500 million, for substantially similar credit quality…and 
that is twice the historical liquidity premium. This is due 
in part to lower liquidity provided by Wall Street (which 
has now been true for several years) and in part due to 
the rapid rise in bonds issued without registration rights 
(which in the first half of 2015 were a majority of all issues 

for the first time).  In theory, that lower liquidity and the 
slightly greater difficulty in communicating financial data 
about an issuer to a prospective buyer should justify 
some additional yield, but we believe the magnitude of 
that liquidity premium today is a source of even greater 
opportunity than we normally see.
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Pacific Income Advisers, Inc. (PIA) is an autonomous investment management firm registered under the Investment Advisers Act of 1940.  PIA manages a variety of fixed income, equity, and balanced 
assets for primarily United States clients.  The information contained herein is based on internal research derived from various sources and does not purport to be statements of all material facts 
relating to the securities mentioned. Fund holdings and/or sector allocations are subject to change at any time and are not recommendations to buy or sell any security. 

The fund’s investment objectives, risks, charges and expenses must be considered carefully before investing.  The statutory and summary prospectus 
contains this and other important information about the investment company, and it may be obtained by calling 800-251-1970 or visiting www.
PIAMutualFunds.com.  Read it carefully before investing.
Mutual fund investing involves risk. Principal loss is possible. Investments in debt securities typically decrease in value when interest rates rise. This risk is usually greater for longer-term debt securities. 
The Fund may invest in foreign securities which involve greater volatility and political, economic and currency risks and differences in accounting methods. These risks may increase for emerging markets. 
Investment by the Fund in lower-rated and non-rated securities presents a greater risk of loss to principal and interest than higher-rated securities. The Fund may invest in derivatives, which may involve 
risks greater than the risks presented by more traditional investments. The risk of owning an exchange-traded fund (“ETF”) or mutual fund generally reflects the risks of owning the underlying securities 
that the ETF or mutual fund holds. It will also bear additional expenses, including operating expenses, brokerage costs and the potential duplication of management fees. These risks are fully disclosed in 
the Prospectus.

Index performance is not indicative of Fund performance. It is not possible to invest directly in an index. For current standardized performance of the Fund, please visit www.piamutualfunds.com 
or call 310-393-1424.

Barclays U.S. Corporate High Yield Index - covers the universe of fixed rate, non-investment grade debt. Eurobonds and debt issues from countries designated as emerging markets (e.g., Argentina, 
Brazil, Venezuela, etc.) are excluded, but Canadian and global bonds (SEC registered) of issuers in non-EMG countries are included. Original issue zeroes, step-up coupon structures, 144-As and pay-
in-kind bonds (PIKs, as of October 1, 2009) are also included. The index includes both corporate and non-corporate sectors. The corporate sectors are Industrial, Utility, and Finance, which include 
both U.S. and non-U.S. corporations. The Yankee sector has been discontinued as of 7/1/00. The bonds in the former Yankee sector have not been removed from the index, but have been reclassified 
into other sectors. 

GDP - (Gross Domestic Product) The monetary value of all the finished goods and services produced within a country’s borders in a specific time period. 

Yield - This refers to the interest or dividends received from a security and is usually expressed annually as a percentage based on the investment’s cost, its current market value or its face value.

Yield to Worst - The lowest potential yield that can be received on a bond without the issuer actually defaulting. 

Spread - The difference between yields on differing debt instruments, calculated by deducting the yield of one instrument from another. 
 
Default Rate - The rate of borrowers who fail to remain current on their loans. It is a critical piece of information used by lenders to determine their risk exposure and economists to evaluate the 
health of the overall economy.  
 
New Issue - A reference to a security that has been registered, issued and is being sold on a market to the public for the first time. 
 
Collateralized Loan Obligation - (CLO) A security backed by a pool of debt, often low-rated corporate loans.
Leveraged Buyout - (LBO) The acquisition of another company using a significant amount of borrowed money (bonds or loans) to meet the cost of acquisition.
Leverage - Companies rely on a mixture of owners’ equity and debt to finance their operations. A leverage ratio is any one of several financial measurements that look at how much capital comes 
in the form of debt (loans), or assesses the ability of a company to meet financial obligations.
Interest Coverage  - is a financial ratio that provides a quick picture of a company’s ability to pay the interest charges on its debt. 

Basis point - A unit that is equal to 1/100th of 1%, and is used to denote the change in a financial instrument.

Liquidity Premium - A premium that investors will demand when any given security can not be easily converted into cash, and converted at the fair market value. 

Bond ratings provide the probability of an issuer defaulting based on the analysis of the issuer’s financial condition and profit potential. Bond rating services are provided by Standard & Poor’s, 
Moody’s Investors Service, and Fitch Investors Service. Bond ratings start at AAA (denoting the highest investment quality) and usually end at D. (meaning payment is in default) In limited situations 
when the rating agency has not issued a formal rating, the Advisor will classify the security as nonrated.
 
Opinions expressed are subject to change, are not intended to be a forecast of future events, a guarantee of future results, nor investment advice. 
Past performance does not guarantee future results.
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