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Opportunity in the High-Yield Bond Market?

Three options for a measured approach to junk bonds.

Fund Spy: | 08-27-15 | by Sumit Desai, CFA

The past year has been a rough one for the high-yield bond
Morningstar Category. Even before this month’s rocky credit and
equity markets took a toll their toll on the sector, junk bonds had
suffered through a volatile 12 months. Those that invested in the
high-yield market after looking at the asset class’ post-crisis gains
and strong income generation have likely been disappointed by recent
returns. That said, the category's sell-off over the past year has made
the asset class more attractive based on valuations; the high-yield
market might be presenting an opportunity for contrarian investors.
To offset the risks inherent in the asset class, we think it's important
for investors to treat high yield as a long-term strategic investment
within portfolios rather than a vehicle for market-timing and trading.

Here we provide an update on the high-yield market’s year-to-date
performance, current valuations, and risks and highlight several more-
conservative options in the category.

Energy Troubles Continue to Dominate

Presumably, investors have come for income, and these funds have
As we explained earlier this year, the energy sector drove returns

for the high-yield category in 2014, and, as we expected, that sector’s
fortunes have continued to drive returns in 2015. That (admittedly

not very earth-shattering) prediction came true, as shown in the

table below.

Returns for High-Yield Bonds

Total Return 1-Yr Total 3-Yr Total 5-Yr Total

Year to Date Return Return Return
US OF High YieldBond  -0.85 414 389 6.10
BofAML US HY Master | -1.14 406 454 6.86
BofAML US High Yeild Energy -9.94 27 253 233
BofAML US High Yield BB-B  -0.41 285 467 6.90
BofAML US High Yield CCC- J-5.38 228 341 6.31

Source: Morningstar Direct. Data as of Aug. 25, 2015.

The average open-end high-yield bond fund declined 4% over the past
12 months. Much of that pain has been driven by sharp declines in the
energy sector, which has lost close to 10% for the year to date and an
eye-popping 22% over the past year against the backdrop of a plunge
in oil prices. The energy sector remains the largest constituent of the
high-yield market, making up 13% of the Bank of America Merrill
Lynch High Yield Master Il Index. The metals and mining sector makes
up a much smaller 3% of the high-yield market but is facing similar
commaodity price pressure to energy firms and has also experienced a
painful sell-off in recent months.

Looking at recent results from a credit quality perspective, the CCC
rated portion of the high-yield market has also done poorly, as
reflected by a 12.3% decline over the past 12 months. Aside from
energy, which is about 10% of the CCC portion of the high-yield bond
market, many other sectors also contributed to these disappointing
results, including machinery (perhaps a knock-on effect from the
commaodities sell-off), cable and satellite firms, and media firms. The
poor results have also resulted in five-year returns for CCC bonds
that are about in line with the broad high-yield category. Generally
speaking, investors that stretched for yield by dipping into the lower-
credit-quality tiers have not been rewarded for the extra credit risk
they took on over the period.

Outlook

One positive from this poor performance is that valuations for high-
yield bonds now appear much more reasonable, creating a potentially
attractive entry point for investors. As shown in the chart below,
spreads and yields are now at multiyear highs. The current effective
yield of 7.5% is the highest since June 2012. Excluding the battered
energy sectar, where yields have approached 12%, yields for the broad
high-yield market still clock in at a respectable 7%.
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Source: Federal Ressrve Bank of 5t. Louis.

The risks for the energy sector suggested by these plump yields

are very real. Many firms, especially exploration and production
companies, borrowed heavily during the past five years based on the
assumption that oil prices would remain high. We spoke to several
high-yield managers as oil prices started their decline in summer 2014,
and many indicated that these firms could survive with oil north of
$75 but that defaults would be likely if oil dropped below $60. With a
barrel of oil now trading below $40, we've only just begun to see the
extent to which defaults will plague the sector. For that reason, we
think high-yield investors need to remain cautious when it comes to
this troubled sector.

However, risks across the nonenergy portions of the high-yield market
are less apparent. There is potential for the troubles in the energy
sector to spread to other areas of the economy. More recently,
concerns around a slowdown in China, and increased borrowing to
fund merger and acquisition activity and share buybacks, could all spell
trouble for high-yield investors. Still, aside from the energy sector, the
broad U.S. economy still seems to be chugging along just fine.

Another concern is how high-yield bond funds will perform during
rising-rate environments. Common wisdom suggests that high-yield
bonds are driven more by defaults and corporate fundamentals and
less by interest rate movements. More recently, however, the Fed's
zero-interest-rate policy has forced many bond investors to move
further out on the risk spectrum away from traditional interest-rate-
sensitive bonds (such as Treasuries) and toward more credit-sensitive
securities like high-yield bonds. For that reason, it's possible (if not
likely) that high-yield bonds could sell off if and when rates rise.
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Given what we've discussed above, investors may be well-suited to
avoid bond fund managers that have stretched for yield by investing

in lower-quality bonds or those that have heavy exposure to the dicier
parts of the energy sector. Below are several Morningstar Medalists
that either explicitly, or implicitly through bottom-up security selection,
focus on the higher-quality tiers of the market and have managed to
sidestep the worst of the energy meltdown.

Vanguard High-Yield Corporate (VWEHX): Silver

By design, this fund lands at the conservative end of the junk-bond
group when it comes to credit risk. The fund’s investment philosophy
is informed by the asymmetrical risk/reward profile of the high-yield
bond market: Investors can lose all or a significant portion of their
investment when a company goes belly-up, but upside is limited,
especially for a bond purchased at par. Unlike many of its competitors
in the high-yield category, the fund’s team has kept the bulk of its
assets in BB rated fare since 2010, and the fund remains lighter than
category rivals when it comes to bonds rated B and below. The fund
was underweight the energy sector in 2014 as oil prices declined and
its exposure was focused on midstream pipeline firms. The fund’s
moderate streak shows in its long-term record. It tends to lag peers
during strong credit markets—think 2009 and 2010—hbut stays ahead
when concerns about economic growth and credit quality take their
toll on bond markets. Add in super-low expenses and this fund is a
strong choice.

PIMCO High Yield (PHIYX): Bronze

This fund's focus on bonds rated BB and its Bank of America Merrill
Lynch U.S. High Yield BB-B Rated Constrained Index benchmark gives
this fund a more-conservative look than many of its high-yield rivals.
Indeed, management treads more lightly in junkier bonds rated B

and below. The fund will invest significantly in non-U.S. issuers
(18% as of August 2014), including emerging-markets-domiciled
issuers (2%). That leaves the fund with a slight overweighting in
non-U.S. names relative to its benchmark. Manager Andrew Jessop
invests mainly in cash bonds and uses smaller doses of credit default
swaps to gain market exposure, particularly in the face of strong
cash flows. PIMCO's credit team was early in moving away from

the bonds of hard-hit exploration and production firms, as Jessop
indicated the heavy debt issuance by these firms was reminiscent

of the telecom industry during the tech bubble. Most of this fund's
energy exposure was limited to pipeline firms, which are less
exposed to commodity prices.



MmHN | N G S‘l‘AHF Reprinted by permission of Morningstar, September, 2015

Janus High-Yield (JAHYX): Bronze

Gibson Smith and Darrell Watters apply a moderate approach to managing high-yield bonds. The fund avoids distressed securities and those
with declining fundamentals, instead focusing on cash fl ow generation and management intentions. They look for management teams that
have incentives to use cash to pay down debt rather than make acquisitions or return cash to shareholders. The strategy also focuses on
sector and credit quality rotation: paring back risk when the team grows more concerned with the macro environment and selec-tively adding
back risk when fundamentals begin to improve. This fund held a considerable energy stake during 2014 but has since reduced its exposure
and astutely increased its cash holdings, which has allowed it to outperform most of its peers for the year to date.

Sumit Desai, CFA, is a senior analyst covering fixed-incomestrategiesonMorningstar'smanagerresearchteam.

Bond ratings provided by Standard & Poor's. Not rated securities are not rated by S&P but may be rated by other rating agencies.
Bond ratings are measured on a scale that generally ranges from AAA (highest) to D (lowest).

The Morningstar Analyst Rating is not a credit or risk rating. It is a subjective evaluation performed by the mutual fund analysts of
Morningstar, Inc. Morningstar evaluates funds based on five key unequally weighted pillars, which are process, performance,
people, parent and price. Morningstar’s analysts use this five pillar evaluation to identify funds they believe are more likely to
outperform over the long term on a risk-adjusted basis. Analysts consider quantitative and qualitative factors in their research, but
the assessment of each pillar and how they are combined is driven by the analyst’s overall assessment and overseen by
Morningstar’'s Analyst Rating Committee. The approach serves not as a formula but as a framework to ensure consistency across
Morningstar’s global coverage universe.

The Analyst Rating scale ranges from Gold to Negative, with Gold being the highest rating and Negative being the lowest rating. A
fund with a “Gold” rating distinguishes itself across the five pillars and has garnered the analysts’ highest level of conviction. A fund
with a ‘Silver’ rating has notable advantages across several, but perhaps not all, of the five pillars-strengths that give the analysts a
high level of conviction. A “Bronze” rated fund has advantages that outweigh the disadvantages across the five pillars, with
sufficient level of analyst conviction to warrant a positive rating. A fund with a “Neutral” rating isn't seriously flawed across the five
pillars, nor does it distinguish itself very positively. A “Negative” rated fund is flawed in at least one, if not more pillars and is
considered an inferior offering to its peers. Analyst Ratings are reevaluated every 14 months. For more detailed information about
Morningstar’'s Analyst Rating, including its methodology, please go to
http://corporate.morningstar.com/us/documents/MethodologyDocuments/AnalystRatingforFundsMethodology.pdf.

The Morningstar Analyst Rating should not be used as the sole basis in evaluating a mutual fund. Morningstar Analyst
Ratings are based on Morningstar’s current expectations about future events; therefore, in no way does Morningstar
represent ratings as a guarantee nor should they be viewed by an investor as such. Morningstar Analyst Ratings involve
unknown risks and uncertainties which may cause Morningstar’s expectations not to occur or to differ significantly from
what we expected.

High-yield/high-risk bonds, also known as "junk" bonds, involve a greater risk of default and price volatility than U.S. Government
and other high quality bonds. High-yield/high-risk bonds can experience sudden and sharp price swings which will affect net asset
value.

Investing involves risk, including the possible loss of principal and fluctuation of value.

Differences between compared investments may include objectives, sales and management fees, liquidity, volatility, tax features
and other features, which may result in differences in performance.

Please consider the charges, risks, expenses and investment objectives carefully before investing. For a prospectus or, if
available, a summary prospectus containing this and other information, please call Janus at 877.33JANUS (52687) (or
800.525.3713 if you hold shares directly with Janus). You can also visit janus.com/info (or janus.com/reports if you hold
shares directly with Janus). Read it carefully before you invest or send money.

Janus Distributors LLC. Janus is a registered trademark of Janus International Holding LLC. © Janus International Holding LLC.
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