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Figure 1: Investment grade tech issuance as a percentage of total IG issuance (non-financial) 

Source: Dealogic and Bank of America, as of 31 Dec 2011. 
 

We analyzed the revenue growth rates and the debt issuance for technology 
companies in the IG17 index over the past 11 years and found slowing revenue 
growth trends and increasing debt issuance (see Figure 2). One of the main 
reasons for slowing growth is the nearly full level of penetration in certain high-
tech product markets. For example, developed countries tend to have near 
100% personal computer (PC) penetration, and some countries have over 100% 
mobile phone penetration. Lack of innovation could also be a contributing factor 
to slower growth, as well as the fact that it is increasingly challenging to 
continue to grow large-scale multibillion-dollar companies.  

Figure 2: Investment grade technology companies: revenue growth rates (Enterprise-Value 
(EV) weighted) vs. bond issuance 

Source: Dealogic, UBS, PIMCO; Revenue growth is for IG tech companies in the IG17 index, as of 31 Dec 2011. 
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We believe that innovation remains a key driver for future revenue growth for 
many of these investment grade technology companies. As shown in Figure 3, 
patent application growth has varied annually but declined over the last eight 
years for U.S. technology companies, indicating less innovation and future growth 
for many of these investment grade technology companies.  

Figure 3: U.S. technology companies: annual growth in patent applications 

Source: WIPO, as of 31 Dec 2011 
 

Research and development as a percentage of sales has also been declining, and 
is now only approximately 8% of sales for S&P 500 IT companies, down from 
over 9% in 2002–2004, as seen in Figure 4. The decline in research and 
development is most likely due to companies managing their margins and 
earnings per share (EPS) in recent years.  

Figure 4: Research and development as a percentage of sales for S&P 500 IT index 

Source: Bloomberg, as of 31 Dec 2011 
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The Enterprise Value (EV) to EBITDA (Earnings Before Interest, Taxes, 
Depreciation and Amortization) multiples for investment grade technology 
companies have also consistently tracked lower through the years as growth and 
innovation has slowed. EV/EBITDA is a commonly used financial metric that is 
used to gauge the value of a firm; comparing the value of the firm to the 
company’s operating cash flow, generally the higher the multiple, the more 
valuable the company. The declining valuations of IG technology companies are 
somewhat troubling, as debt levels and gross debt-to-EV ratios continue to rise 
in the investment grade tech sector, implying an increasing use of debt leverage 
(Figure 5). However, many of these tech companies tend to generate significant 
free cash flow and have net cash positions.  

Figure 5: IG technology companies: 
EV/Last Twelve Months EBITDA multiples vs. gross debt/EV 

Source: Capital IQ, PIMCO, as of 31 Dec 2011 
 

As tech companies struggle to reinvent themselves, many investment grade tech 
firms have resorted to buying their technology instead of building it themselves. 
These companies have used the debt markets to fund stock buybacks and 
acquisitions. We believe the growth in investment grade technology issuance will 
likely continue, as many of these companies have the majority of their cash 
trapped overseas due to repatriation taxes (based on ISI and our own data, we 
estimate 67% of tech company cash is trapped overseas), acquisitions are 
expected to continue due to increasing technology growth needs, and share 
buyback programs are expected to increase as equity valuations continue to 
drop.  
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Figure 6: Cash spending by U.S. tech companies 

Source: UBS, Capital IQ, as of 31 Dec 2011 
 

We continue to monitor the increasing use of leverage and decreasing 
EV/EBITDA multiples in the IG technology sector. In a downside scenario, a 
company could have an EV/EBITDA multiple that is less than the leverage (total 
debt/EBITDA), which implies impairment of the company’s debt. Many former 
technology giants with obsolete technology platforms now trade in the 2.5x to 
3.5x EV/EBITDA range. Thus, if a company’s leverage goes above 3.5x, the 
company’s bonds would be impaired.   

When comparing the high yield tech credits in the HY17 index and the investment 
grade tech credits in the IG17, the credit default swap (CDS) spread differential is large. 
(Credit default swaps allow investors to transfer the default risk of an issuer’s bonds to 
other investors who are willing to take that risk for a fee. Higher spread levels on a 
company’s or sector’s CDS generally mean higher perceived default risk.) The 
differential is due to the higher leverage of tech companies in the HY17, but also to 
the tech obsolescence issues that many of these companies face. The HY17 index 
outperformed the IG17 in January with total returns of 5.24% and 0.94% respectively, 
and when removing Kodak from the HY17, high yield technology companies in the 
HY17 have tightened more than investment grade (IG17) technology companies. The 
CDS spread differential between HY17 technology companies and IG17 technology 
companies is currently 454 bps vs. the average of 646 bps over the past five years, 
which implies that many of the IG17 tech companies may be overvalued. We did not 
include Kodak in our HY17 tech spread analysis, since it recently defaulted and would 
have even further skewed HY17 tech CDS spreads to more than 1,500 bps. 
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Figure 7: Investment grade vs. high-yield tech CDS spreads: Jan. 2002-Jan. 2012 

 

Source: PIMCO, Markit Partners, IG17 and HY17 indexes, as of 31 Jan 2012 
 

Although it is rare to see an investment grade technology company migrate to 
high yield, there have been a few occurrences (e.g., Eastman Kodak, Unisys, 
Jabil, Solectron). Additionally, a few companies have dipped into high yield only 
to return to investment grade (e.g., Xerox and Avnet). For these companies, the 
ratings migration to high yield was mainly due to a combination of tech 
obsolescence issues and increases in leverage. 

Investment conclusion  

Although the large technology companies have the biggest displays at CES as 
well as most of the flashy commercials and buzz, many of them struggle to 
reinvent themselves every few years. The old technology companies are trying to 
stay relevant and are finding it difficult to innovate in an increasingly competitive 
global technology market where a few companies dominate particular 
technology subsectors.  

In our opinion, these trends of slowing innovation, cash trapped overseas, the 
need to pursue acquisitions in order to enhance their technology platforms, and 
the need for share buybacks and dividends to drive shareholder returns all point 
to higher levels of debt and leverage in the future. This increasing use of 
financial leverage is coupled with technological obsolescence risks. 

We believe investors need to be compensated for the obsolescence risks that are 
inherent in many of these technology-based business models. While the pace of 
technological change may have slowed recently, paradigm shift can occur 
quickly, and therefore we continue to evaluate disruptive technologies and their 
potential impacts. 

PIMCO tends to favor technology companies with strong and growing patent 
portfolios in areas of secular growth with strong free cash flow generation and 
low leverage. We continue the hunt for value within the technology sector and – 
based on our long-term feasibility analysis and the demonstrated technology 
obsolescence risks as well as our financial analysis – remain very selective in the 
sector.
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Past performance is not a guarantee or a reliable indicator of future results. Investing in the bond market 
is subject to certain risks including market, interest-rate, issuer, credit, and inflation risk. High-yield, 
lower-rated, securities involve greater risk than higher-rated securities; portfolios that invest in them may 
be subject to greater levels of credit and liquidity risk than portfolios that do not. There is no guarantee 
that these investment strategies will work under all market conditions or are suitable for all investors and 
each investor should evaluate their ability to invest long-term, especially during periods of downturn in 
the market. 
 
The S&P 500 Index is an unmanaged market index generally considered representative of the stock 
market as a whole. The index focuses on the Large-Cap segment of the U.S. equities market. Markit 
CDX.NA.IG Index (IG 17) is composed of one hundred twenty five (125) investment grade entities 
domiciled in North America, distributed among five (5) sub-sectors. The Markit CDX family of indices 
represents the most liquid baskets of names covering North American Investment Grade, High Yield, and 
Emerging Markets single name credit default swaps. Markit CDX.NA.HY Index (HY 17) is composed of 
one hundred (100) non-investment grade entities domiciled in North America, distributed among ten (10) 
sub-sectors. The Markit CDX family of indices represents the most liquid baskets of names covering North 
American Investment Grade, High Yield, and Emerging Markets single name credit default swaps. It is not 
possible to invest directly in an unmanaged index.  
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believed to be reliable, but not guaranteed. 
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any jurisdiction where unlawful or unauthorized. | Pacific Investment Management Company LLC, 840 
Newport Center Drive, Newport Beach, CA 92660 is regulated by the United States Securities and 
Exchange Commission. | PIMCO Europe Ltd (Company No. 2604517), PIMCO Europe, Ltd Munich Branch 
(Company No. 157591), PIMCO Europe, Ltd Amsterdam Branch (Company No. 24319743), and PIMCO 
Europe Ltd - Italy (Company No. 07533910969) are authorised and regulated by the Financial Services 
Authority (25 The North Colonnade, Canary Wharf, London E14 5HS) in the UK. The Amsterdam, Italy 
and Munich Branches are additionally regulated by the AFM, CONSOB in accordance with Article 27 of 
the Italian Consolidated Financial Act, and BaFin in accordance with Section 53b of the German Banking 
Act, respectively. PIMCO Europe Ltd services and products are available only to professional clients as 
defined in the Financial Services Authority's Handbook and are not available to individual investors, who 
should not rely on this communication. | PIMCO Deutschland GmbH (Company No. 192083, Seidlstr. 24-
24a, 80335 Munich, Germany) is authorised and regulated by the German Federal Financial Supervisory 
Authority (BaFin) (Lurgiallee 12, 60439 Frankfurt am Main) in Germany in accordance with Section 32 of 
the German Banking Act (KWG). The services and products provided by PIMCO Deutschland GmbH are 
available only to professional clients as defined in Section 31a para. 2 German Securities Trading Act 
(WpHG). They are not available to individual investors, who should not rely on this communication. | 
PIMCO Asia Pte Ltd (501 Orchard Road #08-03, Wheelock Place, Singapore 238880, Registration No. 
199804652K) is regulated by the Monetary Authority of Singapore as a holder of a capital markets 
services licence and an exempt financial adviser. PIMCO Asia Pte Ltd services and products are available 
only to accredited investors, expert investors and institutional investors as defined in the Securities and 
Futures Act. | PIMCO Asia Limited (24th Floor, Units 2402, 2403 & 2405 Nine Queen’s Road Central, 
Hong Kong) is licensed by the Securities and Futures Commission for Types 1, 4 and 9 regulated activities 
under the Securities and Futures Ordinance (“SFO”). PIMCO Asia Limited services and products are 
available only to professional investors as defined in the SFO. | PIMCO Australia Pty Ltd (Level 19, 363 
George Street, Sydney, NSW 2000, Australia), AFSL 246862 and ABN 54084280508, offers services to 
wholesale clients as defined in the Corporations Act 2001. | PIMCO Japan Ltd (Toranomon Towers Office 
18F, 4-1-28, Toranomon, Minato-ku, Tokyo, Japan 105-0001) Financial Instruments Business 
Registration Number is Director of Kanto Local Finance Bureau (Financial Instruments Firm) No.382. 
PIMCO Japan Ltd is a member of Japan Securities Investment Advisers Association and Investment Trusts 
Association. Investment management products and services offered by PIMCO Japan Ltd are offered only 
to persons within its respective jurisdiction, and are not available to persons where provision of such 
products or services is unauthorized. The value of assets fluctuate based upon prices of securities in the 
portfolio, market conditions, interest rates, and credit risk, among others. Investments in foreign currency 
denominated assets will be affected by foreign exchange rates. All profits and losses incur to the investor. 
There is no guarantee that the principal amount of the investment will be preserved, or that a certain 
return will be realized; the investment could suffer a loss. The fee charged will vary depending on the 
investment trust acquired or the investment advisory agreement entered into; these materials do not set 
forth specific fee amounts or their calculation methodologies. | PIMCO Canada Corp. (120 Adelaide 
Street West, Suite 1901, Toronto, Ontario, Canada M5H 1T1) services and products  may only be 
available in certain provinces or territories of Canada and only through dealers authorized for that 
purpose. | No part of this publication may be reproduced in any form, or referred to in any other 
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