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Default climate remains benign

At the start of the year, we were forecasting a higher default rate
than the trend we have ultimately seen play out, with defaults set

to end the year around 3% to 4% — and we see 2024 playing out
similarly. We see defaults sitting around 3% to 5%, with our most

pessimistic case seeing 7%.

Even if defaults do end up breaching 5%
and creeping towards 7%, we don’t see
this as particularly worrying as it won’t
change the fundamentals of the high yield
market and will only come about from US
Federal Reserve monetary policy, which
has been priced into corporate valuations,
instead of, as of yet, unknown increased
economic hardship.

With this in mind, we believe 2024 should
play out similarly to 2023: maturity wall
concerns being overplayed; companies
holding high liquidity; private debt markets
eating the bottom cohort of public
markets; public markets remaining open,
with solid issuance levels. As long as public
markets stay open, any maturity wall
concerns will be swept away. And, as long
as private markets are taking away the
weakest parts of public markets, defaults
will stay low.

Increasingly, private markets are slowly
but surely reducing the CCC bucket of
public markets — which improves the
quality of names in which we choose
toinvest.

Economic trouble ahead not
that concerning

In our view, the downward trending
economic cycle is not much to fret about
for the high yield market — with default
rates coming between 3% to 5%, this
isn’t particularly worrying. The main
difference, however, is how the ‘higher-
for-longer’ environment will lead to a
shift in the make-up of yields — which

is currently about half spread and half
underlying government bond yield.
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Even in this higher-for-longer world, we
still see the default cycle being extended
into 2025, leading us to believe spreads
will fallin a range of 340 to 450 for next
year. So, if defaults and spreads areina
relatively benign state, the key for us then
becomesincome.

Finding yield in a high yield
market

We are targeting ayield of 8% to 9%

in this market, which, should, barring a
material increase in interest rates, lead
to a positive returnin 2024. We are
confident in finding insulation to protect
ourselves from the structurally weakest
parts of the market.

There is potential trouble, however, in
the form of determining when the Fed
begins cuttinginterest rates. Thisis not
unique for us, though. The lagged impact
of the sharp rise in rates over the past
12 months will eventually feed through
the economic system. But this risk is not
as bad as the downside risk of the Fed
staying whereitis. In trying to predict
rate cuts, it is a case of positioning our
portfolio appropriately but if the Fed
doesn’t bring rates down, we could

see increased economic fallout and
heightened defaults, as higher rates for
longer begins to hurt when companies
feel the increased cost of capital.
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Higher for only-so-much-
longer

Rate cuts from the Fed, and most other
major central banks, are priced in for
the next couple of years — which we have
seen baked into corporate valuations.
Again, this makes us think the biggest
danger to the high yield market is the
Fed staying where itis as corporate
valuations are tied to interest rate
expectations, so any change in rates will
change valuations, which will then impact
credit markets by reducing the margin
of safety in terms of equity cushions and
would mean higher spreads.

€€ The lagged
impact of the sharp
rise in rates over the
past 12 months will
eventually feed

through. 99

We think the tailwind risks of a much
harsher recession than the shallow one
currently predicted is hard to foresee as
the credit market will be reacting to the
recession, unlike its role in 2008 where
it was aleading indicator as the root of
the crisis.

While we are comfortable with what we
feelis a benign economic environment, we
do accept there is increased idiosyncratic
risk now than there was 12 months ago.
There is uncertainty around the Middle
East and the upcoming US elections, while
rising government deficits also offer a
technical risk that is flying under the radar.
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Where does that put our
strategies?

With the main uncertainty next year
coming from rates, we are high on short
duration bonds and carry —income

matters in this yield environment.

Although we have mentioned increased
idiosyncratic credit risk, we do not see
these risks sneaking up on investors. As
aresult, we will maintain our preference
for liquid capital structures, staying
away from smaller capital stacks, and a
preference for larger names which have
established routes to capital.

An ever-increasing important aspect of
high yield markets is the role of private
debt. We are seeing private debt markets
grow in size, hoovering up lower rated
companies. This focus on lower quality
companies results in public markets being
left in a structurally stronger place.

Asthe CCC portion of the market
continues to diminish, taking out of public
hands the most stressed part of our
market, we can see clear signs of why
default rates remain so low. If private
markets dry up, will this then have a knock-
onforus? It could, but we see no signs of
private markets closing up: they have their
dry powder, and we don’t see where else
they canuseit.

With this lower than anticipated defaults,
we believe you are not incurring the usual
risks in the high yield markets — which

is why we keep our focus on carry and
income.

€€ The credi risks
are not going to
sneak up on you. 99



Investment risks

Past performance is not a guide to future
performance. The value of investments
and the income from them is not
guaranteed and may go down as well as
up and investors may not get back the
amount originally invested. Changes in
currency exchange rates may affect the
value of these investments.

Important information

For professional clients/qualified
investors only, not suitable for
retail investors. This is a marketing
communication.

This is a financial promotion and is not
investment advice. Telephone calls may be
recorded. For further information please
see our Privacy policy at www.rlam.com

The views expressed are those of the
authors at the date of publication unless
otherwise indicated, which are subject to
change, and is not investment advice.
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The services being offered hereby

are being offered on a private basis to
investors who are institutional investors.
This document is not subject to and has
not received approval from either the
Bermuda Monetary Authority or the
Registrar of Companies in Bermuda

and no statement to the contrary, explicit
orimplicit, is authorized to be made in

this regard. The services being offered
may be offered or sold in Bermuda only

in compliance with the provisions of

the Investment Business Act 2003 of
Bermuda. Additionally, non-Bermudian
persons may not carry on or engage in any
trade or business in Bermuda unless such
persons are authorized to do so under
applicable Bermuda legislation. Engaging
in the activity of offering or marketing

the services being offeredin Bermuda to
persons in Bermuda may be deemed to be
carrying on business in Bermuda.

This document is private and confidential
and only for use by “permitted clients” in
Canada. This document is for information
purposes only and is not intended as

an offer or solicitation to invest. This
document does not constitute investment
advice and should not be relied upon as

such. Royal London Asset Management

Limited is authorized to provide
investment services in Canada under

the International Adviser Exemption.
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Royal London Asset Management’s
principal place for business is in the
United Kingdom, and it is not registered
as amanager in the provinces of Alberta,
British Columbia, Ontario, and Québec.

Issued in December 2023 within Europe
(ex-Switzerland) by FundRock Distribution
S.A.(“FRD”) the EU distributor for Royal
London Asset Management Limited. FRD
is a public limited company, incorporated
under the laws of the Grand Duchy of
Luxembourg, registered office at 9A, rue
Gabriel Lippmann, L-5365 Munsbach,
Luxembourg, and registered with the
Luxembourg trade and companies
register under number B253257. Page
23, FRD is authorized as distributor of
shares/units of UCIs without making or
accepting payments (within the meaning of
Article 24-7 of the 1993 Law), as updated
from time to time. FRD is authorised

and regulated by the Commission de
Surveillance du Secteur Financier
(CSSF). Portfolio management activities
and services are undertaken by Royall
London Asset Management Limited,

80 Fenchurch Street, London, EC3M
4BY, UK. Authorised and regulated by the
Financial Conduct Authority in the UK, firm
reference number 141665. A subsidiary
of The Royal London Mutual Insurance
Society Limited.

Ref: BRRLAM PD 0161


https://www.rlam.com/

Contactus

For more information about our
range of products and services,
please contact us. Royal London
Asset Management has partnered
with FundRock Distribution S.A,

who will distribute its products and
services in the EEA. This follows the
United Kingdom’s withdrawal from
the European Union and ending of the
subsequent transition period, as UK
Financial Services firms, including
Royal London Asset Management, can
no longer passport their business into
the EEA.

Royal London Asset Management
80 Fenchurch Street
London EC3M 4BY

For advisers and wealth managers
bdsupport@rlam.co.uk
+44 (0)20 3272 5950

For institutional client queries
institutional@rlam.co.uk
+44(0)20 7506 6500
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For any queries or questions coming
from EEA potential investors,
please contact:

Arnaud Gérard

FundRock Distribution S.A.

9A rue Gabriel Lippman
Luxembourg-L-5365, Munsbach
+352 691 992088
arnuad.gerarda@fundrock.com

www.rlam.com

We are happy to provide this document
in Braille, large print and audio.
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