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There is clearly no shortage of challenges shaping the investment
landscape today. Optimism around the prospect of an economic

soft landing seems to be fading, and a potential recession looms in
what may be the not-so-distant future. The path of interest rates also
remains uncertain, although consensus seems to be for a prolonged
‘higher-for-longer’ environment going forward. At the same time,
geopolitical tensions continue to escalate around the globe.

While all these factors have the potential to weigh on markets in the
months ahead, high yield bonds look particularly well-positioned to
weather the impending storm—for four key reasons.

1. The Market is Higher-Quality

There is a common interpretation that high yield means high
risk. But that is not necessarily the entire case—in fact, the quality
of the market today is higher than it has been historically. More
specifically, while Europe has historically been more of a BB-
rated market, most U.S. high yield issuers today are BB-rated—a
seismic shift from a decade ago (Figure 1). At the same time, the
lowest-rated CCC issuers account for only 11% of the U.S. market
today, versus over 19% 10 years ago and 17% 20 years ago.! The
companies in the U.S. high yield market today are also larger and
more globally diversified relative to history, and include global
well-recognized names.

Figure 1: A Higher Credit Quality Profile vs. History
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‘Given the combination of a higher credit quality profile, low leverage,
ample cash cushions and limited near-term maturities, default rates
are unlikely to increase significantly in the near to medium term.”

Encouragingly, many of these companies have been shoring up their financial positions over the last few
years, leaving them well-prepared, from a fundamental standpoint, to weather a possible downturn. Corporate
net leverage is healthy in both the U.S. and Europe, at roughly 3.6x and 4.8x, respectively.? Interest coverage
also looks manageable, at 5.3x in the U.S.> And corporate profits, in the form of Earnings before interest, taxes,
depreciation, and amortization (EBITDA), are back to or better than pre-Covid levels for much of the high yield
universe—in fact, average EBITDA in the U.S. recently reached USS1 billion, underscoring the larger size and
scale of borrowers.*

That high yield issuers have, so far, been able to maintain their balance sheet credit quality amid slowing
growth and higher marginal funding costs, suggests that most are in a position to continue servicing their
debt, even through a period of economic weakness. At the same time, near-term maturities remain limited.
Over the next 18 to 24 months, for instance, 7% of the U.S. market is coming due.’ The majority of that debt is
BB-rated, suggesting the issuers will have access to the capital markets and are less likely to face refinancing
risks.

Given the combination of a higher credit quality profile, low leverage, ample cash cushions and limited near-
term maturities, default rates—although inching up due to some idiosyncratic cases—are unlikely to increase
significantly in the near to medium term. Even if a recession arrives in the coming months, we expect defaults
in the U.S. high yield market to remain around 3%, in line with historical averages.

2. Yields & Prices Look Attractive vs. History

High yield is in a unique position relative to the last several years. The last 18 months, of course, posed
challenges for the asset class in the form of rising rates, which ushered in broad-based losses across most fixed
income markets, high yield included. The very low interest rate environment of the years prior also created
difficulties, as returns across the asset class rarely exceeded low double-digits.

More recently, following the sizeable repricing of the U.S. market in 2022, bond yields have doubled to near
double-digit levels. BB rated U.S. high yield bonds, for instance, are currently yielding around 7.5%, while yields
on the rest of the high yield market are above 9%. While yields are trending higher, prices in some cases are
trading at discounts of 10-15%.”

Source: Bloomberg. As of September 30, 2023.
Source; Bloomberg. As of September 30, 2023.
Source: ICE BofA.As of October 2023.

Source: ICE BofA. As of September 30, 2023.
Source: Bloomberg. As of September 30, 2023.
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This unique combination of high yields and discounted prices not only provides a cushion against
potential credit losses, but also reflects capital appreciation potential as the market re-prices back
toward par. Historically, yields and prices near these levels have also led to strong double-digit returns
on average over the following 12 months (Figure 2).

Figure 2: Yields/Prices Near Current Levels Have Historically Led to Double-Digit 12M Forward Returns
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Source: Barings and ICE BofA, please note the above data refers to U.S. market. As of September 30, 2023. PAST
PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS.

Coupled with high yield's relatively short duration—currently less than four years®—these
characteristics add to the overall defensiveness of the asset class in a downside scenario. In fact,
given the heightened uncertainty around economic growth and mounting geopolitical tensions,
some investors have already begun shifting away from assets such as equities, where valuations
look fairly high, in favor of the attractive yields and durable positioning of the high yield market—a

trend we expect to continue as rates normalize.

&

High Yield Doesn’t Require Strong Economic Growth

There is much speculation around whether the U.S. Federal Reserve will be able to preemptively cut
rates before the labor market is materially affected. A successful soft landing would, of course, be

a positive outcome for high yield, with the combination of declining inflation and an (even slowly)
growing economy likely to result in spread compression and the potential for attractive total returns.

Even if a soft landing isn't achieved, however, the outlook for high yield isn't all negative. As an
asset class, high yield bond is different than equities in that it doesn't necessarily require strong
economic growth to perform well. Rather, what matters most in high yield is an issuer’s ability to
continue to meet the interest payments on its outstanding debt obligations. Slow gross domestic
product (GDP) growth, or even a short period of mildly negative growth, is less likely to drive a
significant increase in defaults—particularly given the more defensive elements of the asset class
today.

8. Source: ICE BofA. As of September 30, 2023.
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It is also worth noting that 75% of the negative return outcome for the U.S. high

yield bonds in 2022 was driven by the Fed's unprecedented rate increases?®, which
look poised to moderate as inflation falls. In fact, previous periods of peak rates have
been followed by positive U.S. high yield bond market returns. Specifically, the last
four U.S. rate-hiking cycles have led to 12-month cumulative returns of almost 12%
on average (Figure 3).

Figure 3: Previous Periods of Peak Rates Have Been Followed by Positive Returns
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The Supportive Technical Backdrop is likely to Persist

Technicals in the high yield market are quite robust, further supporting the resilience
of the asset class. One factor behind this is the record level (US$113 billion) of rising
stars—companies upgraded from high yield to investment grade—in 2022, which
significantly outpaced fallen angels (-US$13.6 billion). The first three quarters of 2023,
too, have seen rising stars activity outpace fallen angels by over USS$70 billion (Figure
4).

Figure 4: Rising Stars Have Materially Outpaced Fallen Angels, Driving a Supportive
Technical Backdrop
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This migration of companies into the investment grade universe has led to a shrinking
of the high yield market, which contracted in size by 11% in 2022, with further reduction
anticipated in 2023.1° From a technical perspective, this effectively means that the same
amount of dollars is chasing fewer opportunities—which provides a strong technical
tailwind for the asset class.

Exacerbating this supply/demand imbalance, new issuance this year has remained relatively
muted, with the majority being used for refinancing activities. Coupled with the fact that
merger and acquisition (M&A) is down roughly 40% year-over-year!—after what was
arguably a lackluster 2022—there is virtually no new supply coming into the market.?? This
strong technical has been a positive for high yield and, given the shallow pipeline and large
cash balances on the sidelines, should persist going forward.

The Bottom Line

There are a number of factors that could weigh on financial markets in the months
ahead, from concern around economic growth and a potential recession, to heightened
geopolitical tensions. As we consider high yield against this backdrop, there are four key
reasons we believe the asset class will remain relatively resilient:

1. The higher quality of the high yield market, combined with a solid fundamental
backdrop and limited near-term maturities, should keep defaults manageable.

2. The combination of higher yields and discounted prices currently on offer provide a
potential cushion against credit losses and reflect capital appreciation potential.

3. Demand continues to outpace supply, providing strong technical support that is
likely continue in the months ahead.

4. High yield does not need strong economic growth to perform well, and has
historically delivered positive returns following previous periods of peak rates.”®

9. Source: ICE BofA. As of December 31, 2022.

10. Source; J.P. Morgan. As of September 30, 2023.

11. Source: S&P/LCD. As of 2Q 2023.

12. Source: J.P. Morgan. As of September 30, 2023.

13. Source; Bloomberg; ICE BofA. As of September 30, 2023
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Barings is a US$347+ billion* global investment manager sourcing differentiated opportunities and building
long-term portfolios across public and private fixed income, real estate and specialist equity markets. With investment
professionals based in North America, Europe and Asia Pacific, the firm, a subsidiary of MassMutual, aims to serve

its clients, communities and employees, and is committed to sustainable practices and responsible investment.

IMPORTANT INFORMATION

The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any
financial instrument or service. The material herein was prepared without any consideration of the investment
objectives, financial situation or particular needs of anyone who may receive it. This document is not, and must not
be treated as, investment advice, investment recommendations, or investment research.

In making an investment decision, prospective investors must rely on their own examination of the merits and
risks involved and before making any investment decision, it is recommended that prospective investors seek
independent investment, legal, tax, accounting or other professional advice as appropriate

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made
in good faith in relation to the facts known at the time of preparation and are subject to change without notice
Parts of this document may be based on information received from sources we believe to be reliable. Although
every effort is taken to ensure that the information contained in this document is accurate, Barings makes

no representation or warranty, express or implied, regarding the accuracy, completeness or adequacy of the
information.

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are
subject to change without notice, dependent upon many factors. Any prediction, projection or forecast is not
necessarily indicative of the future or likely performance. Any investment results, portfolio compositions and/or
examples set forth in this document are provided for illustrative purposes only and are not indicative of any future
investment results, future portfolio composition or investments. The composition, size of, and risks associated with
an investment may differ substantially from any examples set forth in this document. No representation is made
that an investment will be profitable or will not incur losses. Where appropriate, changes in the currency exchange

rates may affect the value of investments.

Investment involves risks. Past performance is not a guide to future performance. Investors should not only base on
this document alone to make investment decision.

This document is issued by Baring Asset Management (Asia) Limited. It has not been reviewed by the Securities and

Futures Commission of Hong Kong.

LEARN MORE AT BARINGS.COM
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