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Boston - The environment for high-yield bond investing may turn less sup p ortive
in 2022, as key macro drivers related to the inflation outlook and COVID-19 virus
mutations present challenges. In our view, the three most important factors to
watch are liquidity, fundamentals and valuations. Our analysis of these factors,
on balance, leads us to favor a moderately under-risked tilt in our portfolios.
Tapering and tightening
Taking each factor in turn, liquidity may loom largest in the minds of investors,
given recent signs that global central banks are generally shifting to ward a less
accommodative monetary policy stance. In the near term, the U.S. Federal
Reserve, the most influential global central bank, will begin to taper the asset
purchase program used to sup p ort markets during the pandemic. The Bank of
England is a step ahead, having implemented their first rate hike in three years in
December 2021.
That the Fed did a poor job in effectively communicating the difference bet ween
tapering (not a direct form of tightening) and rate hikes (a direct form of
tightening) has done little to quell market concerns about the move away fro m
pandemic-era stimulus. With tapering, the authorities continue to purchase
assets, while gradually reducing the quantity. Interest rate hikes encourage
saving and increase the cost of capital, slo wing the pace of credit creation.
It is plainly true, in our view, that central bank asset purchases are unnecessary
in today's environment of tightening labor market conditions and rising
inflationary pressures. It is also true that changes in global liquidity (central bank
stimulus and private credit gro w th) affect asset prices and risk appetite. Thus,
with a negative rate of change in global credit creation since early 2021 and with
likely increases in short-term rates in the U.S. and parts of Europe on the
horizon, it seems clear that liquidity will not be as sup p ortive in 2022.
On interest rates, the market is pricing in an average of 2.5 rate hikes by the Fed
in 2022. While rates look set to remain comparatively lo w or even negative in
real terms — a nd thus, sup p ortive of risk taking — a haw kish turn by the Fed
could trigger volatility if the magnitude or speed of rate uplifts surprise the
market or lead to a meaningful jump in real rates. Compounding this risk is the
possibility of haw kish surprises by more than one or perhaps several central
banks in close proximity.
Fed action will depend on the inflation data, which may prove stickier than in
past years. In the aftermath of the global financial crisis, corporate and
household balance sheets were stretched, governments pursued fiscal austerity
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"Demand from U.S. and
global institutional
investors may provide
needed sup p ort
follo wing episodes of
weakness, as many
long-term oriented
investors will view
pockets of volatility as a
buying opportunity."

and corporations continued to globalize through outsourcing. These were all
disinflationary.
In contrast, to mitigate pandemic-related risks, governments provided significant
stimulus in the form of income sup p ort, and the global consumer is in
comparatively good health, able and willing to spend. De-globalization and
supply-chain disruptions have further affected the supply/ demand balance.
Accordingly, we do not foresee immediate relief to higher inflation, as up ward
price pressures are unlikely to fully abate in the near term.
Fundamentals underpinned by growth
As indicated above, economic activity remains strong in developed markets and
the outlook for corporate sector fundamentals appears positive. We expect
healthy company cash flo ws on the back of moderately strong gro w th to
underpin continued improvement in 2022.
Companies should benefit from firm demand and the ability to pass the majority
of the rise in input costs onto the consumer. Governments are likely to begin
fiscal austerity follo wing their expansive policies of recent years, which should
help to reduce risks related to large bud get deficits.
We believe that the strong economic backdrop — combined with the fact that
companies in need have been able to address their capital structure and, on

RISK CONSIDERATIONS
Investing entails risks and there can be no assurance that any strategy will
achieve profits or avoid incurring losses.
High Yield - An imbalance in supply and demand in the income market may result
in valuation uncertainties and greater volatility, less liquidity, widening credit
spreads and a lack of price transparency in the market. Investments in income
securities may be affected by changes in the credit w orthiness of the issuer and
are subject to the risk of nonpayment of principal and interest. The value of
income securities also may decline because of real or perceived concerns about
the issuer's ability to make principal and interest payments. As interest rates rise,
the value of certain income investments is likely to decline. Investments involving
higher risk do not necessarily mean higher return potential. Diversification
cannot ensure a profit or eliminate the risk of loss. Debt securities are subject to
risks that the issuer will not meet its payment obligations. Lo w -rate or equivalent
unrated debt securities of the type in which a strategy will invest generally offer
a higher return than higher-rated debt securities but also are subject to greater
risks that the issuer will default. Unrated bonds are generally regarded as being
speculative.
Credit ratings measure the quality of a bond based on the issuer's
credit w orthiness, with ratings ranging from AAA, being the highest, to D, being
the lo west, based on S&P's measures. Ratings of BBB- or higher by Standard and
Poor's or Fitch (Baa3 or higher by Moody's) are considered to be
investment-grade quality. Credit ratings are based largely on the ratings
agency's analysis at the time of rating. The rating assigned to any particular
security is not necessarily a reflection of the issuer's current financial condition
and does not necessarily reflect its assessment of the volatility of a security's
market value or of the liquidity of an investment in the security. If securities are
rated differently by the ratings agencies, the lo wer rating is applied. Holdings
designated as "Not Rated" are not rated by the national ratings agencies stated
above. Ratings are based on Moody's, S&P or Fitch, as applicable. Ratings, which
are subject to change, apply to the credit w orthiness of the issuers of the
underlying securities and not to the strategy or composite.
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