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Credit market valuations imply improved fundamentals
in 2021

Stephen

Boston - High-yield corporate bond and floating-rate loan markets ended 2 0 2 0 on
the up, with a strong rally follo wing news of vaccine efficacy in November. The loan
market closed the year with a 3.1% total return, while the bond market was up just
over 6%, aided by higher sensitivity to falling interest rates.
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Default rates rose throughout the year, but they did not come close to the most
pessimistic forecasts made in March and April. In bonds, we saw the trailing
12-month default rate finish 2 0 2 0 north of 6%, while in loans it was touching 4%.
Two competing forces in 2021
Credit markets feel like they are starting 2021 in something of a tug-of- war
bet ween t w o competing forces:
1. Developed markets are in the midst of a significant ad ditional wave of
COVID-19 cases with increased restrictions in place across much of the U.S.
and lockdo wns once again in force in Western Europe.
2. Against this, rock-bottom interest rates, ad ditional fiscal stimulus and the
start of vaccination programs around the w orld have given financial markets
much to be optimistic about.
More broadly for debt investors, we suspect credit feels like one of the only games
in to wn for keeping yield in a portfolio. Historically, investors w ould not get excited
about yields bet ween 4% and 5%, but those yields are significant improvements on
what's available in investment-grade markets. We have only to look at the
European experience of the last decade for evidence of demand for
sub-investment grade credit at these all-in yield levels.
With the loan market coming into 2021 at an average price just over $96, we think
there is some capital appreciation to supplement the coupon income available in
this market. In high-yield corporate bonds, we believe the rebound in economic
activity has the potential to drive spreads a little bit tighter. Ho wever, both markets
are susceptible to volatility as the pandemic continues.
Significantly, we saw net inflo ws return to the loan market in December after a year
m ostly dominated by outflo ws. The results of the Georgia Senate run-off have
brought the theme of reflation back into focus, which may provide a technical
tailwind for the floating-rate loan markets. With increased demand for the asset
class, we expect a busier year for supply.
Looking across both markets, we think relative value is more finely balanced at the
start of 2021, with opportunities for positive total returns. Though current
valuations across credit markets imply an improved fundamental situation, they
also point to the potential for higher prices ahead.
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"For debt investors, we
suspect credit feels like
one of the only games in
to wn for keeping yield in
a portfolio."

Whatever appreciation potential exists is probably modest. Yet that's not likely to
diminish the attractiveness of credits, as yields and spreads outshine much of
what's on offer in today's yield-starved fixed income environment. In particular, we
still see opportunities to lend to companies in some more challenged sectors such
as leisure and gaming, focusing on those with both sufficient liquidity to weather
the current economic disruption and a clear reason to exist in a post-pandemic
w orld.
Bottom line: For our credit mandates with the most flexibility, we continue to look
to collateralized loan obligations (CLOs) as a great place to pick up some extra
yield and total return potential. And we believe that emerging markets — b o t h
sovereign and corporate bonds — are offering opportunities.

High Yield — A b out Risk: The value of investments may increase or decrease in
response to economic, and financial events ( whether real, expected or perceived )
in the U.S. and global markets. Investments in debt instruments may be affected by
changes in the credit w orthiness of the issuer and are subject to the risk of
non-payment 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. Investments rated belo w investment grade
(sometimes referred to as "junk") are typically subject to greater price volatility
and illiquidity than higher rated investments. As interest rates rise, the value of
certain income investments is likely to decline.
Floating-Rate Loans — A b out Risk: Loans are traded in a private, unregulated
inter-dealer or inter-bank resale market and are generally subject to contractual
restrictions that must be satisfied before a loan can be bought or sold. These
restrictions may impede the strategy's ability to buy or sell loans (thus affecting
their liquidity) and may negatively impact the transaction price. It may take longer
than seven days for transactions in loans to settle. Due to the possibility of an
extended loan settlement process, the strategy may hold cash, sell investments or
temporarily borro w from banks or other lenders to meet short- term liquidity
needs. Loans may be structured such that they are not securities under securities
law, and in the event of fraud or misrepresentation by a borro wer, lenders may not
have the protection of the anti-fraud provisions of the federal securities laws.
Loans are also subject to risks associated with other types of income like high-yield
bonds described above. Investments in foreign instruments or currencies can
involve greater risk and volatility than U.S. investments because of adverse market,
economic, political, regulatory, geopolitical, currency exchange rates or other
conditions. Changes in the value of investments entered for hed ging purposes may
not match those of the position being hed ged.
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