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Pertorming Credit
Quarterly

BAD NEWS BULLS

Investors’ views on inflation, recession risk, and monetary policy were fickle throughout much of 2022. However, in
recent months, a positive bias has emerged, reflected in the downward shift in interest rate expectations and upward move
in securities prices since mid-October.! Investors increasingly appear to be interpreting economic data as evidence that a
dovish pivot is imminent — i.e., the Federal Reserve will soon stop hiking interest rates and be in a position to cut them.
As a result, bad news has become good news. Slowing job growth, dismal economic survey data, falling property values,
negative real wage growth: It’s all good when viewed through the lens of inflation and monetary policy. While investors
briefly turned more pessimistic about the likelihood of monetary policy easing following Fed Chair Jay Powell’s hawkish
statements in December, the positive bias won out. By early January, futures markets were pricing in interest rate cuts of
roughly 50 basis points in 2023 and almost 150 bps in 2024.> (See Figure 1.)

Figure 1: Interest Rate Expectations Have Shifted Dramatically in Recent Months
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But what has often been missing in this discussion of dovish pivots is the real economy and what may have to happen
to it in order for this market narrative to play out. Because if investors get their wish and monetary policy changes
dramatically in the next 12 months, it will likely be because this bad news has gotten a whole lot worse.
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Past the Peak?

The dovish pivot narrative has obviously been driven by the expectation that U.S. inflation — which has fallen for six
consecutive months — will continue to decline at a fairly rapid rate.® In fact, at year-end, markets were anticipating that
inflation would drop to 2.5% by the end of 2023. (See Figure 2.) On the one hand, it’s probably safe to assume that
inflation has peaked for this cycle, given that (a) it has declined by 2.6 percentage points since June, (b) supply chains are
mostly debottlenecked, (c) wage growth is slowing, and (d) many commodity prices have fallen to levels present before
Russia’s invasion of Ukraine.* However, it’s also noteworthy that the Fed’s success in slowing inflation thus far has
occurred while China, the world’s second-largest economy, has been hampered by pandemic-related restrictions. While
China’s full reopening will likely boost global economic growth, it could also exert upward pressure on global inflation.

Figure 2: Inflation Is Expected to Decline Rapidly
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History Lesson

But even if inflation continues to slow, does this automatically mean the Fed will respond by lowering interest rates?
Futures markets indicate that investors think (a) the neutral interest rate remains between 2.5% and 3.0% and (b) the Fed
will seek to cut interest rates to this level even if there is no pressing need to do so. But is this likely?

The history of the Fed suggests that it usually only shifts policy quickly in response to something bad, such as a credit
crisis, economic downturn, severe market reaction, or, more recently, a global pandemic. The Fed is typically prone
to keeping policy either too tight or too loose for too long. And like many institutions, it can sometimes be guilty of
“fighting the last war.” So excessive tightness/looseness in one period can result in an overcorrection in the next.

Next, consider what the Fed is actually saying. In December, Chair Powell stated that the central bank doesn’t plan

to loosen monetary policy any time soon and will likely have to make it even more restrictive to ensure inflation is
brought under control. The Fed is likely concerned about prematurely claiming “mission accomplished” in part because
the institution’s credibility has been damaged by the inflation spike in 2021-22 and the Fed’s claims that it would be
transitory. Moreover, Fed officials only have to look back at “the great inflation” of 1965 to 1982 to see what can happen
when policy is loosened too quickly.

Finally, it’s important to remember that the market is part of the system that the Fed is attempting to control. The markets’
optimism, which may be keeping financial conditions looser than the Fed would like, could make it more likely that the
Fed keeps tightening policy. So, all things considered, the risk of over-tightening seems to be higher than the likelihood
of a premature pivot.
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The Rest of the Story

So what would cause the Fed to make a significant shift in policy? As we noted above, history suggests that it would
most likely be a meaningful recession or market crisis — risks that certainly aren’t being reflected in today’s earnings
expectations or credit spreads. Investors appear to be focusing far more on what negative economic data means for
interest rates than the potential implications for the real economy. When investors have reacted negatively to bad
economic news — like the weaker-than-anticipated December retail sales data released in mid-January — the response has
been short-lived. Concerns about recession risk have quickly turned into optimism about that much-desired dovish pivot.

Consider what the market has welcomed as good news:

Wage growth is slowing. It’s understandable why investors and the Fed are happy with this development,
given the impact that wages typically have on inflation. But it’s important to remember that the 4.1%
increase in average wages in 2022 — robust as that might sound — was still well below the 6.5% annual rate of

inflation.> And even if inflation continues to slow in 2023, the related slowdown in wage growth is likely to
keep consumers in the red for another year in real terms.

The job market is weakening. While the unemployment rate has been hovering near the 40-year low of
3.5% for several months and job gains remain above the pre-pandemic norm,® a look beyond the headline
numbers reveals potentially negative trends. In December, average weekly hours per worker were down by
0.5 hours year-over-year, the equivalent of a loss of roughly two million jobs.” (See Figure 3.) Moreover,
the headline job gains might be slightly misleading, as more people appear to be holding multiple jobs,

as indicated by the discrepancy between the job increases recorded by the establishment survey and the

household survey. (Double counting is less likely in the latter.) These trends indicate that the labor market
may be weaker than the low unemployment figure suggests.

Figure 3: Average Hours Worked in the U.S. Have Been Falling
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Savings are declining. Trillions of dollars of fiscal and monetary stimulus helped support consumers,
businesses, and asset prices in 2020 and provided fuel for the recovery in 2021. While the economy slowed
in 2022, consumption remained at fairly healthy levels for much of the year, partly because of the boost

provided by the roughly $2.5 trillion in excess savings that households had accumulated during the prior two
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years.® But the savings rate has now plummeted below the pre-pandemic level, largely because consumers’
purchasing power has been eroded by negative wage gains. (See Figure 4.) That means consumers have had
to spend down a chunk of this excess savings and therefore may increasingly have to curb their spending.

Figure 4: The Personal Savings Rate Has Plummeted
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Reliance on credit cards is growing. The drop in the savings rate and spike in the cost of living have
unsurprisingly been accompanied by an increased reliance on credit cards. In November, consumers’ use
of revolving credit (primarily credit cards) rose by an annual rate of 16.9%. This wasn’t simply an anomaly
caused by holiday spending, as this metric has risen by double-digit percentages in every quarter since

4Q2021.° And this is occurring at a time when credit has become more expensive: The average annual
percentage rate (APR) on credit cards rose to 22.7% in December.'°

Manufacturing and services activity appears to be slowing. The Institute for Supply Management’s
surveys for both services and manufacturing indicated that activity contracted in December. Importantly,
the former was the first such contraction since May 2020, and the latter was the second consecutive monthly
contraction and the lowest level since May 2020. While the Atlanta Fed currently estimates that the GDP

growth rate in the fourth quarter will be 3.5%, the near-term outlook for economic activity has clearly
worsened.'!

This is what is already occurring. In order for the Fed to shift gears meaningfully, these trends would likely have to
get much worse. That would obviously be bad news for corporate fundamentals and could potentially reveal economic
damage caused by the pandemic that was temporarily masked by government largesse. We can’t predict what will happen

in the next 12 months, but we think investors who are waiting for an aggressive policy shift may discover that they should
be careful what they wish for.
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Credit Markets in 1Q2023: Key Insights

Where are Oaktree experts finding potential risks, opportunities, and relative value today? Going forward, Oaktree’s
Performing Credit Quarterly will highlight key insights that we believe investors should keep in mind when navigating
today’s markets.

(1) We are in a credit picker’s market

In 2022, interest rate risk was the major driver of relative performance in fixed income, as evidenced by the
outperformance of floating- versus fixed-rate asset classes.'> But we think this situation may change if the U.S. and other
major economies slow. We believe that near-term default risk is low, as under 7% of outstanding U.S. bonds and loans
are maturing before year-end.”> But we also believe defaults will likely increase from today’s ultra-low levels. Moreover,
we think we could see significant volatility — and dispersion based on quality — in fixed income markets if investors’
optimistic assumptions aren’t borne out.

(2) A void has grown in the funding market for large private equity deals

Banks were saddled with billions in hung bridge loans in 2022 after investor appetite for this debt collapsed. Banks are
now seeking to reduce risk on their balance sheets and are therefore underwriting few new large-scale financings for
leveraged buyouts or mergers & acquisitions. Yet private equity sponsors are still seeking to complete deals, as they hold
record-high amounts of dry powder. This has created attractive opportunities for those investors with the capital and
flexibility to fill this void, as the average yield spread offered for such financings is larger than what is found in traditional
middle market deals.'* Moreover, lenders are now in a position to secure significant investor protections, a situation that
would have seemed impossible only one year ago.

(3) Fixed rate bonds with long duration may offer attractive relative value

Investment grade and high yield bonds may become more attractive than loans in a weakening global economic
environment, especially if investor concerns turn from interest rate risk to credit risk. In particular, we believe that bonds
rated BB and higher may be appealing to investors, given their minimal credit risk, attractive yields, and limited near-term
maturities. Importantly, the effective duration of BB-rated bonds is 4.4 years, meaning many of these issuers have locked
in low borrowing costs for a significant period of time."> However, the story is different for lower-quality issuers. The
dramatic slowdown in high yield bond issuance in 2022 may signal trouble ahead for such borrowers, as they typically
have shorter-duration debt and thus could face rollover risk in the coming years. !

(4) “Junk loans” remain a significant concern

While leveraged loans outperformed high yield bonds in 2022, they may be more vulnerable moving forward, given
rising borrowing costs, high leverage ratios, and, in many cases, eroding fundamentals. We’ve already seen a meaningful
increase in downgrades in recent months and a modest rise in defaults, albeit from a very low level.!” Looking forward,
investors may face lower-than-anticipated recoveries when defaults do occur, due to the covenant-lite nature of most
loans. (Over 90% of loans issued in 2021 and early 2022 had minimal investor protections.'®) As we noted last quarter,
“the longer the fed funds rate remains significantly above the 10-year average, the more likely it is that the cracks in loan
fundamentals that we’re seeing could widen and eventually lead to greater instability and, potentially, a few collapses.”

(5) A potential sea change could create opportunities for bargain hunters

Many investors appear to believe that the macroeconomic conditions we’re seeing now, including a fed funds rate

near 4.5%, are an aberration that will soon give way to a “normal” environment. That is, they think we’ll return to the
conditions present after the Global Financial Crisis when interest rates were near zero. But let’s remember that those
conditions are not the norm historically. We’ll give Howard Marks the last word on what might be in store for investors:

We’ve gone from the low-return world of 2009-21 to a full-return world, and it may become more so in the near
term. Investors can now potentially get solid returns from credit instruments, meaning they no longer have to rely
as heavily on riskier investments to achieve their overall return targets. Lenders and bargain hunters face much
better prospects in this changed environment than they did in 2009-21. And importantly, if you grant that the
environment is and may continue to be very different from what it was over the last 13 years — and most of the last
40 years — it should follow that the investment strategies that worked best over those periods may not be the ones
that outperform in the years ahead. (Sea Change)


https://www.oaktreecapital.com/docs/default-source/default-document-library/performing-credit-quarterly-3q2022.pdf?sfvrsn=1bb14366_12
https://www.oaktreecapital.com/docs/default-source/memos/sea-change.pdf?sfvrsn=a69a4066_10
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High Yield Bonds Market Conditions: 4Q2022

U.S. High Yield Bonds — Return: 4.0%% | LTM Default Rate: 0.8%?*'

* Moderating inflation and better-than-feared earnings pushed fixed-rate asset prices higher in 4Q2022: High yield bonds
rallied in the first two months of the period, more than offsetting the weakness in December.

* Yields remain elevated despite the rally: While yields declined during the period, they increased by 470 bps for the full year.”
(See Figure 5.) Approximately 72% of U.S. high yield bonds offered yields above 7% at quarter-end, compared to less than 7% at
the beginning of 2022.%

* Yield spreads narrowed during the quarter but remain relatively wide: Spreads in the asset class contracted by roughly 60

bps, but they expanded by 170 bps during FY2022. Yield spreads were near 500 bps at quarter-end,?* the level that typically
indicates growing stress in the market.

European High Yield Bonds — Return: 4.7%?2° | LTM Default Rate: 0.1%%2
« The asset class rebounded in 4Q2022: The recovery was particularly notable in long-duration credits, which were severely
weakened by rising interest rates earlier in the year.”’

o The spread premium versus U.S. high yield bonds shrank: The European asset class’s advantage declined to 86 bps at year-
end from a high of 174 bps earlier in 2022.%

I Opportunities I Risks

o The risk of widespread defaults in 2023 remains low: « Tightening monetary policy could harm heavily indebted
While analysts anticipate that default rates in the U.S. and companies: Low-rated corporate issuers might struggle
European markets will rise in 2023, they expect that these to roll over debt if rising interest rates and quantitative
rates will remain below their long-term historical averages tightening slow the economy and cause financial conditions
in the near term.” Issuers’ fundamentals are fairly healthy to become restrictive. This could result in higher-than-
despite the slowdown in economic growth, and near-term expected default rates.
maturities are minimal following the wave of refinancings in « Elevated inflation could impair issuers’ fundamentals:
2020-21. Companies may be unable to pass along price increases

« Quality in the high yield bond market improved over the to customers. Reduced earnings could negatively impact
last decade: The percentage of BB-rated bonds in the U.S. leverage ratios and potentially lead to credit rating
market is near a 10-year high, while the number of CCC- downgrades.

rated credits has declined over the period.*® Thus, the asset

class appears to be better positioned to weather an economic
downturn than in the past.

Figure 5: High Yield Bonds Are Offering Potentially Attractive Yields and a Low Average Price
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Strategy Focus

Senior Loans Market Conditions: 4Q2022

U.S. Senior Loans — Return: 2.3%3' | LTM Default Rate: 1.0%%

+ U.S. loans rallied in 4Q2022, as new issuance remained low: During the period, loans outperformed most other asset classes
and experienced far less volatility. However, performance in the loan market could be more volatile than usual moving forward if
economies continue to weaken.

+ Retail investors reduced their exposure to the asset class: Despite positive performance, loan mutual funds and loan ETFs
recorded eight consecutive months of outflows through December. Outflows in 4Q2022 totaled $11.4bn.*

European Senior Loans — Return: 2.9%* | LTM Default Rate: 1.9%%*

o Performance differed based on credit quality: Despite broad market strength, several credits with weak fundamentals still
experienced material losses, which dragged down the performance of CCC-rated loans.
o The recent rebound has reduced the spread premium versus U.S. loans: The yield spreads of European loans are still slightly

wider than those in the U.S. market. Additionally, the price of European loans is slightly below that of U.S. loans.

Opportunities

* Rising interest rates may support relative performance:
The spike in reference rates could make floating-rate loans
more attractive relative to fixed-rate assets. (See Figure 6.)

* Loans’ core buyer base is stable: Volatility in loans is
usually lower than in other asset classes because (a) CLOs
— the primary holders — have limited selling pressure and
(b) the asset class tends to attract long-term institutional
investors due to the lengthy cash settlement period.

* Low issuance could support performance: Activity in
the primary market is expected to remain limited through
2Q2023.% The performance of existing loans typically
benefits when the supply of new loans shrinks.

Figure 6: Reference Rates for Floating-Rate Loans Have Spiked

Risks

Rising interest rates may be especially burdensome to
heavily indebted borrowers: The reference rates used in
many loan contracts have risen significantly, so borrowers
that didn’t hedge their interest rate risk could struggle to
service their debt.

High inflation could harm companies’ fundamentals:
While inflation has moderated, it remains elevated.
Borrowers may struggle to pass along cost inflation to
customers, which could negatively impact companies’
earnings and leverage ratios.

Economic growth may slow, increasing the likelihood
of downgrades and defaults: Downgrades in the U.S.
exceeded upgrades by $113bn in 2022.* Many strategists
expect defaults to increase in 2023, though from a low
level.”® The risk over the medium term is growing,
highlighting the importance of disciplined credit selection.
Loan quality has declined in recent years: Issuer-friendly
loans may have encouraged imprudent borrowing, which
could prove problematic in an economic downturn.
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Market Conditions: 4Q2022

EM Corporate High Yield Bond Return®* — 4Q2022: 7.0% | FY2022:-9.8%

EM bonds rallied in 4Q2022: EM debt benefited from moderating interest rate expectations and optimism about the resilience
of the global economy. Additionally, the asset class was boosted by market technicals and optimism regarding China’s economic

reopening.

Outflows from EM debt funds moderated, while new issuance stalled: Outflows slowed in 4Q2022 following significant
activity in the prior quarter. Outflows in 2022 totaled more than 10% of the market’s AUM, which is similar to the percentage in
the U.S. high yield bond market. Primary market activity in 2022 declined by over 60% year-over-year.*

Policy shifts could help China’s economy and bond market recover: China’s high yield bond market nearly halved its 9M2022
loss in 4Q2022, after the Chinese government ended its zero-Covid policy and announced enhanced policies to support the
country’s real estate sector.*! Investors are focused on the global trade implications of China’s economic reopening, though it has

been delayed by a surge in Covid-19 cases.

The EM high yield bond corporate default rate at year-end was 14%, the second-highest ever, but default rates varied
between regions:** The asset class recorded a default rate of only 1.8%, excluding Russia, Ukraine, and Chinese real estate.*
(See Figure 7.) Default rates in Latin America and the Middle East & Africa remained fairly low. However, the volume of bonds
trading at distressed levels is double the amount at year-end 2021,* and the war in Ukraine, global economic weakness, and tight
global financial conditions continue to pose significant risks to EM borrowers.

Opportunities

* Broad market weakness and negative sentiment may

create compelling buying opportunities: Investor
allocations to EM corporate bonds are at multi-year lows,
partly because crossover investors have been attracted by the
relatively high yields that can now be earned in developed
markets. This has caused a significant amount of EM debt,
including that of fundamentally sound issuers, to trade at
dislocated prices.

* Active management could be beneficial in this

challenging environment: Extensive credit analysis may
enable investors to identify securities that offer attractive
risk-adjusted return potential. EM capital markets are
demanding large new issue premiums from everyone except
blue-chip issuers. Companies that can generate consistent
cash flow may be well positioned in an environment where
access to U.S. dollar financing is limited.

I Risks

o Credit investors’ risk aversion may worsen already-

difficult market conditions: If the global economy slows,
outflows from EM debt retail funds may accelerate, and
primary market activity may not recover, increasing already-
elevated refinancing risks.

Developed market central banks may continue to tighten
monetary policy: If current tight financial conditions
worsen or persist longer than expected, EM countries

and companies may struggle to roll over and service debt
denominated in U.S. dollars.

Headwinds impacting EM economies could intensify:
The war in Ukraine, rising populism in Latin America, and
macroeconomic instability in Turkey could all erode investor
confidence in EM credit.

Figure 7: Default Rates in EM Corporate Debt Vary Significantly by Region
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Global Convertibles Market Conditions: 4Q2022

Return: 4.0%* | LTM Default Rate: 2.0%*

The asset class rebounded in 4Q2022: Global equity markets rose during the period, particularly in November, which caused
convertible bond prices to increase. The rally was primarily driven by (a) expectations that inflation may have peaked, (b)
optimism that the pace of Fed tightening could slow, (c) better-than-expected corporate earnings, and (d) China’s earlier-than-
anticipated economic reopening.

Growth-oriented equities underperformed: The convertibles market has significant exposure to high-multiple, high-growth
issuers, which recorded significant losses in 2022 due to rising interest rates and slowing economic growth.

Primary market activity was healthy in 4Q2022 but weak in 2022 overall:*” New issuance of convertibles globally totaled
$13.4bn across 31 new deals during the period. However, full-year issuance was well below the totals in 2020 and 2021.

I Opportunities I Risks

« The convertibles universe remains broad and diverse: « Numerous trends threaten to slow global economic
While primary market activity was limited for most of growth and weigh on equity prices: These include elevated
2022, robust issuance in the previous two years created an inflation, low consumer sentiment, tightening global
expansive opportunity set for those seeking to locate value. monetary policy, and geopolitical risk.

« Issuers may increasingly turn to the convertible bond « High-multiple equities remain vulnerable: Growth-
market in the coming year: Since the Global Financial oriented stocks may continue to weaken if U.S. interest rates
Crisis, issuance of high yield bonds has dramatically keep rising or remain elevated.

outpaced activity in the convertibles market. (See Figure
8.) However, higher borrowing costs in the high yield bond
market may now encourage issuers to turn to convertibles.
As more borrowers migrate toward this market, the quality
of new issuance should improve, potentially enhancing the
average risk/return profile in convertibles.

Figure 8: The High Yield Bond Market Ballooned as the Convertibles Market Stagnated
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Strategy Focus

Structured Credit Market Conditions: 4Q2022

Corporate — BB-Rated CLO Return: 6.4%* | BBB-Rated CLO Return: 4.8%*°

* Primary market activity was modest in 4Q2022: Issuance of collateralized loan obligations in the U.S. totaled $24.2bn in
the period, a slight decrease from the 3Q2022 level.*® Issuance in 2022 totaled $130.3bn, significantly lower than the $183.7bn
recorded in 2021.3! Primary market activity in Europe has been similarly muted: Just €6.1bn of CLOs priced during the quarter.
2022 issuance totaled €26.2bn, compared to €38.6bn in 2021.%

+ Risk appetite increased: The CLO market strengthened toward the end of the period, despite the challenging macroeconomic
background, and CLOs significantly outperformed fixed-rate asset classes.™

Real Estate — BBB-Rated CMBS Return: -2.7 %5

« Primary market activity has continued to slow: Issuance of commercial mortgage-backed securities in 2022 totaled $100.3bn,
compared to $157.1bn in 2021.° Issuance in 2023 is expected to total only $85bn.>

Yield spreads have continued to widen, with some exceptions: Rising interest rates — and, relatedly, rising mortgage rates

— weighed on commercial and residential real-estate-backed securities. Real estate debt was also negatively impacted by the
slowdown in economic activity. However, the yield spreads of high-quality CMBS tightened, partly due to the moderation in

inflation.
I Risks

I Opportunities

¢ BB-rated CLO debt tranches have many sources of
potential value: These instruments, and certain European
BBB-rated CLOs, have attractive structural and credit
enhancements as well as low sensitivity to interest rate
increases. Structured credit continues to offer higher average
yields than traditional credit asset classes. (See Figure 9.)

o Asset-backed securities in certain categories may provide
meaningful compensation for risk: Yield spreads for select
aircraft and auto-related ABS may offer attractive value.

« Weakness in real-estate-backed securities could create
compelling opportunities for disciplined investors: The
risk/return profiles for Single Asset Single Borrower CMBS
and non-qualified mortgage-backed securities have become
increasingly attractive. But we think maintaining disciplined
credit analysis and remaining senior in the capital structure
are extremely important in this challenging environment.

o CLOs have historically performed poorly during
bouts of equity market weakness: Performance could be
negatively affected by numerous factors, including high
inflation, tightening monetary policy, slowing global growth,
and geopolitical risks.

« Primary market activity in real-estate-backed securities

may remain limited due to widening yield spreads:
Declining property values and slowing economic activity
could exacerbate spread-widening. Issuers may be unwilling
to offer the yields demanded by investors, which would limit
the opportunity set.

Figure 9: Structured Credit Offers Higher Yields Than Most Traditional Debt
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Private Credit Market Conditions: 4Q2022

* Private credit has benefited from investor demand for floating-rate debt: Rising interest rates have made private debt with
floating rates appealing to investors, as coupons have increased. Floating-rate direct loans have historically performed well in
rising-interest-rate environments.

» Competition in private lending has declined: In 2H2022, many private lenders dramatically reduced their investment sizes or
ceased making new investments altogether.”” We suspect this is partly because the portfolios of many direct lenders are beginning
to show signs of weakness, as companies are facing declining revenues, shrinking margins, and high input costs. Furthermore,
banks have become less willing to extend fund-level leverage to direct lenders.

* The market has become less borrower-friendly: The reduction in the flow of capital into the asset class has forced borrowers to
use less leverage and offer higher coupons and stronger lender protections than they did at the beginning of 2022.

* Direct lending volume in Europe has declined but remains fairly healthy: While activity has slowed, the current level is
comparable to that seen in 2021 and above levels recorded in 2020.%

I Opportunities I Risks

* Hung loan syndications are morphing into private deals: ¢ Credit fundamentals in several sectors are deteriorating:
Banks are seeking to reduce risk on their balance sheets Consumer-facing companies are especially vulnerable, as it
and are thus selling many leveraged-buyout-related loans in has become challenging to pass through price increases to
the private market at attractive prices. Banks are unlikely customers. Cyclical industries are experiencing the most
to underwrite new LBOs until the banks’ balance sheets significant margin erosion.
stabilize. Direct lenders are beginning to fill the void created « Recession risk is increasing: If the U.S. economy contracts,
in the market. (See Figure 10.) private equity sponsors may not inject capital into struggling

« Pricing has increased and loan-to-value ratios have companies like they did in 2020-21. Sponsors may have
declined in new LBOs:* The cost of borrowing for new already met their investment caps or believe they won’t earn
and existing LBOs rose in 2022, given widening spreads, a sufficient return.
rising base rates, and market dislocation. In the case of new « Tightening monetary policy could negatively impact the
deals, financial sponsors have been increasing their equity lending environment: Higher interest rates may discourage
commitments beyond the typical 40% of enterprise value. new borrowing and make it challenging for current

« Rescue lending opportunities are increasing: The borrowers to refinance or extend their debt. This situation
opportunity set could expand further if the economy could make defaults more likely.
continues to weaken and asset prices fall. « High inflation may persist longer in the UK than in other

« Opportunities in the non-sponsored market remain major economies: The Bank of England has warned that
attractive: Average pricing and terms are superior to those inflationary pressures may remain elevated, partly due to the
in the sponsor-backed market.* country’s trade issues and limited energy storage capacity.

Thus, the BofE may have to keep monetary policy restrictive
for longer than other central banks, increasing the risk of a
significant recession in the UK.

Figure 10: Direct Lenders Are Accounting for a Larger Share of Deal Volume
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Return: 3.5%°%’
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Market Conditions: 4Q2022

* The asset class strengthened in 4Q2022, largely because inflation slowed and investors grew increasingly optimistic that
the Fed’s rate-hiking cycle would soon be complete: U.S. Treasury yields remained relatively unchanged over the period.®
While the Fed continued to increase interest rates, these hikes were well telegraphed, and Fed Chair Jay Powell also indicated that

the pace of tightening would likely slow.

* Yield spreads narrowed during the period: Third-quarter corporate earnings were better than feared and investors continued
to price in expectations of only a mild economic slowdown. The average yield spread in the asset class was roughly 140 bps at
quarter-end, down 30 bps from the end of September but still up 40 bps for the year.®

+ Higher-quality credits have been resilient: Yield spreads of A-rated credits have widened less significantly than those of lower-
rated debt.** At quarter-end, the average price of A-rated bonds was near 90 cents on the dollar, and the yield-to-maturity was

roughly 5.3%.%

I Opportunities

* Investment grade corporate debt yields rose significantly
in 2022: Although yields declined slightly during the quarter
(by roughly 20 bps), yields in the asset class ended the
quarter at 5.5%.% (See Figure 11.)

« Rising recession risk may make investment grade debt
attractive on a relative basis: Investment grade debt is
likely to outperform high yield bonds if widening yield
spreads — as opposed to rising Treasury yields — prove to be
the primary driver of performance in credit markets in 2023.

« Defensive sectors could potentially offer compelling value
if the economy deteriorates: Sectors such as consumer

staples typically outperform more growth-oriented sectors
during economic downturns.

I Risks

« Inflation may remain elevated, putting pressure on the
Fed to continue hiking interest rates: Tighter monetary
policy and slowing economic activity should continue to

temper inflation, but uncertainty remains about how quickly
inflation will fall.

« High input costs and slowing economic growth could

weigh on corporate earnings: Issuers’ fundamentals remain
fairly robust on average, but margin compression could
negatively impact credit metrics and lead to credit rating
downgrades and mark-to-market weakness.

Figure 11: Investment Grade Bond Yields Have Spiked as U.S. Treasury Yields Have Risen
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