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5 reasons to invest in US high yield

Key takeaways

e The US high-yield market appears healthier and more stable than
it has been in many years.

e Solid economic fundamentals should keep default rates relatively
low.

e Given recent yields of more than 8%, the risk of rising rates is
mitigated by the high yield and coupons.

High yield is finally deserving of its name again. The high-single-digit yields that
the sector is offering are renewing investor interest in this asset class, even as the
spectre of a recession raises some concerns. We do not believe in timing this
market.

History shows that when yields rise to the high-single-digit range, they tend not
to stay that elevated for very long, as the discounted price and higher yields tend
to draw in a broader cross section of investors. The carry (interest earned) that
the high coupon provides also helps mitigate the risk of return volatility.

High-yield investors also benefit from cash flows arising from calls and tenders.
This creates an ability to redeploy that cash in opportunities at potentially higher
yields.
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We discuss here five factors that make the case for investing in US high yield and
how we are approaching this market in a period of economic uncertainty, as well
as when macro factors are having a large influence on markets.

There is no doubt that we are in an uncertain economic environment. We could
also be in a recession that is in large part the result of the US Federal Reserve
(Fed)'s aggressive stance on fighting inflation. As expected, the Fed raised
interest rates by 75 basis points (bps) at its September meeting. But how soft or
shallow will the recession be?

If the Fed's actions are not successful in bringing down inflation, or if they push
the economy into a longer, deeper recession, the high-yield market — and credit
and risk assets more broadly — could face a bumpy ride.

One could argue that the negative scenario is reflected in prices already, given
that returns for most areas of fixed income were in the negative high single digits
through the end of August this year. On the other hand, if the Fed manages a
“softer landing,” high-yield bonds could rally. Thus, it may make sense for
investors to consider building exposure to high yield. We believe several areas
of the market could be resilient. In this environment, our focus is on quality.

1. Stronger fundamentals and lower issuance support valuations

Even with a softer macroeconomic backdrop, the US high-yield market appears
healthier and more stable than it has been in many years. We have a weaker
economic environment but a stronger asset class, and the combination has
resulted in yield spreads of around 480 bps that are in line with historical
averages, bringing the yield-to-worst on the benchmark Bloomberg US
Corporate High Yield 2% Issuer Capped Index to 8.4% as at the end of August.

High-yield spreads and yields are in line with their long-term averages

OAS (bps) Yield to worst (%)
2,000 25

— QAS U.S, high yield - 2% issuer cap

1,600 — YTW U.S. high yield - 2% issuer cap 20

1,200

OAS Historical
average: 513 bps

400

0
2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022

Data as at 31 August 2022. OAS: option adjusted spread, YTW: yield-to-worst. Source: Bloomberg

A second positive factor is the absence of near-term large-scale refinancing

requirements. Savvy corporate management teams have tapped into the low-
rate and favourable credit environment of the past few years to complete their
financing requirements. Especially in 2021, companies were able to refinance
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their near-term debt at exceptionally low yields and push maturities out by
several years.

As a result, corporate borrowers have entered this period of rising rates with
financing that has been locked in for a few years. Because of that, many can sit
on the sidelines today and do not need to issue new debt at prevailing higher
rates. Many companies don't need to tap capital markets or refinance until 2025,
so the volume of issuance could remain low for at least another year, unless rates
fall or high-yield spreads tighten.

Year-to-date through August, there has been about US$92 billion in high-yield
issuance, compared to approximately US$366 billion for the same period last
year."! So, the opportunity set for us has shifted to the secondary market, where
we are looking at relative value across capital structures and between issuers in
the same industry, or even between industries.

We are concerned about the lower-rated segment of high-yield companies that
were waiting for their own prospects to improve before refinancing their debt.
These firms may have missed the window to capture the lowest rates. While they
represent a small segment of the high-yield market today, they also present us
with opportunities to find solid companies seeking fresh capital that will now
have to come with higher coupons.

Many borrowers have time to refinance and are sitting on the sidelines
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Data as at 30 June 2022. lllustrates dollar volume of high yield bonds maturing in calendar years
2022 through 2030. Source: Bloomberg

2. Default rates are likely to remain low

Also supporting the high-yield asset class are solid economic fundamentals,
which should keep default rates relatively low. At less than 1%, the latest 12
months’ default rate is very low by historical standards. When we evaluate future
default probabilities, we consider the amount of bonds that are trading at
distressed levels, because this can be an early indicator of future defaults. Today,
distressed debt as a percentage of the high-yield universe is in the mid-single

1. Data as at 31 August 2022. Source: Refinitiv
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digits. Based on this metric, while we do expect the default rate to rise from very
low levels, we do not expect a spike in defaults.

Another factor that we consider is the universe of high-yield debt that is rated
triple-C or below. This too, is around historical lows at about 12% of the high-
yield market, compared to 20% in December 20072, prior to the recession
following the global financial crisis. So, when we combine these three
parameters — historically low default rates around 1%, triple-C and below-rated
securities at about 12% of the market, and distressed debt stock in the mid-
single digits as a percentage of the universe — it presents an overall supportive
credit picture for the high-yield market.

High-yield default rates are near historic lows
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Data as at 31 July 2022. Trailing 12-month results. Source: JPMorgan

3. Contagion risk from leveraged loan market is limited

The relationship between the high-yield and leveraged loan markets has evolved
over the past decade. Historically, companies might have issued floating-rate
loans as part of the secured portion of their capital structure, and separately
issued fixed-rate unsecured bonds in the high-yield market. Today, many
companies — often backed by private equity — that would have come to the high-
yield market to finance themselves, have instead chosen to issue solely in the
leveraged loan market. So, a lot of the risk traditionally associated with high-yield
bond investing has migrated to the leveraged loan market. (Both the leveraged
loan and private credit markets have expanded so rapidly that, today, their size is
similar to that of the high-yield market.)

Companies that are tapping both the high-yield and the leveraged loan markets
tend to be higher quality, larger firms issuing loans in conjunction with high-yield
bonds, rather than to finance their entire capital structures. As a result, the high-
yield market now is made up of stronger companies, based on credit ratings,
and is also less exposed to private equity portfolio companies (which can be the
most aggressively financed issuers in the debt markets).

2. Data as at 31 August 2022. Source: FAMIS
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Companies that are seeking to be upgraded to investment-grade (BBB/Baa and
above) can be attractive because they not only present an opportunity to earn a
high coupon today, but can also benefit from the price appreciation that often
comes from a rating upgrade as and when it occurs. Several large issuers in the
high-yield market today have only been high-yield issuers since they were
downgraded from investment grade during the onset of the COVID-19
pandemic in 2020, and they seek to return to the investment-grade market. In
many high-yield portfolios, we also have the flexibility to hold issues rated BBB
once they are upgraded, so there's nothing forcing us to part ways with many of
these rising stars. In light of the current economic environment, we are focused
more on higher-quality companies that have the potential to weather a longer,
more pronounced recession, and there are more of these than ever in the high-
yield market.

Credit risk has migrated to the leveraged loan market
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Data as at 30 June 2022. High Yield represented by the Bloomberg US Corporate High Yield 2%
Issuer Capped Index. Leveraged loans represented by the S&P/LSTA Leveraged Loan 100 Index.
Source: Bloomberg, S&P/LSTA



High yield debt versus private debt

e Due to the low yield environment, flows into private debt steadily
increased over the last decade as investors sought higher returns in
alternative and less liquid asset classes. The prospect of rising rates is
another factor that has driven investors towards private credit markets.
However, an important consideration is the higher credit risk associated
with the asset class.

e Based on data from the Economist, there is about US$1.4 trillion of capital
sitting in private credit as at March 2022. This is mainly driven by direct
lending which has accounted for 40% of total fundraising in the last five
years. The growth of the direct lending market has also stemmed from the
deleveraging of the banking sector which reduced its provision of credit
to the economy following tighter regulation. This resulted in much more
stable banks relative to the private market which absorbed the need for
leverage.

e Given private credit is not marked-to-market it has held up better than
public credit. For example, US high yield bonds, which are marked-to-
market daily, sold off aggressively on the back of central bank monetary
tightening that occurred this year.

e US high yield bonds are now offering a yield of 8.8%* whereas direct
lending deal pricing has not moved much even when broader credit
markets sold off due to recession fears and tighter financial conditions.
Therefore, public debt now looks more appealing to investors, particularly
adjusted for the liquidity premium. Indeed, public debt markets offer
better liquidity than private debt where capital can be tied up for up to 10
years.

e The comparison with high yield bonds, however, is not a perfect like- for-
like one as private deals typically have floating interest rates, but even
when comparing to the syndicated loan market (also known as bank
loans), direct lending rates are now often lower than these floating rate
instruments.

e Given private credit really took off following the global financial crisis - to
replace the lack of credit from the banking sector - these private
companies have not gone through a proper default cycle and have not
been tested in a rising rate environment. The COVID-19 pandemic was
the only significant default period, but it was relatively short due to
government intervention. In addition, even if private companies had the
lowest default rates in three out of the four quarters in 2020, this was
because some private lenders quickly amended covenants to avoid
default by either infusing additional capital in exchange for equity,
leveraging payment-in-kind securities, or extending payment maturities;
this is often considered a default event in public markets.

* As at 21 September 2022. As measured by the yield-to-worst for the Bloomberg US
Corporate High Yield 2% Issuer Capped Index
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4. Finding value across a spectrum of industries

Telecommunications has been a large part of the high-yield universe for many
years. Another historically large segment, consumer discretionary credits such as
lodging, gaming and cruise lines, saw their valuations recover with the
reopening of the economy following the pandemic. We remain selective in these
sectors given the uncertain economic outlook and the leverage that issuers in
these sectors took on while they were shut down during the pandemic.

We see value in certain subsectors that represent a smaller part of the high-yield
market, such as asset managers and insurance brokers. Given the recurring
revenue models, these types of businesses have the potential to do better than
the more cyclical issuers in a soft economy or a rising rate environment. Many of
these companies have had predictable cash flows, whether through
management fees earned on the assets under management or via commissions
earned from the sale of insurance products.

Investment time horizons matter

Rolling Excess Returns since 2002:
Bloomberg U.S. Corporate High Yield 2% Issuer Capped Index vs. Bloomberg U.S. Aggregate Index
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Data as at 31 August 2022. Data incorporates the one-year, three-year and five-year rolling monthly
periods between January 2002 and August 2022. Source: Bloomberg

5. Energy sector fundamentals have improved

Over the past decade, the energy segment of the US high-yield market grew
rapidly as issuance to finance oil/gas exploration and production ballooned. But
when oil prices fell, many of those companies were forced to restructure their
debts and cut back on capital spending. This wave of defaults is now behind us
and the energy segment is now much smaller than it was at its peak.

Today, the energy segment is the healthiest it has been in many years. As
balance sheets have improved, capex plans have been curtailed, and oil/gas
prices have surged, energy has been the best-performing subsector within the
Bloomberg US Corporate High Yield 2% Issuer Capped Index. Elevated oil/gas
prices and restrained spending on exploration and production have transformed
this segment from cash-burning to massively cash-generating, and management
teams appear laser-focused on protecting their now-healthy balance sheets. And
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so, while the sector is still cyclical, we view it as less risky today and it also
features a larger number of high-quality companies in which to invest.

Bottom line

Assuming a duration of four years, given a 100-basis-point rise in interest rates, a
high-yield fund would be expected to lose 4%. However, given recent yields of
more than 8%, the risk of rising rates is mitigated by the high yield and coupons.
Of course, additional factors could impact losses that a fund experiences.

In our view, the goal of investing in high yield is to try to manage the risks that
are inherent in lower quality, lower rated companies and be appropriately
compensated for the risk we take. At the same time, we are careful not to be too
cautious and give up yield opportunities along the way. It is not advisable to try
to time the high-yield market. We believe that investors willing to maintain a
long-term perspective should consider a strategic allocation to US high yield as
part of an income-producing fixed income portfolio and can also be
opportunistic in broader multi-sector and core plus portfolios, depending on
fundamentals, valuations and investor goals.
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with Capital Group for five years. She holds an MBA from the
University of Southern California and a bachelor's degree in
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based in Los Angeles.

Peter Becker is an investment director at Capital Group. He has 25
years of industry experience and has been with Capital Group for
three years. He holds a master's degree from The Ingolstadt School
of Management. He also holds the Chartered Financial Analyst®
designation. Peter is based in London.

Flavio Carpenzano is an investment director at Capital Group. He
has 17 years of industry experience and has been with Capital
Group for one year. He holds a master's degree in finance and
economics from Universita Bocconi. Flavio is based in London.




Risk factors you should consider before investing:

e This material is not intended to provide investment advice or be considered a personal recommendation.

¢ The value of investments and income from them can go down as well as up and you may lose some or all of your
initial investment.

¢ Past results are not a guide to future results.

o If the currency in which you invest strengthens against the currency in which the underlying investments of the fund are made,
the value of your investment will decrease. Currency hedging seeks to limit this, but there is no guarantee that hedging will be
totally successful.

¢ Risks may be associated with investing in fixed income, emerging markets and/or high-yield securities; emerging markets are
volatile and may suffer from liquidity problems.

Statements attributed to an individual represent the opinions of that individual as of the date published and may not necessarily
reflect the view of Capital Group or its affiliates. While Capital Group uses reasonable efforts to obtain information from third-party
sources which it believes to be reliable, Capital Group makes no representation or warranty as to the accuracy, reliability or
completeness of the information. The material is of a general nature, and not intended to provide investment, tax or other advice,
or to be a solicitation to buy or sell any securities. It does not take into account your objectives, financial situation or needs. Before
acting on the information you should consider its appropriateness, having regard to your own investment objectives, financial
situation and needs.

This communication is issued by Capital International Management Company Sarl (“CIMC"), 37A avenue J.F. Kennedy, L-1855
Luxembourg, unless otherwise specified, and is distributed for information purposes only. CIMC is regulated by the Commission
de Surveillance du Secteur Financier (“CSSF” - Financial Regulator of Luxembourg) and is a subsidiary of the Capital Group
Companies, Inc. (Capital Group).

In the UK, this communication is issued by Capital International Limited (authorised and regulated by the UK Financial Conduct
Authority), a subsidiary of the Capital Group Companies, Inc. (Capital Group).

In Switzerland, this communication is issued by Capital International Sarl (authorised and regulated by the Swiss Financial Market
Supervisory Authority FINMA), a subsidiary of the Capital Group Companies, Inc.

In Hong Kong, this communication is issued by Capital International, Inc., a member of Capital Group, a company incorporated in
California, United States of America. The liability of members is limited. In Singapore, this communication has been prepared by
Capital Group Investment Management Pte. Ltd., a member of Capital Group, a company incorporated in Singapore. This
advertisement or publication has not been reviewed by the Monetary Authority of Singapore. Neither has it been reviewed by any
other regulator.

In Australia, this communication is issued by Capital Group Investment Management Limited (ACN 164 174 501 AFSL No. 443
118), a member of Capital Group, located at Level 18, 56 Pitt Street, Sydney NSW 2000 Australia.

All Capital Group trademarks are owned by The Capital Group Companies, Inc. or an affiliated company in the US, Australia and
other countries. All other company and product names mentioned are the trademarks or registered trademarks of their
respective companies. © 2022 Capital Group. All rights reserved. CR-426029 EAAU
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