Global Credit outlook for 2023

Fundamentals remain
broadly supportive
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Perhaps most importantly of all, following the widening in

credit spreads and an increase in ‘risk free' rates (comparable
government bond yields) over the past year, prospective ‘all in’
yields from credit have risen to their highest levels for a decade.
Now might therefore be an attractive entry point for long-term
investors, particularly given valuations of asset classes that have
not revalued as substantially. In our view, the improved prospective
return profile of corporate bonds and the structural benefits of the
asset class versus comparable equities places credit in a strong
position to perform relatively well in the period ahead.

We expect credit risk to remain the primary driver of spreads

in the year ahead, as fundamentals adjust to persistent and
evolving uncertainties. There are tail risks to be mindful of,
including geopolitical tensions between the US and China
(regarding Taiwan), the ongoing conflict in Ukraine, and the
possibility of policy error as central banks aggressively strive to
tame inflation. All of these - and others - demand caution with
portfolio positioning, although these challenges will present
opportunities as well as risks for active managers to exploit.

Encouragingly, we are still seeing more upgrades than
downgrades from major credit rating agencies, although the rate
of upgrades has been moderating most recently. Defaults have
risen from historically low levels and we expect them to increase
back towards long-term averages. Defaults are expected to

pick up most meaningfully in China, emerging markets and

parts of Europe although again, skilled analysts able to identify
deteriorating issuers early should help active managers avoid
some of these potential pitfalls.

The prospect of regulatory change remains a risk for Chinese
issuers, as does a moderating outlook for economic growth.
China is struggling to balance a zero Covid policy and associated
lockdowns with a desire for growth to rebound back towards
pre-pandemic levels. For emerging markets more broadly,
higher interest rates are acting as a strong headwind and could
continue to adversely affect growth and liquidity. In Europe, the
lingering conflict in Ukraine continues to cloud the outlook for
firms, particularly given the possibility of a damaging energy
crisis in the winter months.

Separately, companies have ‘termed out” debt levels effectively
on the whole. Ample capital has been raised over the past

three years through new bond issuance, as companies took
advantage of historically low borrowing costs. Many firms have
issued bonds with relatively long maturities, thereby reducing
refinancing risk. A large number of companies will not be required
to raise additional capital or refinance existing bonds for many
years, meaning higher borrowing costs are not currently a
concern. Of course there are parts of the market that this is less
so including very low rated European companies and floating rate
loan borrowers who are more exposed to the prevailing market
conditions and costs.

1. Source: Bloomberg 3 December 2022, covering the period 1January 2022 to 3 December 2022



The outlook for central bank policy seems likely to remain the
dominant driver of sentiment and volatility in financial markets more
broadly, with concerns that substantial policy tightening in the face
of spiralling inflation will strangle growth and push major economies
into recession. Inflation readings in the US have recently seen a
reversal in direction, signalling that the peak may have passed and
that further softening could be on its way. In line with this, we expect
both commodity and energy prices to ease early next year even if
core inflation remains sticky for a while longer. While a moderation
in company profitability is possible against this background, as
outlined above, debt refinancing requirements are expected to
remain manageable in the period ahead. Most companies should
have time to prepare for higher borrowing costs.

Valuations appear fair, especially relative
to otherrisk assets

From a valuation perspective, we believe that credit offers better
value than 12 months ago following a year of spread widening.
Credit valuations are currently close to long-term averages in

the US, albeit above average levels during previous recessions,
but are already edging towards recession levels in Europe.
Essentially markets have broadly priced in the risks outlined above,
which should provide reassurance for potential investors.
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