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« A combination of global inflation showing signs of
cooling, better-than-expected corporate earnings, and
an apparent end to DM hiking cycles saw Global High
Yield return in the low teens for 2023.

« Even with a refinancing wave coming, lack of large
problem sectors and the presence of a private credit
backstop make us expect a longer, but shallower
defaults cycle this time, with N12M expected defaults
for USHY at 8.0-35%, and EUR HY at 2.0-2.5%.

« At 384 bps at the end of the year, GHY spreads are
now quite rich and leave little cushion for downside
outcomes — so, use rally in November and December
to take profits. Yields at 7.5% are still at reasonably
healthy levels and total-return-oriented investors need
not position too conservatively.
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Global High Yield spreads ended the quarter tighter by 54 bps in the wake of resilient economic
data, a dovish pivot by the Fed, a strong rally in DM equities, a continued decline of the 10yr US
Treasury yield off its highs, and the VIX dropping below 15. Over the year, spreads tightened by
131 bps overall, as concerns earlier in the year about US regional banks’ frailties and worries of a
synchronised DM recession retreated — and successive prints of declining inflation data, dovish
central bank rhetoric, and still resilient growth — caused investors to price-in an earlier and
more aggressive easing from DM central banks in 2024 and increased probability of a
soft-landing outcome.
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Both the rates component and the spread component aided total returns both in Q4 and the
year 2023, as a powerful Q4 rally in rates flipped back losses over the summer. Lower quality
maintained its lead for the year in excess return terms (BB: 6.6%, Single-B: 9.5%, CCC & Lower:
13.3%). All industries except one, were up on the year in excess return terms — with the highest
from Leisure (12.4%) and Retail (11.3%). The outlier was Real Estate (-4.4%), which had been

hit by some names in China’s property sector melt-down, as well as the recent higher interest
rate environment.

Gross issuance in 2023 for US HY totaled $174.7bn, and for EUR HY they totaled €48.0bn —
even though these numbers are ahead of equivalent 2022 values, it has been a below average
year for primary market activity, if we look at past 5 years. Net issuance numbers come out to
be even smaller, at $56.2bn for US HY and €3.0bn for EUR HY.
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US HY Realized default rate was 2.4% L12M, and YTD’s US HY combined bond and loan total

of $83.7bn defaults/distressed exchanges ranks as the fourth largest annual total on record.
European HY defaults have seen a pickup from ultra-low levels as well, following two large capital
structures defaulting, and some distressed exchanges — with L12M par default rate moving to
1.5%. While still below longer-term averages, they have been slowly creeping up ever since 2022
as impact of tighter financial conditions push distress up among the most leveraged issuers.

Rising stars have significantly outpaced fallen Angels YTD in both US ($124.7 bn vs 14.2 bn) and
EURHY (€23.2 bn vs €71 bn), a modestly supportive technical for the market, as it has reduced
overall net supply, acting as a cushion for rather weak flows in US HY (-$7.9bn YTD) and flat flows
in EUR HY (+€1.7 bn YTD).

Outlook

Figure 4a
Fundamentals Face
a Deterioration from
Strong Levels —

US HY

Il EBITDA, L12M % Change

I Interest Coverage Ratio
(x) (RHS)

With no clear indications of a traditional US recession (involving a big rise in unemployment and

a fallin consumer spending) in sight, and given the unusual nature of this cycle whereby inflation
has already slowed much more than wage growth, nudging central banks on to the path of earlier/
faster rate cuts — we believe that the macro backdrop is quite benign.

In terms of fundamentals, HY balance sheets in 3Q have started to show slow signs of
deterioration from a strong position. L12M EBITDA growth has seen a significant decline to just
under 1% now, and EBITDA margins have seen an erosion as well. Net leverage at 3.7x is now off
arecord low (3.3x) albeit still below where it stood pre-pandemic, and the long-term average
(4.0x). Growth in interest expense has led to a continued decline in coverage ratios to 4.5x,
coming quickly off 4Q22’s record high (5.7x). Similar trends were seen across European issuers
as well, with the interest/debt ratio for the median EUR HY issuer reaching 5.8%, the highest
reading since 2016. Coverage ratios for the median issuer declined as well by 0.4x qoq, to 4.7x,
respectively, with an increasing portion of HY issuers reporting deteriorating metrics versus last
year. (Source: BofA, Morgan Stanley).
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A reasonably strong summer for primary market activity this year saw some 2024 and 2025
maturities being addressed, but a bulk is still ahead of us with a significant % of Global HY debt
set to retire by 2025 and 2026 ($553 bn of global HY), which may prompt imminent refinancings
as 2025 maturities will go current on balance sheets this year, and issuers typically prefund 12-
to 18- months before maturity. In contrast to what we’ve experienced in 2023, when corporates
had some time-cushion to wait for a period of lower costs, the impending maturity hurdle
suggests that they may be more compelled to act this time around. Even though the market

has been willing to fund companies at high coupons as long as there is no credit freeze, higher
funding costs (even as softer data and more dovish Fed commentary has convinced markets
that borrowing costs will fall into next year, it remains unlikely that rates will return to the sub-3%
average (on the US 10y) we've seen since the GFC) and refinancing needs will keep the default
cycle longer but less intense, as the growth in private credit in this cycle has proved to be an
important buffer/backstop — especially for weaker-quality companies, given the certainty of
execution and flexibility in debt structuring there.
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Figure 6
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Without a significant, large problem sector in either US or EUR HY, an unambiguous severe
downturn in macroeconomic data, or an immediate risk-off trigger shutting down issuer access
to primary markets — we don't see cause for default rates to spike up into the mid-to-high single
digits, but believe this cycle will carry a lower peak than previous recessions. The moderate but
steady distress levels of around 7-10% through 2023, which has persisted even through the
recent rally (Fig 7) corroborates our view, and a subjective observation of the default watchlist
and the most distressed names — indicates that the next 12M expected defaults in US HY would
be in the 3.0-3.5% range. Even though EUR HY has been a very low default market in the past
decade, the pick-up in distress among Real Estate issuers, a sector which has now grown to 4% of
the euro high yield index by MV% tells us that the next 12M expected defaults in EUR HY could be
in the 2.0-2.5% range.
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Source: Bloomberg. US depicts: Senior Loan Officer Opinion Survey on Bank Lending Practices for Commercial and
Industrial Loans for large and medium firms. Eurozone depicts: ECB Bank Lending Survey for change in Credit Standards
Lending to Businesses. As of 31 December 2023.
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Figure 7b
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of Medium Levels
of Distress
EURHY

Hl | 12M Default Rate

[0 Distress Ratio (RHS, Shifted
by 3 Quarters)

I Defaults at Current Level
of Distress

25

Percent Percent 1100

Sep Jun Apr Jan Nov Sep
2005 2009 2013 2017 2020 2024

Source: BofA. As of 30 September 2023.

The biggest near-term risk to Global High Yield now is from an unwinding of the perfect
goldilocks outcome for 2024 that markets had priced in. This is particularly relevant, given
recent propensity for elevated cross-asset correlations (rates and spreads moving in tandem).
Global HY spreads of 384bps are only at the 22nd percentile of all-time, and spreads alone
seem rich and don’t seem to compensate enough for probable bearish outcomes. However,
reasonably strong starting points of balance sheets in this cycle, improved ratings quality of the
asset class compared to history, lack of huge volumes of credit negative transactions — such
as new buyouts or dividend recaps this cycle, and all-in yields at around 7.5% do provide reasons
to attract total return-oriented investors. Existing investors may be better off tactically taking
profits after the rally in November and December and moving to cash, and new investors are
recommended to wait for better entry points into the asset class, when sentiment and positioning
is less stretched.

Conclusion

With the strong rally in November and December, Global HY seems to have moved over into a
territory of delicate balance where still reasonably high yields offer a decent amount of carry and
rolldown given the index’s short duration — but a combination of the lateness of the credit cycle
dynamics, pressure to refinance which would remain a drag on balance sheet liquidity, weakening
credit metrics and tight spreads might mean the return from carry and roll may not be sufficient
to offset drawdowns from a wider spread and higher rate environment — which can materialise
due to a high degree of uncertainty surrounding the economic outlook, as well as any unexpected
threat in inflation’s progress towards central bank targets. We recommend taking profits/waiting
in cash to deploy capital into HY at better spread levels, at this stage-for taking cyclical risk.

STATE STREET fovistes

Global High Yield — 2023 in Review 7



About State Street
Global Advisors

For four decades, State Street Global Advisors has served the world’s governments,
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to create cost-effective solutions. And, as pioneers in index, ETF, and ESG investing, we are
always inventing new ways to invest. As a result, we have become the world’s fourth-largest
asset manager* with US $3.69 trilliont under our care.

* Pensions & Investments Research Center, as of December 31,2022.
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Investing involves risk including the risk of loss
of principal.

The whole or any part of this work may not be
reproduced, copied or transmitted or any of its
contents disclosed to third parties without
SSGAS express written consent.

The information provided does not constitute
investment advice as such term is defined
under the Markets in Financial Instruments
Directive (2014/65/EU) or applicable Swiss
regulation and it should not be relied on as such.
It should not be considered a solicitation to buy
or an offer to sell any investment. It does not
take into account any investor’s or potential

investor’s particular investment objectives,
strategies, tax status, risk appetite or
investment horizon. If you require investment
advice you should consult your tax and financial
or other professional advisor.

Allinformation is from SSGA unless otherwise
noted and has been obtained from sources
believed to be reliable, but its accuracy is not
guaranteed. There is no representation or
warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions
based on such information and it should not be
relied on as such.

Bonds generally present less short-term risk
and volatility than stocks, but contain interest
rate risk (as interest rates raise, bond prices
usually fall); issuer default risk; issuer credit risk;
liquidity risk; and inflation risk. These effects are
usually pronounced for longer-term securities.
Any fixed income security sold or redeemed
prior to maturity may be subject to a substantial
gain or loss.

Investing in high yield fixed income securities,
otherwise known as “junk bonds”, is considered
speculative and involves greater risk of loss of
principal and interest than investing in
investment grade fixed income securities.
These Lower-quality debt securities involve
greater risk of default or price changes due

to potential changes in the credit quality of

the issuer.

The trademarks and service marks referenced
herein are the property of their respective
owners. Third party data providers make no
warranties or representations of any kind
relating to the accuracy, completeness or
timeliness of the data and have no liability for
damages of any kind relating to the use of
such data.
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clients (this includes eligible counterparties as
defined by the appropriate EU regulator) who
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experienced in matters relating to investments.

The products and services to which this
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and is classified as a ‘Marketing
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Markets in Financial Instruments Directive
(2014/65/EV) or applicable Swiss
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