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Improving fundamentals  
Fundamentals have continued to 
recover alongside vaccination efforts 
and reduced Covid restrictions, as well 
as fiscal and monetary accommodation 
driving increased general economic 
activity. We expect these factors 
to continue to support improving 
fundamentals going forward, but 
with lessening incremental impact. In 
addition, many companies significantly 
cut costs and improved operating 
efficiencies during the pandemic. 
While some of these savings will 
likely prove temporary as economic 
activity continues to accelerate, 
the overall reduction in cost base 
should help companies continue to 
maintain strong margins. As a result, 
the trajectory of corporate earnings 
should remain positive and handily beat 
weak year-over-year comps and reach 
pre-pandemic levels in many sectors. 
Capital spending growth has been 
muted overall but will likely pick up as 
the recovery continues.

Pandemic recovery pains 
The quick paced economic reopening 
has led to headwinds such as worker 
shortages, inflationary pressures, 
higher commodity prices, and supply 
chain disruptions that continue to be 
felt in many sectors. Industrial sectors 
such as autos, steel, and chemicals 
are experiencing depleted inventories 
which is supporting pricing power. 
While we expect most of these issues 
to be transitory, they will have varying 
degrees of impact on corporate 
earnings as we move through the 
remainder of the year. We think the 
impact could be a bit longer lasting for 
industrials, extending the duration of 
their recovery as they strive to meet 
rising demand.

Balance sheet repair, low default rates, 
ratings recovery 
We believe corporate leverage ratios 
should also continue to improve, but 
this will continue to reflect much 
improved earnings rather than nominal 

debt reduction. While debt levels are 
elevated due to heavy borrowing at 
low interest rates, companies continue 
to carry high cash balances relative 
to historical levels which provides an 
incremental buffer to any potential 
lapse in the recovery. Having said that, 
we are beginning to see increased 
share buybacks and M&A activity that 
could constrain the degree of overall 
improvement in credit fundamentals. 
With much improved liquidity, access 
to capital, and economic activity, 
we continue to expect default rates 
will remain low. Rating agencies 
have responded with upgrades now 
outpacing downgrades, and we see the 
potential for several rising stars starting 
next year.

Recovery laggards, lasting impacts 
While we expect most sectors will 
continue participating in the recovery, 
there remains pockets of weakness 
that will take longer to reach pre-
pandemic levels. Exposed sectors such 
as travel, leisure, lodging, gaming, 
retail and refining have benefited 
from vaccination efforts and eased 
restrictions but are examples where the 
recovery will likely remain protracted. 
Clarity on temporary versus permanent 
changes in consumer confidence, 
buying and travel habits, and the future 
of work all will take time to develop. As 
a result, we remain focused on liquidity 
and the path to recovery for the most 
at-risk, lower quality companies.

Credit Fundamentals

We are entering 
the second half 
of this year with 
positive expectations 
driven by our 
belief that overall 
economic recovery 
will continue, 
supported by a 
further reopening 
of economies 
and increased 
normalization of 
economic activity. 
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Bank loans

For the second half of the year, our 
outlook for bank loans is for coupon-
like returns with modest upside, or 
around 2-2.25%. While we aren’t 
seeing great valuations at the moment, 
and the LIBOR component of the 
coupon isn’t expected to rise yet in 
the second half, there are also limited 
catalysts for a sell-off at this point—
given the strong technical backdrop, 
decent fundamentals and strong 
sentiment for the floating rate asset 
class given inflation concerns. As such, 
Aegon Asset Management is fairly 
neutral on bank loans with a positive 
bias for the second half of the year.

Fundamentally, we expect to see 
improving earnings on a year-over-
year basis—partly due to easy 
comparables—and a continued positive 
rating agency upgrade/downgrade 
ratios. We are watching rising 
commodity and input costs that could 
hurt margins. However, most companies 
have the ability to pass through prices 
given the strong top-line environment 
and supply chain constraints resulting in 
shortages. The fact that every company 
is dealing with the same issues is 
resulting in less pushback than normal 
for firms to raise prices. A constraining 
factor on our positive fundamental view 
are the lender unfriendly action that is 
occurring in the primary market, which 
is ranging from aggressive dividend 
deals, leveraging acquisition moves and 
highly levered leveraged buyouts (LBOs) 
as private equity sponsors are forced 
to pay high multiples in the current 
environment to buy businesses. 

The fundamental recovery witnessed 
in the first half of this year and much 
lower CLO liability spreads than in 2020 
has helped the collateralized loan 
obligation (CLO) market roar back to 
strength with new CLO creation poised 
for a record year. CLOs account for 
more than 70% of the buyer base. That 
strength has led to a strong underlying 
bid for bank debt all year long, and we 
expect that to continue.

Defaults have surprised to the 
downside in the first half of 2021, and 
we expect to see that dynamic continue 
in the back half, with defaults ending 
in the 1-2% range on a par-weighted 
basis. Issuers are awash in liquidity 
after raising incremental debt or equity 
in 2020 and have largely pushed 
out maturities to 2024 and beyond. 
However, there is a negative side effect 
of all the liquidity deals in 2020, and 
that is a sizable increase in secured 
debt levels that will likely make it more 
difficult for these companies grow back 
into their bloated capital structures and 
could result in lower recoveries on loan 
defaults in the future. 

Technicals and sentiment should remain 
supportive as demand is expected to 
outpace supply in the last half of 2021. 
Retail inflows have been positive all 
year (24 straight weeks thus far). Given 
the macro discussion around inflation 
and eventual Fed tapering, we expect 
those flows to continue. As previously 
mentioned, CLO demand is strong 
and should hold up. Also, the primary 
calendar is expected to be lower in the 
second half of the year compared to the 
first half (which surprised to the upside) 
and there are numerous loans in the 

market that will be repaid in the second 
half. When looking at visible primary 
supply and visible repayments, LCD (an 
organization that provides coverage of 
the leveraged loans market) is actually 
reporting a negative net forward 
number currently. So the technical 
backdrop is quite positive. The only 
reason we don’t show technical in the 
dark green category is that, generally, 
when technicals are strong, it can lead 
to re-pricings, where issuers can cut the 
spread of the term loan given the lack 
of call protection in the loan market. 
So that is a risk in the back half to both 
technical and valuations if a re-pricing 
wave occurs. 

This mix of qualitative and quantitative 
factors informs our average returns 
outlook for the second half of 2021. 
Our positive bias speaks to the potential 
for some price appreciation if the CCC 
category continues to see upgrades as 
there is still some pull to par that could 
occur in that ratings bucket.
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Negative Positive

Fundamentals X

Valuations X

Technicals X

Sentiment X
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Emerging markets 

After a material spike in distress and 
defaults in 2020, with bankruptcies 
and restructurings concentrated in 
the retail and energy sectors, we 
expect default rates will experience 
a meaningful year-over-year decline 
in 2021 as the economic recovery 
ensues and over-levered companies 
focus on balance sheet repair amidst 
historically low interest rates and 
accommodative monetary policy. Taken 
all together, our expectation is for the 
default rate for both US high yield and 

leveraged loans to settle in the 1-2% 
range in 2021 on a par-weighted basis, 
which is a substantial decline from 
default expectations in the immediate 
aftermath of Covid-19 dislocations.

Against a near-to-medium-term 
backdrop of low interest rates, 
manageable default rates, and fully 
valued equities based on P/E multiples 
relative to historical long-term 
averages, distressed investors may find 
it challenging to generate outsized 

returns. However, for diligent investors 
with patient and flexible capital, we 
expect opportunities over the course 
of 2021 will continue to span four key 
segments: dislocated secured loans of 
stressed and distressed middle market 
companies; liability management 
exercises within over-levered capital 
structures; opportunistic European 
special situations; and restructured 
equities.

Our outlook for emerging markets 
(EM) remains modestly constructive, 
reflecting a view that the asset class 
will benefit from the continued recovery 
of global growth. Relatively attractive 
valuations compared to low and 
negative yielding debt from developed 
markets, and growth differentials may 
be important drivers of EM asset class 
performance for the balance of the 
year heading into 2022. Investment 
grade valuations have returned to pre-
Covid-19 levels which limits the total 
return potential of the EMD indices; 
however, high yield sovereigns remain 
wider than precrisis and will likely be 
the main beneficiaries of the growth 
recovery and commodity price increases 
we expect in the second half of 2021. 

We expect that a continuation of 
counter-cyclical policies coupled with 
unprecedented monetary and fiscal 
policies will support the continued 
growth recovery in emerging markets 
around the world. We continue to hold 

a strong bias toward corporates over 
sovereigns in an attempt to capture 
what we view as the fiscal profligacy 
of the sovereign to the benefit of 
its populace and corporations. Many 
emerging economies should also 
benefit from terms of trade expansion 
related to commodity price increases 
manifested from the global growth 
surge. Better second-half growth 
prospects in core Europe and the US 
should bode well for EM as these 
regions remain important export 
destinations and should continue the 
growth impulse China provided in 
2020. Higher global commodity prices, 
while beneficial for exporters within 
EM, could add transitory pressure to 
inflation and hasten monetary policy 
normalization in emerging markets. 
Such outcomes may negatively impact 
growth expectations as some countries 
are grappling with rising inflationary 
pressures and a need to hike monetary 
policy to contain local inflation. We 
don’t expect growth to moderate 

meaningfully, but this development 
is worth monitoring as it could be a 
potential headwind during the second 
half of the year. Lastly, notwithstanding 
new and uncontrolled variants of the 
Covid-19 virus, we expect EM growth 
to accelerate in line with vaccination 
progress. 

While markets have repriced 
substantially since the pandemic lows 
of 2020, we continue to see pockets 
of absolute idiosyncratic value that 
we believe will help drive portfolio 
returns. Oil has been a strong driver of 
improvement in EM in the latter half 
of the first quarter, benefitting EM 
energy producers which we expect to 
continue for the remainder of the year. 
Going forward, improving global growth 
outlook supported by accommodative 
monetary policy, the trajectory of 
Covid-19 vaccine deployment, and 
strengthening commodity prices will 
remain central to our asset class 
outlook.

Negative Positive

Fundamentals X

Valuations X

Technicals X

Sentiment X
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High yield

Spread tightening witnessed in late 
2020 has carried over into 2021 with 
a steady rally in the high yield market. 
Looking ahead, we expect the three 
core trends underpinning this rally to 
persist in the second half of 2021: the 
ongoing economic recovery, improving 
company fundamentals and supportive 
market technicals. 

From a fundamental perspective, 
we continue to see remarkable 
improvement as companies benefit 
from the economic reopening. Most 
high yield companies reported strong 
earnings results in the first quarter with 
many raising guidance for the remainder 
of the year. In addition to improving 
earnings, we expect leverage to decline 
as most companies are prudently 
managing their balance sheets. 
Further, default activity has declined 
significantly after peaking around 
6.5% in 2020 (based on a trailing 
12-month dollar weighted US default 
rate). Assuming the economic recovery 
continues on this trajectory, we expect 
defaults could end 2021 around 1-2%. 

As fundamentals strengthen, upgrades 
are likely to continue to outpace 
downgrades. Although there are many 
rising star candidates, some companies 
may choose to retain their existing 
high yield status given accommodative 
capital markets and little incentive to 
become investment grade. 

While the fundamental picture 
generally appears rosy, our analysts 
are closely monitoring the potential 
fundamental effects from inflationary 
pressures, supply chain disruptions and 
labor shortages. At this point, most high 
yield issuers appear well-positioned to 
navigate these conditions. In terms of 
other risks, rising rates remain a concern 
for fixed income investors broadly. 
However, high yield continues to benefit 
from a relatively short duration and has 
historically outperformed many other 
fixed income segments in rising rate 
environments. 

Looking ahead, technicals are likely to 
remain supportive with expectations 
for a continuation of the robust new 
issue pipeline. Market conditions remain 
ripe for companies to issue or refinance 
debt, which could put high yield on 
pace for the largest issuance year yet. 
On the demand side, we anticipate the 
relentless bid for high yield will largely 
remain in place as the quest for yield 
continues. However, we could see bouts 
of outflows during periods of market 
volatility. 

While improving fundamentals 
and supportive technicals lead to a 
reasonably positive outlook, high yield 
valuations are stretched. Spreads 
remain inside long-term averages and 
are hovering around all-time lows. 
Therefore, we believe further high 
yield excess returns are likely limited 
to carry with total return expectations 
around 4-5% in 2021. At this stage of 
the cycle, we remain focused on credit 
selection as idiosyncratic situations are 
likely to provide the best opportunities 
to generate excess returns.

Negative Positive

Fundamentals X

Valuations X

Technicals X

Sentiment X
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Investment grade credit

The outlook for investment grade 
credit is more challenging as we look 
into the back half of the year with 
valuations at post great financial 
crisis tights. The economic backdrop 
remains conducive to investment 
grade companies as strong economic 
growth is flowing through financial 
performance, allowing fundamentals to 
recoup the deterioration witnessed as a 
result of the pandemic. We are keeping 
a watchful eye on any signs of cost 
inflation and the impact on margins, 
although so far it appears management 
teams have been able to pass those 
costs on. The investment grade 
credit market continues to benefit 
from strong technicals as a result of 
accommodative global monetary policy, 
providing one of the few potential areas 
to find yield. 

Entering the start of the year, issuers 
were focused on debt reduction and 
balance sheet repair. Fast forward 
a few months and we are seeing a 
shift back to shareholder-friendly 
activity and capex. We are also seeing 
an improvement from record-high 
leverage, although we do not expect 
to see leverage figures move back to 
the historical averages. With interest 
rates still at historically low levels, 
the incremental cost of debt is less 
expensive, allowing issuers to operate 
with a higher quantum of debt on their 
balance sheets. We believe that the 
cohort most at risk for a downgrade is 
single A and higher, while BBBs have 
already levered up and will defend their 
ratings. The cost to go from A to BBB is 
currently +38 basis points, well inside 
the long-term averages. Many issuers 
seem comfortable risking their higher 
ratings and paying the marginally higher 
cost to lever up for M&A or to return 
capital to shareholders. 

Valuations are stretched nearly any 
way you look at it, currently trading one 
standard deviation rich to long-term 
averages. The last time the Bloomberg 
Barclays US Credit Index traded at 
these levels, duration of the index 
was 2.3 years shorter and BBBs were 
31% compared to 47% today. Market 
sentiment is mixed, grappling with 
tight valuations but limited catalysts 
to drive spreads wider. We take a more 
cautious view of the market and prefer 
to keep some dry powder should better 
opportunities develop. 

With the exception of some of the most 
pandemic-sensitive sectors that have 
not fully recovered, additional spread 
tightening is unlikely. We expect the 
majority of returns going forward to 
be driven by carry. Deep fundamental 
research and security selection will be 
paramount.

Negative Positive

Fundamentals X

Valuations X

Technicals X

Sentiment X
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Private-label securitized

We entered 2021 with an optimistic 
outlook for US private-label securitized 
(ABS, CMBS, non-agency RMBS) and 
thus far, the asset class has produced 
strong excess returns driven by 
significant spread tightening. While 
we still believe securitized can offer 
an attractive relative value proposition 
through higher spreads, particularly 
evaluated against the low leverage and 
robust structural support commonly 
found in securitization structures, we 
believe the primary driver of alpha for 
the remainder of the year will be excess 
carry rather than spread tightening as 
we believe we have entered a more 
range-bound spread environment. 
While the low-rate environment and 
ongoing search for yield could lead 
to segmented spread tightening, we 
believe credit selection will be key 
and additional prudence is required to 
achieve the best risk adjusted returns. 
We also see attractive opportunities in 
floating rate transactions and believe 
excess carry can be added with minimal 
outright rate risk.  

Fundamentals in the private-label 
securitized market have improved 
dramatically over the past year. 
Unprecedented fiscal stimulus, 
changing consumer behaviors 
and a lack of disposable spending 
options have led to a fundamental 
improvement in household finances 
for borrowers. Consumer collateral 
performance remains extremely 
strong with delinquencies and credit 
card charge-offs near record low 
levels. While fiscal stimulus was also 
beneficial to auto fundamentals, 
extensions and modifications played 
an integral role in keeping borrowers 

in their vehicles. Prime and subprime 
annualized losses have both returned to 
just above post-crisis lows and elevated 
used car values continue to add support 
to auto transactions with exposure to 
residual values. Economic reopening 
driven by ongoing vaccine distribution is 
well underway and increased mobility is 
leading to fundamental improvements 
for some of the hardest hit segments 
of the commercial real estate market. 
The impact is visible in the hospitality 
sector as hotel fundamentals have 
improved drastically as of late. Retail 
fundamentals are also on the mend 
as shoppers return to physical store 
locations. 

Longer term, Covid-19 has accelerated 
the shift to ecommerce which will 
almost certainly have a lasting effect 
on non-dominant retail locations, 
but the overall fundamental trends 
have improved. The housing market 
remains extremely strong and we 
expect it to continue to be one of the 
strongest parts of the economy in 
the months to come. The confluence 
of low interest rates, steady credit 
availability, inventory shortages and 
elevated demand have all supported 
robust home price appreciation not 
seen since 2006. While we remain 
cautious that collateral performance 
could soften as economic stimulus 
subsides, securitization structures today 
generally exhibit lower leverage, higher 
debt service capacity and increased 
credit enhancement compared to pre-
GFC levels. These added protections 
were designed specifically to protect 
investors from credit performance 
deterioration and provide more ratings 
stability. 

Supply and demand technicals should 
remain supportive for private-label 
securitized for the remainder of the 
year. While not as overwhelming as 
they were entering 2021, due to 
the negative net issuance in 2020, 
we expect demand to continue to 
meet or outweigh supply. Primary 
market activity has outpaced issuance 
from previous years, which has led 
to an increase in overall issuance 
expectations for the year, but market 
participants will continue to search 
for high quality, positive-yielding 
fixed income assets, leading to 
robust demand. Market liquidity 
remains healthy, while historically 
low balance sheet levels across the 
dealer community is adding additional 
support to the technical environment. 
We expect dealers to take advantage 
of any spread widening to re-stock their 
secondary offerings which could create 
a cap to spread widening. 

From a valuation perspective, relative 
value still exists for private-label 
securitized when compared to other 
fixed income risk assets, but significant 
tightening year-to-date has reduced 
this advantage slightly. Cross-sector 
private-label securitized spreads have 
quickly approached the tight-end of the 
multi-year trading ranges while some 
sectors have approached their historic 
tights. The search for yield has led to 
significant credit curve flattening. While 
this trend could continue, we believe 
careful focus needs to be placed on 
risk adjusted returns in lower rated 
tranches as the basis versus more 
senior tranches which are at their 
historic tights in many sectors. The 
reopening trade has led to significant 

Negative Positive

Fundamentals X X

Valuations X

Technicals X

Sentiment X
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spread tightening in Covid-19-impacted 
sectors, but we believe fundamental 
credit research and selection can still 
uncover attractive opportunities. Still, 
specific expertise is needed as many 
of the more macro re-opening trades 
have run their course or overshot 
their fundamental values in certain 
instances. We see value in floating rate 
opportunities which can be prevalent 
in the private label securitized market. 
We view CLOs as an attractive carry 
trade but expect spreads to remain 
rangebound as elevated primary market 
activity is being offset by increased 
demand for floating rate assets. We 
also see floating rate opportunities in 
the single asset/single borrower CMBS 

market where issuance is increasing as 
commercial real estate capital markets 
continue to thaw. While we don’t 
expect Fed rate hikes anytime soon, 
the carry offered by these floating rate 
opportunities is attractive, they offer 
protection against rising rates and we 
expect investor demand to continue to 
increase over the near to intermediate 
term. 

Overall, we are constructive on 
US private-label securitized for 
the remainder of the year as an 
acceleration of the economic recovery 
and above-trend growth continue 
to provide a supportive backdrop to 
the broader market. Relative value 

versus competing fixed income risk 
assets is still prevalent but, given the 
historically low level of spreads, we 
believe additional tightening will be 
challenging, leaving excess carry to be 
the primary driver of relative returns. 
The favorable technical environment 
should keep spreads from widening 
significantly which would leave 
securitized in a more rangebound 
environment for the remainder of the 
year. Given credit curve flattening, we 
favor a slightly up-in-quality investment 
strategy in the current environment, 
particularly in low leverage securitized 
deals/securities.

Private-label securitized
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