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Peaking fundamentals 
Fundamentals are generally stable 
across most sectors but appear 
to have peaked for this economic 
cycle. Transition issues related to 
economic reopening have evolved 
into constraints and bottlenecks in 
the labor markets and supply chains 
that have pushed inflation to multi-
decade highs and necessitated central 
banks raising interest rates to slow 
demand growth. These pressures 
have been compounded by higher 
commodity prices driven in part by the 
Russia-Ukraine war and the resulting 
rebalancing of energy market flows. We 
believe companies will increasingly be 
challenged to navigate through a period 
of slowing economic growth and rising 
recessionary risks because of these 
macro drivers.

Sectors under focus 
Falling real wages and high energy 
costs are weighing on consumers and 
sentiment which is being felt first in 
lower income cohorts. This, in turn, 
will lower spending on discretionary 
goods, as well as increase credit 
quality concerns for finance companies 
focused on subprime borrowers. 
Fundamentals are softening in home 
construction due to rising mortgage 
rates pressuring affordability which will 
likely lead to margins contracting off 
peak levels. Metals pricing has come 
off recent peaks, largely due to softer 
China activity and the associated impact 
on demand. Retailers are experiencing 
margin pressure from higher wages, 
transportation costs, and the return 
of discounting, while sales growth is 
slowing due to the aforementioned 
pressure on the consumer and the 
shift from goods to services. The move 
back toward spending on services from 
goods will likely continue which should 
benefit reopening sectors like lodging, 
leisure, and travel.

Balance sheet strength, but rising 
margin pressure 
Corporate leverage ratios and financial 
sector capital adequacy remain healthy 
across most sectors. Many companies 
successfully refinanced their debt 
while interest rates remained low. 
Cash balances also remain high which 
continues to provide a cushion to 
weakening fundamentals. Weaker 
equity valuations in the consumer, 
technology, and industrial sectors are 
contributing to increased shareholder 
returns, joining the energy sector where 
returns of capital are driven more by 
strong cash flow. While companies 
have thus far been successful 
passing through rising costs for labor, 
transportation and commodities, 
slowing demand will likely begin to put 
pressure on profit margins. Sentiment 
is also weak with corporate CEOs which 
may result in softer capital spending. 
As an offset, we expect corporate 
investment will remain supported 
by trends in onshoring, productivity 
enhancement, fiscal infrastructure 
stimulus, and both fossil fuel and 
energy transition development.

Increasing cautiousness 
We expect most companies will be able 
to navigate through a more challenging 
macro environment and maintain stable 
credit profiles and ratings. Having said 
that, we are becoming more cautious 
and favor companies and sectors better 
positioned to weather an increasingly 
uncertain economic landscape.

Credit Fundamentals

We are becoming 
more cautious and 
favor companies 
and sectors 
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to weather an 
increasingly 
uncertain economic 
landscape.
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Fixed income outlook

We expect the second half of 2022 to 
present the same macro headwinds 
that posed a challenge in the first 
half: inflation, aggressive central 
bank action, growth concerns and 
wavering sentiment. Broadly, the pace 
and aggressiveness at which central 
banks have chosen to exercise their 
inflation-targeting abilities have 
surprised the market, and yields have 
risen accordingly. We believe this trend 
will broadly continue as central banks 
look to temper inflation, given they 
may need to increase their hawkishness 
further if the Russia-Ukraine war 
continues, commodity prices remain 
elevated and supply chains stay 
dislocated. Against this backdrop, our 
base case calls for a recession in the 
second half of next year to the first half 
of 2024.

More granularly, the European Central 
Bank (ECB) appears to have put itself 
in a tough position, whereby tighter 
monetary policy is required to combat 
higher inflation. This could, however, 
also lead to a fragmentation in 
eurozone yields and higher interest 
rates for periphery countries that 
already face high debt burdens. The 
Bank of England (BoE) faces the 
same inflation challenges but are also 
concerned about the tightness of the 
UK labor market. Over the longer term, 
it expects weakness in the UK economy 
as a result of the reduction of the 
real income levels and the effect that 
will have on the consumer side of the 
economy. The US Federal Reserve (Fed) 
has a monumental task in front of it: 
to traverse a policy tightrope whereby 
it will aim to balance raising fed funds 
and reduce its balance sheet (QT) 
enough to help cool inflation while not 
tipping the economy into a recession. 

Given this precarious position and other 
previously-listed contributing factors, 
we believe rate and spread uncertainty 
and volatility will remain elevated 
within fixed income over the next six 
months until more clarity starts to 
emerge on the economic picture. With 
these cross currents, we are selective 
in how we are taking risk, focusing on 
robust structures and/or credits with 
a path to improvement. As a result, 
we believe favorable security selection 
will be rewarded. We continue to 
work closely with our global research 
teams to uncover risk-adjusted return 
opportunities.
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Investment grade credit

Europe and the United Kingdom: The 
fundamental challenges for investment 
grade have moved over the past couple 
of months to include concerns over the 
growth outlook as well as the well-
documented concerns over inflation 
that we have seen for arguably the 
last six to nine months. The picture 
for both economic indicators remains 
uncertain, with consumer confidence 
undoubtedly knocked by what has 
been a material increase in the cost 
of living. In terms of assessing the 
likely impact on the investment grade 
credit metrics—and ultimately spread 
level—the transmission mechanism is 
more nuanced. Consumer discretionary 
and economically cyclical sectors in 
general are clearly vulnerable, although 
it’s difficult to envisage telecoms and 
financials (absent of a considerable 
economic slowdown) being significantly 
impacted. If we assume that we are 
close to the peak in inflation,  then 
there is a reasonable argument to be 
made that the fundamental picture for 
investment grade credit – even against 
a moribund growth backdrop – is 
reasonably constructive.

Furthermore, investment grade 
valuations are approaching the widest 
levels seen over the past five years, 
and with the exception of two periods, 
2015-2016 (concerns over the health 
of oil sector) and the first quarter of 
2020 (Covid-19 outbreak), spreads are 
actually at the most extreme levels 
witnessed over the past ten years. The 
technical backdrop should also provide 
some support in the short-term, with 
the primary market (new issuance) 
comparatively light, and pricing favoring 
investors rather than issuers.

However, offsetting the positive 
valuation and technical drivers is the 

general reduction in risk appetite 
we have seen, both from a dealer 
perspective and in terms of the end 
investor. Ongoing fears over the 
global macroeconomic outlook and 
how entrenched the inflation issue 
has become—and how aggressive 
central banks will be in terms of 
policy tightening—probably makes it 
challenging for credit spreads to make 
meaningful progress in the short-term 
against what is undoubtedly a more 
risk-averse backdrop.

United States: Similar to a year ago, 
the outlook for US investment grade 
credit in the back half of the year is 
challenging. The reasons are different 
this time as the market grapples with 
soaring inflation and global central 
banks draining liquidity from the 
system. Credit spreads entered the 
year near the post-Global Financial 
Crisis (GFC) tights and have widened 
substantially since then as economic 
and geopolitical volatility rocked 
markets. Spreads are still firmly in 
the non-recessionary average range, 
which leads us to believe risks are 
skewed to the downside as the Federal 
Reserve continues to fight inflation and 
economic activity slows as a result. 

Corporate fundamentals entered the 
year from a place of strength which 
gives us confidence in the durability 
of ratings, but we believe it is likely 
that fundamentals have peaked. 
Cost inflation is putting pressure on 
earnings as profit margins declined 
0.4x year-over-year, although overall 
balance sheet management remains 
strong. We do not see signs of major 
credit deterioration, but shareholder-
friendly activity is increasing rapidly. 
We continue to believe upgrades will 
outpace downgrades over the next 

six months, but credit selection is 
paramount. 

The technical strength that defined 
the investment grade market over the 
last several years has deteriorated, 
finding itself more balanced today. 
The supply side of the equation 
has subsided as challenging market 
conditions have kept issuers at bay, 
while rate volatility has done the 
same to buyers. Foreign buying of US 
dollar (USD) corporate credit, which 
has typically been a stable source of 
demand, is slowing as hedging costs 
have increased substantially. In addition, 
the underperformance of European 
credit relative to US credit provides 
incrementally less support. Not all 
is negative though, as wider spreads 
and the backup in treasury yields 
has pushed the yields to the highest 
point since 2009. The Bloomberg US 
Investment Grade Credit Index currently 
sits north of 4.58% (as of June 30, 
2022), which should spur additional 
demand from yield-based buyers, such 
as domestic insurance companies and 
pension funds.

We believe spreads are biased to go 
wider as the Fed and other central 
banks stay committed to tightening 
financial conditions and aggressively 
fighting inflation. While a near-term 
recession is not our base case, it is likely 
that rate volatility will remain elevated, 
keeping buyers sidelined. The market is 
also contending with record outflows in 
the face of historically bad total returns, 
putting additional pressure on spreads 
as liquidity remains thin. At this point in 
time, we favor higher quality credits and 
keep dry powder to deploy when we 
believe spreads sufficiently compensate 
us for the deteriorating economic 
backdrop. 
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Emerging markets 

Emerging markets (EM) fixed income 
remains challenged despite some 
indication that global central banks 
might be willing to slow their pace of 
hiking which could potentially cushion 
economic growth later in 2022. Growth 
forecasts have been revised lower 
multiple times for the full year and 
talks of recessions have emerged, 
pointing to a difficult environment for 
EM regardless of central bank policy. 

China continues to struggle with the 
fallout from the reduction of activity 
in the property sector and China's 
willingness to let property developers 
fail due to the excessive debt burdens 
that many of them had entering this 
downturn. China has also coped with 
the zero Covid-19 policy that drove 
lockdowns for much of the second 
quarter with consensus estimates now 
pointing to a GDP growth figure of 
4.5% which is a full percentage point 
lower than the government's target of 
5.5% growth in 2022. The expectation 
is that China can continue to stimulate 
growth through infrastructure projects; 
however, the market would prefer to 
see organic growth through industrial 
production and other economic activity 
that can support global economic 
growth across both developed and 
emerging market economies. China 
is a bell weather given their strong 
import activity and current signs point 
to continued weakness on that front, 
posing problems for many EM countries 
that export to China. 

Inflationary pressures globally also 
continue to be a concern in emerging 
markets as surging energy and food 
price inflation is likely to impact many 
countries negatively. The importers 

of energy are struggling to offset the 
heavy cost to their populations while 
some are issuing subsidies or price 
caps, only adding to the weaker balance 
sheets of many stretched economies. 

Overall, Latin America is faring the best 
with a large amount of commodity 
exports both in the energy and soft 
commodity sector which is allowing for 
a reduction in current account deficits 
and in some cases to current account 
surpluses. This has brought firmer 
currencies to many in the region and 
the region has outperformed relative to 
the market as a result of the relatively 
brighter outlook in the region. We 
expect Latin America to continue to 
benefit in 2022 on the growth front 
while we do expect bouts of political 
unrest to flare up occasionally. 

Europe remains challenged as the 
main economies of Russia, Ukraine 
and Turkey are all dealing with specific 
difficult environments of their own post 
the Russia invasion of Ukraine. The 
only potential bright spot is that yields 
in EM have adjusted aggressively with 
sovereign debt now yielding over 8.56% 
as measured by the JP Morgan EMBI 
Global Diversified Index and corporate 
debt above 6.98% as measured by the 
JP Morgan CEMBI Broad Diversified 
Index (as of June 30, 2022). We 
expect EM corporates to continue to 
outperform sovereigns, but it is also 
important to note that EM corporates 
have a much short duration than 
sovereigns at the index levels which is 
why yields are lower. Spreads remain 
tight in the investment grade segment 
however select high yield opportunities 
remain attractive heading into the 
second half of 2022.

We continue to believe that focusing on 
the countries and companies that are 
net energy exporters will likely be the 
outperformers in the quarters ahead as 
we expect prices to remain elevated and 
to benefit those issuers. Countries that 
are net importers will likely continue to 
struggle and this will negatively impact 
their finances and balance of payments. 
Those susceptible to food price 
increases remain vulnerable and will 
face a difficult burden from possible 
social unrest. Defaults in the universe 
will be high in 2022 with estimates of 
10-15% in total defaults between both 
sovereigns and corporates, primally due 
to the China property sector and the 
Russia-Ukraine war. Security selection 
will be extremely important in the year 
ahead to identify mispriced securities 
across emerging market debt. Issuance 
has been further delayed but we do 
expect high quality issuers to come 
to market first and will seek to issue 
quickly given the rise in US rates.

Negative Positive

Fundamentals X

Valuations X

Technicals X

Sentiment X
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European asset-backed 
securities

The uncertainty in broader markets 
as evidenced by high volatility will 
likely continue to affect European 
asset-backed securities (ABS) markets 
in the second half of 2022. There is 
an ongoing correction in light of the 
fast pace of withdrawal of monetary 
stimulus (due to high inflation), 
the ongoing Russia-Ukraine war, 
macroeconomic and geopolitical 
factors.

While spreads across fixed income were 
affected by the ending of the loose 
monetary policy, European ABS spreads 
were broadly stable until the outbreak 
of the war and widened out on the fear 
of a looming recession. We expect this 
fear to remain and that spreads will 
likely remain volatile depending on the 
incoming macroeconomic data. Where 
there are signs of the economy slowing, 
these will feed into the narrative that 
the European Central Bank (ECB) 
will hold off on increasing rates. On 
the other hand, if inflation pressures 
continue to mount, it will increase the 
expectation of rising rates. In both 
cases, returns across fixed income 
will likely remain volatile especially 
for those that have high interest rate 
sensitivity. 

From a valuation perspective, European 
ABS is attractive both relative as 
absolute and current levels reflect a 
worse credit performance than seems 
warranted. Carry of European ABS is 
also not to be overlooked and is getting 
a larger piece of the return attribution 
pie as the floating rate nature of the 
asset class is causing carry to increase 
when interest rates rise.

Technicals are balanced as at wider 
spreads, some issuance does not make 
economic sense, especially for issuers 
that have other (and cheaper) funding 
tools up their sleeve (especially banks). 
Issuance for other non-bank issuers 
will continue albeit at a slower pace 
where the window of opportunity might 
be small (at times when the market 
sentiment is positive, and demand is 
matching the supply). The technical for 
more plain vanilla sectors will still be 
supportive as, while it will be lower, the 
monetary support from the ECB is still 
accommodative, and the reinvestment 
needs, due to redemptions in the 
ECB’s asset-backed securities purchase 
program (ABSPP) are high. We, 
therefore, expect the demand/supply 
technical to remain in neutral territory. 

From a fundamental perspective, higher 
interest rates and inflation reduce 
mortgage affordability and disposable 
income of consumers. However, history 
has shown that mortgage payments 
are not last in line to be paid, on the 
contrary, but we do expect that arrears 
levels to increase. We expect corporate 
downgrades and defaults to increase 
affecting collateralized loan obligations 
(CLOs). Overall, on the asset side, 
we expect there will be deteriorating 
performance. However, ABS structures 
can likely withstand substantial stress 
scenarios and payment disruption 
owing to structural elements like 
(liquidity) reserve funds, excess 
spread, cashflow diversion triggers 
and subordination, which have almost 
all increased in newly-issued ABS. In 
addition, in case of severe deterioration 

in performance, historical asset price 
increases should limit eventual losses 
in case of a forced sale. As such, we 
have no immediate concerns regarding 
European ABS fundamentals.

Negative Positive

Fundamentals X

Valuations X

Technicals X

Sentiment X
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US securitized finance

Macro factors will continue to weigh 
on broader fixed income risk assets, 
giving us pause despite the themes 
specific to the securitized market being 
in decent shape. Fundamentals remain 
supportive, but bear watching, while 
valuations look attractive. In more 
typical markets this combination would 
result in a somewhat compelling risk/
reward tradeoff, but we are cognizant 
that the current environment is 
atypical, and the securitized market 
is not immune to broader risk asset 
movements.  

While the average US consumer exited 
the Covid-19 pandemic in a better 
financial position than where they 
entered it, many are starting to feel the 
pressure from high inflation, increased 
fuel costs, rising interest rates, and 
stimulus run-off. Performance has 
begun to normalize across consumer 
ABS, with deeper subprime borrowers 
showing more pronounced deterioration 
than their prime peers. 

Housing affordability fell rapidly due 
to rising mortgage rates and continued 
home price appreciation, causing a 
slowdown in mortgage applications 
and home sales which should persist 
through year end. However, the supply 
side continues to be supportive with the 
existing supply of homes near record 
lows as builders have much work to 
do to address the housing shortage 
created by years of underbuilding. We 
expect strong collateral performance 
to continue as the majority of 
homeowners locked in historically low 
rates and are sitting on a record amount 
of home equity. 

Commercial mortgage backed securities 
(CMBS) fundamentals remain resilient 
as delinquency rates continue to 
improve. Hotel and retail properties, the 
hardest hit by the pandemic, continue 
their path towards stabilization but bear 
watching if a recession materializes. 
Special servicers continue to work with 
borrowers which has been a positive for 
the space. We are watching the office 
sector closely as it faces ongoing hybrid 
work and occupancy headwinds, and we 
believe lower quality office product is 
more at risk as tenants look to upgrade 
locations and space. 

Specific to CLOs, loan defaults sit at 
all-time lows, and while rising rates and 
inflationary pressures are headwinds 
for the market, we do not see any 
immediate cause for concerns given 
the loan market is on solid footing. 
Interest coverage ratios sit between 
1.0-1.5 turns higher than pre-Covid-19, 
providing ample cushion to absorb 
higher interest rates. Additionally, 
the wave of refinancing in 2021 
significantly extended the maturity wall 
to 2026 which should help alleviate 
near-term funding pressures. We are 
cautious of rating agency downgrade 
activity which could pressure CLO 
overcollateralization tests but with CCC 
buckets sitting under 4%, managers 
have some room to manage around 
downgrades before mark-to-market 
pressure impacts portfolios. 

Private-label securitized supply and 
demand technicals appear more 
balanced in the second half. Primary 
market activity has been elevated 
compared to previous years, but the 

forward pipeline should moderate as 
higher interest rates and wider spreads 
curtail capital market and transaction 
activity. 

Valuations are at multi-year wides 
and, combined with higher rates, yields 
appear attractive in many sectors. The 
direction of spreads will more likely be 
driven by economic trends, Fed action 
and broader risk assets than by factors 
specific to the securitized market. While 
securitized spreads look attractive 
on a risk adjusted basis, we advocate 
lowering beta via an up-in-quality 
strategy. Spread tiering across issuers 
and sectors coupled with wider spreads 
may provide opportunistic opportunities 
in the second half of 2022 if market 
sentiment were to improve. Credit 
selection will be critical as additional 
prudence is required to achieve the best 
risk adjusted returns. 

Overall, we are constructive on US 
securitized, but cautious about the 
macro backdrop for the remainder 
of the year. Relative value versus 
competing fixed income risk assets is 
still prevalent, but we believe spread 
tightening will be challenging leaving 
excess carry to be the primary driver of 
relative returns.

Negative Positive

Fundamentals X

Valuations X

Technicals X

Sentiment X
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High yield

Despite a cloudy economic backdrop, 
we maintain a cautiously constructive 
outlook on high yield for the remainder 
of 2022. Solid credit fundamentals, low 
default forecasts and a high-quality 
high yield market are the key factors 
underpinning our view. High yield also 
remains attractive on a relative basis, 
providing opportunities to generate 
enhanced yield, lower duration risk and 
pursue compelling entry points.

Fundamental improvement and 
management discipline coming out of 
the crisis has led to extremely healthy 
balance sheets. Leverage levels are low 
and coverage ratios have increased to 
record highs. Companies have termed 
out their balance sheets resulting in 
few near-term maturity wall concerns. 
Despite stubborn inflation, many 
high yield companies have been able 
to maintain margins and navigate 
this environment fairly well. Credit 
improvement has continued in 2022, 
however, dispersion has increased, 
earnings have moderated off recent 
peaks and forward guidance is mixed. 
Still, many companies are on solid 
ground with upgrades continuing 
to outpace downgrades. We expect 
idiosyncratic factors will continue to 
create more company dispersion. While 
inflation and other headwinds are 
cause for concern, we think many high 
yield companies are well-positioned to 
navigate a downturn given low leverage, 
healthy balance sheets and few near-
term maturities. 

Against the stable fundamental 
backdrop, we expect defaults to remain 
muted this year and hover below 2%. 
Looking beyond this year, whenever the 

next recession does materialize, the 
downturn will inevitably result in an 
uptick in defaults. However, we expect 
defaults to be subdued compared 
to prior recessions given the solid 
fundamental starting point of many 
high yield issuers. 

Solid fundamentals coupled with rating 
upgrades has resulted in one of the 
highest quality high yield markets in 
decades. BBs are at all-time highs while 
CCCs are well below historical averages. 
While an economic slowdown could 
result in downgrades, the overall high 
quality starting point may help limit 
distress. 

While there are few safe havens in this 
market, we continue to think high yield 
offers enhanced relative value versus 
other fixed income assets. High yield 
provides attractive yield with relatively 
low duration risk. During rising rate 
environments, this shorter duration 
profile and enhanced spread cushion 
can help dampen the effects of rate 
movements. 

With yields around 8-9%, we believe 
high yield presents interesting entry 
points to maintain or increase high yield 
exposure.1 In addition to high income 
opportunities, prices below par provide 
capital appreciation potential in the 
event of a positive catalyst. Although 
current valuations are attractive, the 
murky economic outlook warrants 
rigorous credit underwriting. In this 
environment, selectivity is key as rising 
recession risk and various economic 
wildcards could spur more spread 
widening in the short term. However, in 
the absence of a near-term recession, 

current valuations provide room for high 
yield to rebound and generate coupon-
like or coupon-plus returns in the 
remainder of the year if rates stabilize 
and volatility subsides. 

Overall, we balance our constructive 
view of high yield with a cautious 
economic outlook. Solid fundamentals 
and compelling valuations are partially 
offset by souring sentiment and mixed 
technicals. Given the macro uncertainty, 
capital markets will continue to be 
tested. As a result, we favor more 
defensive positioning and remain 
focused on credit selection. Markets will 
be choppy in 2022, however, volatility 
creates opportunities to capitalize 
on market dislocations and exploit 
inefficiencies.

1Based on the yield to worst as of June 30, 2022. The 
Bloomberg US Corporate High Yield Index yield was 
8.89% and the ICE BofA Global High Yield Constrained 
Index yield was 9.06%.

Negative Positive

Fundamentals X

Valuations X

Technicals X

Sentiment X



Our outlook for US bank loans 
has become more measured and 
cautious given the deterioration in 
macroeconomic outlook, persistently 
high inflation, and a more hawkish 
Federal Reserve. As such, our 
expectations for returns have 
diminished from +4%-5% to start 
the year down to a -2%-0% total 
return year. While this would be an 
improvement from the -3.36% return 
year-to-date (through June 17), the 
updated forecast reflects ongoing 
market challenges that will likely 
prevent a large price rally in the second 
half. However, given already depressed 
loan prices ($91.96 Credit Suisse Loan 
Index price as of June 30, 2022) and 
a starting average current coupon of 
around 5.53% for the Credit Suisse 
Leveraged Loan Index as of June 
30, 2022, valuations have improved 
markedly from the start of the year. The 
coupon is likely to move even higher 
as the Federal Reserve has indicated 
more rate hikes, particularly a near-term 
50-75 basis point hike expected in July. 
While fundamentals have weakened, 
in our view, the overall return outlook 
going forward is decent as valuations 
are reflecting most of the fundamental 
challenges in the market. 

Digging deeper into fundamentals, 
we expect to see slowing revenue 
momentum and margin challenges, 
although defaults will likely remain 
below long-term averages in 2022 as 
companies have ample liquidity and 
generally have pushed out maturities 
to 2024 and beyond. However, given 
the extremely low default currently 
(0.28% according to the S&P/LSTA 
Leveraged Loan Index as of June 30, 
2022), we do expect defaults to pick 
up and by mid- to late 2023. Defaults 
could be closer to long-term averages 
(around 3%). We expect certain sectors 
will fare better than others, and we 
think it generally makes sense to invest 

“closer to home” which correlates to 
US-dominate firms with less exposure 
to global supply chain issues or a 
weaker growth environment in Europe 
and Asia. We are also mindful of credits 
that have tight free cash flow, either 
due to heavy interest burdens or high 
capital expenditure requirements. With 
LIBOR/SOFR increasing due to the 
Federal Reserve hiking cycle, interest 
coverage expectations have come down 
and liquidity could get squeezed for 
those credits with low cushion already. 
Higher interest rates are also impacting 
certain sectors, particularly housing 
and higher-end consumer discretionary 
related firms. Both sectors have had 
strong tailwinds and companies in 
those sectors generally have low 
starting leverage, but metrics are likely 
to decline going forward. 

While fundamentals have softened 
and headwinds are easier to find, 
there is some good news as well. The 
effects of the pandemic continue to 
lessen, particularly in the US. This has 
contributed to robust leisure travel 
spending and a modest improvement in 
the labor force participation rate. The 
overall employment situation continues 
to be robust, with expectations for a 
slow rise in the unemployment rate 
from here and an eventual peaking well 
below other cycles, which should keep 
consumer spending decent in upcoming 
quarters, albeit below stimulus infused 
strength in the second half of 2020 
and 2021. Covid-19 abating, a growing 
labor force, and an improvement in 
supply chain conditions are critical 
to inflation coming down. While we 
think there will be eventual progress 
on inflation working back towards 
the 2% Federal Reserve target, there 
will be economic pain as the slowing 
in inflation occurs, thus leading to an 
overall cautious fundamental outlook 
for bank loan issuers. 

Technicals and sentiment tailwinds to 
start the year have also abated. Retail 
inflows have turned to retail outflows 
recently, as recession fears have 
eclipsed the rising rate environment as 
the dominant driver for flows. While 
loans have had a modestly negative 
total return year-to-date, performance 
in the asset class has still been much 
better than equities, investment grade, 
and high yield all down more than 
double digits. This relative performance 
dynamic has increased outflows as 
asset allocators and investors look to 
rotate into more beaten down asset 
classes. CLO supply has fallen from a 
record breaking 2021, but incremental 
supply continues to occur and CLOs 
remain a bedrock of support for the 
bank loan market. While CLO liability 
spreads have widened, asset prices 
have generally fallen in tandem, 
which has led to an ongoing workable 
arbitrage for new supply, and we see 
that dynamic continuing in the back 
half.

Lastly, from a valuation standpoint, 
we see the current entry point as 
attractive, especially for long-term 
investors. Since the start of the year 
spreads have widened, prices have 
fallen, and coupons have risen, leading 
to fairly supportive valuation backdrop. 
This is especially true for on the run 
single Bs and BBs, as CCCs are more 
idiosyncratic in nature and tougher to 
predict heading into a softer economic 
environment. Even with strong 
valuation metrics on the surface, we 
expect ongoing volatility in the back 
half due to fundamental headwinds 
and a Federal Reserve that is tightening 
financial conditions. As such, we would 
not be surprised to see a wider trading 
range of the loan Index going forward 
and investors should expect a fairly 
bumpy ride in the second half.
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Global economies largely recovered 
from Covid-19-related declines, 
but fears of weaker consumer 
demand, persistently high inflation, 
tightening monetary policy, and 
earnings compression risk have driven 
market uncertainty and turmoil. 
Notwithstanding the current volatility, 
our expectation is for muted default 
rates for both US and Europe high 
yield and leveraged loans throughout 
2022. Our views in the near term are 
underpinned by the fact that most 
performing companies reliant on 

levered credit improved their liquidity 
runway coming out of the Covid-19 
crisis and there is not an imminent 
maturity wall looming. Stressed 
companies are still able to access 
capital markets, albeit at higher cost 
of capital, and distressed companies 
have largely already undergone or are 
undergoing restructurings.

However, the risk of elevated defaults 
in 2023 has increased driven by 
recessionary conditions. We think 
such increased default activity will 

likely manifest itself via more liability 
management or rescue financing 
type of situations versus outright 
bankruptcies. We also think smaller, 
sponsor-owned companies are more 
prone to liquidity shortfalls as earnings 
may take longer to rebound vis-à-
vis their debt loads stemming from 
leveraged buyouts. Such situations are 
likely to present compelling investment 
opportunities within stressed and 
distressed credit as we exit 2022.

Negative Positive

Fundamentals X

Valuations X

Technicals X

Sentiment X



This material is provided by Aegon Asset Management 
(Aegon AM) as general information and is intended 
exclusively for institutional, qualified, and wholesale 
investors, as well as professional clients (as defined by local 
laws and regulation) and other Aegon AM stakeholders. 

This document is for informational purposes only in 
connection with the marketing and advertising of products 
and services, and is not investment research, advice or a 
recommendation. It shall not constitute an offer to sell 
or the solicitation to buy any investment nor shall any 
offer of products or services be made to any person in any 
jurisdiction where unlawful or unauthorized. Any opinions, 
estimates, or forecasts expressed are the current views of 
the author(s) at the time of publication and are subject to 
change without notice. The research taken into account 
in this document may or may not have been used for or 
be consistent with all Aegon AM investment strategies. 
References to securities, asset classes and financial markets 
are included for illustrative purposes only and should not be 
relied upon to assist or inform the making of any investment 
decisions. It has not been prepared in accordance with any 
legal requirements designed to promote the independence 
of investment research, and may have been acted upon by 
Aegon AM and Aegon AM staff for their own purposes. 

The information contained in this material does not 
take into account any investor's investment objectives, 
particular needs, or financial situation. It should not be 
considered a comprehensive statement on any matter and 
should not be relied upon as such. Nothing in this material 
constitutes investment, legal, accounting or tax advice, 
or a representation that any investment or strategy is 
suitable or appropriate to any particular investor. Reliance 
upon information in this material is at the sole discretion 
of the recipient. Investors should consult their investment 
professional prior to making an investment decision. Aegon 
AM is under no obligation, expressed or implied, to update 
the information contained herein. Neither Aegon AM nor any 
of its affiliated entities are undertaking to provide impartial 
investment advice or give advice in a fiduciary capacity 
for purposes of any applicable US federal or state law or 
regulation. By receiving this communication, you agree with 
the intended purpose described above. 

Past performance is not a guide to future performance. All 
investments contain risk and may lose value. Investments 
in high yield bonds may be subject to greater volatility 
than fixed income alternatives, including loss of principal 
and interest, because of the higher likelihood of default. 
Value of these securities may also decline when interest 
rates increase. Bank loans are often less liquid than other 

types of debt instruments and general market and financial 
conditions may affect the prepayment of bank loans and 
such prepayments cannot be predicted with accuracy. There 
is no guarantee that the liquidation of any collateral from a 
secured bank loan would satisfy the borrower's obligation or 
that such collateral could be liquidated if necessary. Investing 
in distressed loans and bankrupt companies are speculative 
and may be subject to greater levels of credit, issuer, or 
liquidity risks, and the repayment of default obligations 
contains significant uncertainties; such companies may 
be engaged in restructurings or bankruptcy proceedings. 
Structured Finance assets (such as ABS, RMBS, CMBS and 
CLOs) are complex instruments and may not be suitable 
for all investors. The assets may be exposed to risks such 
as interest rate, credit, liquidity, issuer, servicer, underlying 
collateral, prepayment, extension, and default risk.  Investing 
in foreign-denominated and/or domiciled securities may 
involve heightened risk due to currency fluctuations, 
economic and political risks, which may be enhanced in 
emerging markets. The credit quality of a security or group of 
securities does not ensure the stability or safety of the overall 
portfolio.

This document contains "forward-looking statements" which 
are based on Aegon AM's beliefs, as well as on a number of 
assumptions concerning future events, based on information 
currently available. These statements involve certain risks, 
uncertainties and assumptions which are difficult to predict. 
Consequently, such statements cannot be guarantees of 
future performance, and actual outcomes and returns may 
differ materially from statements set forth herein.  

The following Aegon affiliates are collectively referred to 
herein as Aegon Asset Management: Aegon USA Investment 
Management, LLC (Aegon AM US), Aegon USA Realty 
Advisors, LLC (Aegon RA), Aegon Asset Management UK plc 
(Aegon AM UK), and Aegon Investment Management B.V. 
(Aegon AM NL). Each of these Aegon Asset Management 
entities is a wholly owned subsidiary of Aegon N.V. In 
addition, Aegon Private Fund Management (Shanghai) Co., a 
partially owned affiliate, may also conduct certain business 
activities under the Aegon Asset Management brand.  

Aegon AM UK is authorised and regulated by the Financial 
Conduct Authority (FRN: 144267) and is additionally a 
registered investment adviser with the United States (US) 
Securities and Exchange Commission (SEC). Aegon AM 
US and Aegon RA are both US SEC registered investment 
advisers. Aegon AM US is also registered as a Commodity 
Trading Advisor (CTA) with the Commodity Figures Trading 
Commission (CFTC) and is a member of the National 
Futures Association (NFA). Aegon AM NL is registered with 
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the Netherlands Authority for the Financial Markets as a 
licensed fund management company and on the basis of 
its fund management license is also authorized to provide 
individual portfolio management and advisory services in 
certain jurisdictions. Aegon AM NL has also entered into a 
participating affiliate arrangement with Aegon AM US. Aegon 
Private Fund Management (Shanghai) Co., Ltd is regulated 
by the China Securities Regulatory Commission (CSRC) and 
the Asset Management Association of China (AMAC) for 
Qualified Investors only; ©2022 Aegon Asset Management 
or its affiliates. All rights reserved. 
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