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US High Yield
The US high yield market nearly completed a round trip in July, gaining
6.02% following the sharp -6.81% selloff in June, as measured by the ICE
BofA US High Yield Constrained Index (HUC0). Year-to-date, the market is
down -8.86%. Bonds rallied on relatively strong Q2 earnings reports from
high yield issuers, along with the emerging view that a slower US economy
could lead to less aggressive Fed tightening in the second half of the year,
despite red-hot backward-looking inflation data. High yield spreads tightened
to 485 bps at the end of July, down from an intra-month high of 601 bps on
July 5. Yield-to-worst declined by 120 bps on the month, falling to 7.75%,
aided by both tightening spreads and lower US Treasury yields. Sectors that
lagged in the first half such as Building Materials and Cable Television were
top performers in July, while defensive sectors and Energy underperformed,
the latter driven by the meaningful decline in oil prices over the last six-plus
weeks. Higher quality BB and B-rated bonds led the rally, while CCCs trailed
the broader market by more than 100 bps.
The US Fed hiked interest rates by 75 bps at the July FOMC meeting, lifting
the Fed Funds rate to 2.25-2.5%. The FOMC’s statement noted slowing economic activity, but high food and energy prices and broader pricing pressure.
At the post-meeting press conference, Chair Powell remarked that he does
not believe the US is currently in recession, pointing to indicators such as

the strong labor market. He advised that additional rate hikes will be necessary, but “at some point it will be
appropriate to slow down.” The pace of future Fed activity will be dependent on data, with the Fed continuing to focus on bringing inflation back to 2%. Despite Powell’s contra-indication, the US economy declined
by 0.9% in Q2, the second consecutive quarter of negative growth, meeting a common (but unofficial) definition of recession. Most of the underperformance vs. expectations was driven by slower inventory accumulation, while inflation data continued to surprise to the upside. Headline CPI was up 9.1% y/y in June, the
highest level in over 40 years. (Core CPI was up 5.9% y/y). The Fed’s favored Core PCE inflation reading
rose a more modest 0.6% m/m and 4.8% y/y.
Fundamentals and technicals were supportive for the high yield market in July. Second quarter earnings
reported to date have been mixed but overall better than expected, avoiding fears that earnings season
would bring a steady stream of bad news. High yield issuance in the first seven months of 2022 was only
$73 billion, down 78% vs. the same period last year. Calls, tenders, and maturities have taken out more
than $120 billion of high yield bonds this year, thus the market is contracting. A further net $80 billion of
high yield bonds have been upgraded to investment grade year-to-date, most recently T-Mobile USA’s
nearly $12 billion of bonds that left the high yield market at the end of July. Inflows into the market also returned in July, with US retail fund flows registering the first net positive month this year. We are constructive on the high yield market at current levels, as issuers are generating profits and cash flow sufficient to
hold the default rate comfortably below 3%, and yields in excess of 7.5% compensate investors for the
risks of committing capital to high yield bonds.

Global High Yield
The European high yield market recovered strongly from June’s sell-off, returning 5.15%, as measured by
the ICE BofA European Currency High Yield Constrained Index (HPC0) in EUR unhedged terms. Attractive
valuations, a decent start to earnings season, and light street inventories contributed to the positive backdrop. While inflation remains hot and central banks continue to increase interest rates, the introduction of
anti-fragmentation tools in Europe and an expectation that the Fed may be closer to neutral interest rates
supported asset prices in the second half of the month. Additionally, there were several positive events affecting specific credits. While BBs led the rally and were a headwind to our portfolios’ relative performance,
security selection and positive events helped us offset virtually all of this ratings-driven drag.
Emerging markets hard currency sovereign bonds, as measured by the JPMorgan Emerging Markets Bond
Index Global (EMBIG), rose 3.20% in July (-16.23% YTD). High yield credits underperformed in July despite gaining 2.92%, while investment grade sovereigns outperformed with a 3.38% gain. The EMBIG index
spread over US Treasuries tightened by 14 bps to 446 bps. The combination of stronger US Treasuries
and a bounce in global equity markets, despite weakening economic data and ongoing inflation concerns,
was the main driver for the strong overall performance in emerging markets in July. EM high yield corporate
bonds, as measured by the ICE BofA High Yield US Emerging Markets Corporate Plus Index (EMUH), rose
1.35% in July and have declined -18.19% YTD. Asia high yield underperformed again in July (-2.41%) on
persistent macroeconomic headwinds in China. The EM corporate market ended July with a yield-to-worst
of 10.95% and 812 bps spread over US Treasuries.
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