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US High Yield
US high yield capitulated to the slowing economy in June, with the market
declining -6.81% on the month and -14.03% in the first half of the year, as
measured by the ICE BofA US High Yield Constrained Index (HUC0). Prior
to June, weakness in high yield was primarily driven by rising Treasury
rates, with spread widening a secondary factor. High yield spreads gave way
as 1H22 came to a close, jumping 166 bps on the month to 589 bps. Yield to
worst increased 181 bps to 8.95% as of the end of June. Year to date,
spreads are 278 bps wider and yields have increased by 462 bps. Selling
was broad-based across the market in June, but higher quality, BB-rated
bonds marginally outperformed, falling -6.5% vs. -7.0% for Bs and -7.3% for
CCCs. All sectors declined in June, but more defensive segments such as
packaging and food outperformed, while economically-sensitive sectors and
businesses dependent on vibrant consumer spending like building materials
and leisure lagged the broader market.
A wave of softer economic news, including weaker PMIs, consumer confidence, and housing data, led to increased market expectations that Fed
tightening will drive the US economy into a mild recession. The Fed hiked
rates by 75 bps in June, and Chair Powell and several FOMC colleagues
subsequently reiterated the central bank’s priority of reducing inflation to its
2% target. In his testimony to US Congress, Powell acknowledged that the

Fed may need to tighten rates to a level that triggers a recession. The futures market is currently pricing in
175 bps of additional tightening to a terminal Fed Funds rate of 3.25-3.50% in 1Q23, before the Fed pivots
to easing in the second half of next year. Despite the malaise hanging over the economy, the labor market
remains firm, with jobless claims holding near post-pandemic lows and the unemployment rate steady at
3.6%.
High yield issuers are supported by numerous reassuring developments that would cushion the impact of a
recession. Positives include rising investments in energy (clean and traditional), the return of higher margin
elective surgeries aiding health care companies, and supply chain normalization likely to boost new auto
sales volumes. Pent-up demand for travel among businesses and medium/higher income individuals
should provide a tailwind to the leisure sector. Despite the -0.4% drop in real consumer spending in May,
the goods-to-services shift continued. Services spending rose 0.7% on the month, while goods purchases
mirrored services with a -0.7% decline. We expect the slowdown in economic activity to cause high yield
defaults to rise over the next 12 months from current rock bottom rates, but to remain comfortably below
the 3%+ long term average. With yields approaching 9%, we believe that investors are compensated for
the risks of committing capital to high yield, and the volatile market conditions provide a platform for skilled
active managers to add value by identifying opportunities and avoiding problems.

Global High Yield
The European high yield market was very weak in June, returning -6.85% on the month, as measured by
the ICE BofA European Currency High Yield Constrained Index (HPC0). YTD, the market is down -14.80%.
Continued pressure from high inflation, hawkish central bank policy, and fears of growth/inflation fragmentation across the Eurozone, combined with ongoing concerns about natural gas pricing and availability,
weighed on the market. While investors grapple with high inflation, the market has increasingly shifted its
attention to the potential for a recession at some point in the next 6-12 months and has begun pricing in
this possibility. As a result, European high yield spreads widened by 164 bps in June to 648 bps and the
average price dropped from 91.05 to 84.29. BB-rated bonds outperformed slightly and CCCs lagged in this
environment.
Emerging markets (EM) hard currency sovereign bonds, as measured by the JPMorgan Emerging Markets
Bond Index Global Index (EMBIG), dropped -5.54% in June (-18.8% YTD). High yield credits underperformed on the month, falling -8.96%, while investment grade sovereigns fared better with a -3.18% decline.
The combination of investor flight-to-quality and growing recession concerns led high yield spreads to increase disproportionately. The adverse external macro environment and some specific idiosyncratic stories
were the key performance drivers in June. The EMBIG index’ performance during the first half of the year
was the worst since the 1H13 “Taper Tantrum,” also driven by Fed tightening expectations following a long
period of accommodative monetary policy. With the price action in June, the EMBIG index spread over US
Treasuries widened by 129 bps to 460 bps, mostly driven by high yield credits that on average repriced to
yields around 12%. EM high yield corporate bonds, as measured by the ICE BofA High Yield US Emerging
Markets Corporate Plus Index (EMUH), declined -6.51% in June and -19.28% YTD. Asia high yield underperformed again in June (-8.36%) on persistent macroeconomic pressures from lockdowns in China
(despite recent loosening) and the lack of new information regarding the distressed Chinese property sector. Outside of Asia, some large benchmark oil credits also underperformed. The market ended June with a
yield-to-worst of 11.49% and an 845 bps spread over US Treasuries.
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