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Introduction

In an earlier article, we wrote about our expectations that the monetary policy path
would continue to be restrictive and that rates would remain higher for longer, which

is now playing out and we are seeing the market grappling with this new reality. This

is likely to create pressure points, particularly in the more cyclical parts of the credit
market, such as those issuers with low margins or less pricing power, as well as debt
that comes with floating rates. An important factor that has generally been missed, but
highlighted in surveys such as the US SLO, is the likely potential for tightening of credit
availability which should put pressure on cyclical spreads at the very minimum and
increase dispersion more broadly.

Figure 1. Credit conditions index: Historical series’
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Source: American Bankers Association, as of 26 September 2023. Available here: credit-conditions-index-q3-2023.pdf (aba.com)

Assessing value on an absolute basis

Looking at the credit market in aggregate masks the dispersion we are seeing across
geographies and sectors. Focusing on the high yield (HY) index, 64% of its constituents
trade at spreads at first quartile levels (394 bps) while 13.7% of the market trades at
spreads at fourth quartile levels (645 bps). A similar dynamic is visible in the emerging
market HY corporate market. In global investment grade (IG), we are seeing more
opportunities in credits offering elevated spreads and reflecting potential recessionary
conditions. Opportunity exists for the more discerning investor, but it is almost certainly
not a beta or passive opportunity, particularly in the HY or EM markets.

1. The EAC credit market outlook was conducted twice a year (Q1 and Q3) until 2020, at which point the frequency was increased to quarterly.
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Figure 2. Time to be selective, not to own the entire market
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Source: Bloomberg, ICE BofA, as of 29 September 2023.

The phenomenon is notable given the deteriorating fundamental backdrop. A rise

in interest costs and weakening earnings has led to a drop in interest coverage and
higher leverage ratios. It may take a few more quarters, but we do think that aggregate
spreads will need to reflect this fundamental deterioration as well as the rise in overall
bankruptcies which has been trending up over the past few quarters.

Figure 3. Q2 2023 credit fundamental summary

Qtr EBITDA

Growth (y/y) Gross Leverage Interest Coverage Cash-to-Debt
Sector 2Q23 2Q23 vs 3Q22A 2Q23 vs 3Q22 A 2Q23 vs3Q22A
IG (ex Fins) 2.9% 2.3x 0.0x 11.9x -1.4x 17.8% -2.0%
HY -2.8% 3.8x 0.3x 5.0x -1.2x 9.4% -1.6%
Loans 4.1% 4.1x 0.0x 4.3x -1.0x 10.1% -1.7%

Source: Bloomberg, S&P Capital IQ, Morgan Stanley Research, as of 30 June 2023.

On a yield basis, investors continue to be handsomely rewarded relative to history with
percentiles still at the upper end of the spectrum.

Figure 4. Yields: Investors continue to be handsomely rewarded relative to history
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Source: Bloomberg, ICE BofA, JP Morgan, as of 29 September 2023.
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Additionally, investors can enjoy a substantial margin of safety with break-even levels
remaining elevated across many markets providing significant protection against a
widening spreads or higher yield environment.

In terms of opportunities elsewhere, there has been an uptick in convertible bond
issuance, while issuance also remains healthy in HY and loans — offering opportunities
for buyers. However, the competition for banks to fight back against the growth in
private lending may lead to further deterioration in fundamentals, so a healthy dose of
caution is warranted.

In addition, there is a growing opportunity set in shorter duration credit which is trading
at dislocated prices, where there is some uncertainty from the market regarding the
ability to refinance. This can lead to attractive opportunities, particularly in asset-
heavy companies, but requires extensive due diligence, particularly in relation to

the sponsors. This can also be a fertile hunting ground for issuers likely moving into
distressed territory in the next few years and which could benefit from a right sizing of
their capital structure and/or other flexible capital solutions.

Figure 5. Global HY market - Over $500 billion matures in less than three years

% exposure Average option-adjusted spread Average yield-to-worst

Banking 11% 337 7.8
Energy 10% 430 9.3
Automotive 7% 269 6.9
Financial Services 7% 506 9.8
Leisure 7% 317 8.0
Basic Industry 6% 706 11.5
Capital Goods 6% 427 8.5
Utility 6% 581 10.5
Retail 5% 947 14.0
Real Estate 5% 2,500 29.0
Transportation 5% 749 10.7
Services 5% 942 13.5
Telecommunications 5% 729 11.5
Healthcare 4% 852 13.0
Technology & Electronics 4% 391 8.6
Media 3% 716 11.7
Consumer Goods 3% 1,036 14.8

Source: Bloomberg, ICE BofA, as of 29 September 2023.

Q4 2023 Outlook

At Man, we have one overriding principle: we have no house view. As such, portfolio
managers are free to execute their strategies as they see fit within pre-agreed risk
limits. Keeping that in mind, the outlooks below are from the different credit teams
at Man.

Global Investment Grade:

With all in yields remaining high, we think investors can continue to benefit from

an allocation to IG credit. Inflation is trending lower, which will remove a significant
amount of pressure from central banks and ultimately should make owning duration a
key component of an investor’s asset allocation. We continue to keep a wary eye on
the US as bank fragilities are likely to increase the chances of a hard landing. At the
same time, valuations in the US remain more expensive than in Europe.

Whilst we are constructive on the broader market, we believe dispersion between
sectors, geographies and single names has created deep value opportunities for
bottom-up investors to generate strong excess returns over the medium term. We
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continue to see value in Europe, with a focus on financial companies, which are in

a robust position compared to their US counterparts. Although value has started to
emerge, we continue to take a more cautious view on non-financial cyclicals. As growth
slows, we believe a higher risk premium will need to be attached to these sectors as
demand slows and profitability weakens. All in all, we see dispersion increasing as
growth slows and believe the backdrop creates an attractive opportunity set for high
conviction and active fund managers.

Global High Yield:

In many ways our outlook has not changed from prior quarters. The consequence of
tighter monetary policy will be slower growth and we have yet to see a recessionary
premium in cyclical parts of the market. Looking forward, we expect dispersion

to accelerate and create more opportunities for investors. We maintain a strong
preference for first lien and secured exposures and will be guided by bottom-up
fundamentals in terms of where value resides. This is pointing us towards senior
financials, gaming, consumer staples and special situations in real estate and
business services.

Specifically, we believe the senior unsecured credit of European financials offers
attractive value. Our focus is on mortgage lenders rather than banks that are more
exposed to SME lending or investment banking. We also believe Europe provides a
much more promising backdrop relative to the US given the latter’s less stringent
regulations for regional banks. In Europe, capital ratios must be kept at elevated levels
across large and smaller banks which has resulted in less vulnerability across Europe.
In the US, deposit outflows and significant lending into the commercial real estate
(CRE) market implies a stretched capital position.

Figure 6. Required CET1 risk-based capital ratios for banking union Significant Institutions and US banks,
compared by US bank category size, as of Q4 2022
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Source: ECB, as of 31 December 2022. Available here: Banking supervision beyond capital (europa.eu).

The current backdrop remains promising for both global dislocation and special
situations investments with monetisation timelines of between one and three years

as bonds approach maturity dates. 29% of the global HY market has a maturity date
within the next three years, totalling more than $590 billion. This segment of the market
has an average option-adjusted spread of 752 bps, yield-to-worst of 12.0% and an
average price of $90.2 We are focussing primarily on performing dislocations where
bonds offer a material discount to par with the aim of capturing par by the end of the
reinvestment period in 2026.

2. Source: ICE BofA, as of 29 September 2023.
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Emerging Market Debt:

The outlook for EM is challenging due to declining global liquidity and higher core
yields, which may not be absorbed by low-risk premia in hard currency (HC) and local
currency (LC) markets. Additionally, market positioning is still extended.

In HC, both the J.P. Morgan Emerging Market Bond Index (EMBIG) Investment Grade
and EMBIG (excluding CCC credits) are trading at levels lower than their 10-year
average by more than one standard deviation. Therefore, there may be limited room for
further tightening, while spreads could significantly widen due to continued monetary
tightening. Distressed names may offer case-by-case opportunities, but selectivity is
crucial, especially after a strong rally this year.

In LC markets, interest carry and price return have driven performance year to date, but
there are hurdles for future gains, including higher core yields, and the easing cycles
that have started for some EM central banks. Additionally, the EM inflation outlook is
becoming less certain, in contrast to the broad-based disinflation trend of the past four
to five months. The underwhelming growth outlook in China is likely to add vulnerability
to commodity-exporting currencies. Lastly, market positioning remains extended.

Emerging Market Corporate Bonds:

We believe that valuations in the EM corporate bond space remain fair - and in fact
tight in a few pockets at an index level once China HY is stripped out. With that said,
we are positive about the opportunity set going forward, with dispersion likely to remain
high due to uncertainty over the future pathway of growth.

We remain sceptical that China’s fiscal policy will come to the rescue of growth and
believe there is still some downside risk to real estate in this market. The market
remains fixated on what the next China fiscal policy measure might be and while this
might support growth, homeowners and certain real estate projects, we are doubtful
that this will be a bailout of offshore creditors. We prefer to play China’s recovery
selectively via some industrials and Macau’s gaming sector.

Outside of China, we see opportunities in India, mainly geared towards short-dated
paper of high-quality credits in a variety of sectors, as well as special situations in
Indonesian HY. In Turkey, we see opportunities in companies that are net cash and
retain strong fundamentals with limited downside risks related to currency devaluation
and in Latin America, we are becoming emboldened by opportunities in Mexican banks,
Brazilian oil field services and within Brazilian special situations.

We expect the primary market to become more active in the coming months after a
long period of hibernation and we aim to selectively capitalise on opportunities in this
space, though we retain a degree of caution given the difficult macro conditions still
percolating in both developed and emerging markets.

Convertible Bonds:

We have recently seen signs that rates will remain higher for longer than expected,
with some investors now of the belief that rate hikes have further to run. Such a move
would be negative for traditional fixed income assets with their higher duration (5.8 for
IG, 3.5 for HY and 7.2 for government bonds). Conversely, global convertibles have a
duration of just 2.1. Higher rates also lower the probability that economies can avoid a
hard landing.

The current set-up for convertibles remains favourable for those required to be invested
in equity markets. As has been well documented, equity market strength has been
driven by a small handful of mega-cap tech names that are not represented in the
convertibles space. Conversely, many convertible bond issuers remain oversold and
provide attractive opportunities on the upside. While deltas (equity sensitivity) remain
low versus historical levels, this also provides strong downside protection in the event
that markets move lower. The positive convexity feature of convertibles means deltas
will expand on a move higher in markets, however.

The higher for longer rates environment, as well as an upcoming maturity wall, bode
well for new issue volumes in the convertible bond space as firms seek to reduce their
financing costs and capitalise on strength in equity prices.
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Convertible Bond Arbitrage:

We believe Europe offers better value than the US and Asia in this space. European
realised volatility continues to remain near recent lows and implied volatilities have
continued to grind lower as a result. This overall cheapening has been exacerbated
by a combination of increased primary in Asia and the US, prompting a rebalancing
from the EU to the US and Asia, as well as continued redemptions from long only
participants. This cheapening has been most pronounced in balance and lower delta,
in particular, in longer duration convertibles. The cheapness should also be taken

in the context of the more normalised rate environment which makes the equivalent
cheapness look even more attractive compared to recent points like March 2020 and
July 2022. These valuation lows would however rely on the European Central Bank
(ECB) cutting rates or intervening in a broader risk off move. If rates continue to remain
elevated and there is no wider market shock that prompts the ECB to cut rates, a 2%
cheap universe still presents an attractive entry point to opportunistically scale in, in
our view.

We anticipate significant opportunities in the event driven space for idiosyncratic
selection, driven by factors such as buybacks, M&A and other market prospects.
We also believe the rise in stress and dislocation will create more credit

specific opportunities.

Residential Mortgage-Backed Securities (RMBS):

US housing has been characterised by some interesting market dynamics as we

have moved through 2023. Nationally, home prices have rebounded above the 2022
peak despite previous forecasts of impending doom. Most analysts now project that
national home prices will be flat to slightly up in the coming years, range-bound due
to competing push-pull forces of supply/demand and unaffordability pressures. Near-
record low inventory and homeowners, incentivised to stay in place to protect their
historically low 30-year fixed rate mortgages, have combined with high demand driven
by household formations to protect against a price correction despite a run up in
mortgage rates to north of 7%. This stabilised and relatively healthy market contrasts
with many CRE sectors, where negative leverage and refinance risk (borrowing costs in
excess of investment yields) and underlying fundamental deterioration has led to falling
asset values. Adding to this differential in price/valuation is the fact that residential
houses are valued by the homeowner bid for a primary residence, whereas CRE
properties are valued by ‘cap rates’.

Against this backdrop, we are seeing compelling opportunities in residential credit.
Investor loans continue to offer attractive risk-adjusted returns, with relative value
available in RMBS as spreads on more liquid investments have widened faster than the
underlying loans. We are also seeing growing opportunities to invest in home equity
loans (HELs), which can deliver structurally levered and diversified exposure with
significant equity buffer. This opportunity follows the long-term home price appreciation
experienced in the US, where homeowner equity is near historical highs ($30+ trillion3)
and HELs allow homeowners to release equity from their homes without refinancing
their existing first lien mortgage (from <3% to >7%). Specialist investors can aggregate
and finance HELs and acquire and finance |G HEL bonds from banks and non-bank
lenders, and volume is expected to grow significantly in the coming years.

Leveraged Loans:

Loans have had a very good year, up close to double digits and outpacing the returns
of HY and IG markets. Although the floating rate aspect of loans is the main driver

of outperformance, loans have also outperformed HY on an excess return basis.
Additionally, lower quality corners of the market have delivered the best returns as the
market largely pays no heed to fears over incoming recessionary conditions.

The moves year to date are seeming to shrug off the recent deterioration in
fundamentals that we highlighted in Figure 3. We expect this to continue as higher
interest costs and slowing growth start to impact the market (see Figure 7).

3. Source: Man GPM, Board of Governors of the Federal Reserve System, data through to April 2023.
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Figure 7. Interest expenses rose more than 2% faster than EBITDA for the median loan borrower in 4Q22
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Source: Morgan Stanley Research, as at 31 December 2023.

Credit Risk Sharing (CRS):

One of the priorities of the EU Capital Markets Union is to revive the EU securitisation
market. If we were to use notional significant risk transfer (SRT) issued as a proxy

for revitalisation, then 2022 was a very healthy year indeed. With over 30 banks
issuing 118 SRT securitisations worth over EUR 170 billion in notional value (up from
approximately EUR 130 billion in 2019), issuances are expected to creep past EUR
200 billion by year-end. The diffusion of credit exposures continues to garner broad
support from macroprudential supervisors as a means of promoting financial stability.
The expansion in funding potential brought about by SRT is another acknowledged
benefit, and one of particular pertinence as governments attempt to rouse decelerating
economies. These factors play into the observed robustness of the SRT market, having
weathered more than 20 turbulent years, delivering investors stable and predictable
cash flows throughout. As SRT spreads sit at their widest for over a decade, the
opportunity for investors to gain exposure to a diversified pool of high-quality loans is
as compelling as ever, in our view.

Q4 2023 Credit Outlook: Price Is What You Pay, Value Is What You Get | 7



Author

Sriram Reddy
Managing Director — Credit, Man GLG

Sriram Reddy is a Managing Director for credit at Man GLG. He is
responsible for coordinating business development, product
development, marketing and client service efforts across both long

‘ /h only and alternative credit strategies. Sriram joined Man Group in

N 2022. He was previously a Credit Investment Director at Schroders.

Prior to that, Sriram worked at BlackRock for more than 12 years in multiple roles,
most recently as an Investment Strategist within the BlackRock Investment Institute.
Sriram holds a BA in Economics from Johns Hopkins University.

\

Q4 2023 Credit Outlook: Price Is What You Pay, Value Is What You Get | 8



Important Information

This information is communicated and/or distributed by the relevant Man entity identified below (collectively the ‘Company’) subject to the following
conditions and restriction in their respective jurisdictions.

Opinions expressed are those of the author and may not be shared by all personnel of Man Group plc (‘Man’). These opinions are subject to change
without notice, are for information purposes only and do not constitute an offer or invitation to make an investment in any financial instrument or

in any product to which the Company and/or its affiliates provides investment advisory or any other financial services. Any organisations, financial
instrument or products described in this material are mentioned for reference purposes only which should not be considered a recommendation
for their purchase or sale. Neither the Company nor the authors shall be liable to any person for any action taken on the basis of the information
provided. Some statements contained in this material concerning goals, strategies, outlook or other non-historical matters may be forward-looking
statements and are based on current indicators and expectations. These forward-looking statements speak only as of the date on which they

are made, and the Company undertakes no obligation to update or revise any forward-looking statements. These forward-looking statements are
subject to risks and uncertainties that may cause actual results to differ materially from those contained in the statements. The Company and/or its
affiliates may or may not have a position in any financial instrument mentioned and may or may not be actively trading in any such securities. Past
performance is not indicative of future results.

Unless stated otherwise this information is communicated by the relevant entity listed below.

Australia: To the extent this material is distributed in Australia it is communicated by Man Investments Australia Limited ABN 47 002 747 480 AFSL
240581, which is regulated by the Australian Securities & Investments Commission (ASIC). This information has been prepared without taking into
account anyone’s objectives, financial situation or needs.

Austria/Germany/Liechtenstein: To the extent this material is distributed in Austria, Germany and/or Liechtenstein it is communicated by

Man (Europe) AG, which is authorised and regulated by the Liechtenstein Financial Market Authority (FMA). Man (Europe) AG is registered in

the Principality of Liechtenstein no. FL-0002.420.371-2. Man (Europe) AG is an associated participant in the investor compensation scheme, which
is operated by the Deposit Guarantee and Investor Compensation Foundation PCC (FL-0002.039.614-1) and corresponds with EU law. Further
information is available on the Foundation’s website under www.eas-liechtenstein.li. This material is of a promotional nature.

European Economic Area: Unless indicated otherwise this material is communicated in the European Economic Area by Man Asset Management
(Ireland) Limited (‘MAMIL’) which is registered in Ireland under company number 250493 and has its registered office at 70 Sir John Rogerson’s
Quay, Grand Canal Dock, Dublin 2, Ireland. MAMIL is authorised and regulated by the Central Bank of Ireland under number C22513.

Hong Kong SAR: To the extent this material is distributed in Hong Kong SAR, this material is communicated by Man Investments (Hong Kong)
Limited and has not been reviewed by the Securities and Futures Commission in Hong Kong. This material can only be communicated to
intermediaries, and professional clients who are within one of the professional investors exemptions contained in the Securities and Futures
Ordinance and must not be relied upon by any other person(s).

Japan: To the extent this material is distributed in Japan it is communicated by Man Group Japan Limited, Financial Instruments Business Operator,
Director of Kanto Local Finance Bureau (Financial instruments firms) No. 624 for the purpose of providing information on investment strategies,
investment services, etc. provided by Man Group, and is not a disclosure document based on laws and regulations. This material can only be
communicated only to professional investors (i.e. specific investors or institutional investors as defined under Financial Instruments Exchange Law)
who may have sufficient knowledge and experience of related risks.

Switzerland: To the extent the material is made available in Switzerland the communicating entity is:

— For Clients (as such term is defined in the Swiss Financial Services Act): Man Investments (CH) AG, Huobstrasse 3, 8808 Pfaffikon SZ, Switzerland.
Man Investment (CH) AG is regulated by the Swiss Financial Market Supervisory Authority (‘FINMA’); and

— For Financial Service Providers (as defined in Art. 3 d. of FINSA, which are not Clients): Man Investments AG, Huobstrasse 3, 8808 Pfaffikon SZ,
Switzerland, which is regulated by FINMA.

United Kingdom: Unless indicated otherwise this material is communicated in the United Kingdom by Man Solutions Limited (‘MSL’) which is a
private limited company registered in England and Wales under number 3385362. MSL is authorised and regulated by the UK Financial Conduct
Authority (the ‘FCA’) under number 185637 and has its registered office at Riverbank House, 2 Swan Lane, London, EC4R 3AD, United Kingdom.

United States: To the extent this material is distributed in the United States, it is communicated and distributed by Man Investments, Inc.

(‘Man Investments’). Man Investments is registered as a broker-dealer with the SEC and is a member of the Financial Industry Regulatory Authority
(‘FINRA’). Man Investments is also a member of the Securities Investor Protection Corporation (‘SIPC’). Man Investments is a wholly owned
subsidiary of Man Group plc. The registration and memberships described above in no way imply a certain level of skill or expertise or that the SEC,
FINRA or the SIPC have endorsed Man Investments. Man Investments, 1345 Avenue of the Americas, 21¢ floor, New York, NY 10105.

This material is proprietary information and may not be reproduced or otherwise disseminated in whole or in part without prior written consent.
Any data services and information available from public sources used in the creation of this material are believed to be reliable. However accuracy is
not warranted or guaranteed. ©Man 2023.

MKT009417/ST/GL/W

Q4 2023 Credit Outlook: Price Is What You Pay, Value Is What You Get | 9



