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Pain delayed?

Credit quality in aggregate has mostly held up due to the impact of high nominal
growth and COVID-era consumer savings on corporate revenues, with default
rates yet to show a meaningful rise this side of the debt maturity wall.
Nonetheless, traditional indicators of a deteriorating credit cycle — an inverted
yield curve, tighter lending standards, and elevated debt levels — remain. Notable
in the third quarter was the sharp rise in real rates which, alongside a fresh
tightening in financial conditions, is likely to weigh on credit.

Jim Cielinski, CFA
Global Head of Fixed

Income
Longer term predictors still flashing red
Debt servicing costs have risen Stronger, larger companies can The earnings rebound post COVID
with higher yields and may remain access capital, but at a higher price. is now (with some exceptions)
elevated given the looming Smaller companies reliant on bank being challenged by weaker
maturity wall and prospect of lending are finding it tougher. nominal growth and the
higher-for-longer policy rates. incremental rise in financing costs.
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HIGH DEBT LOADS RESTRICTED CAPITAL ACCESS EXOGENOUS SHOCK TO CASH FLOW
Key metrics: interest cover, leverage  Key metrics: liquidity cycle, real Key metrics: earnings, earnings
Prognosis: stock of debt high; borrowing costs revisions
refinancing costs higher Prognosis: liquidity withdrawal amid Prognosis: earnings growth

QT and tighter lending standards weakening

Note: Our traffic lights represent historically reliable predictors of credit cycles on a medium- to long-term basis. They indicate the direction of the
cycle. They do not predict the precise timing, shape or magnitude of a turn in the cycle. Our Credit Risk Monitor is not designed around valuations and
is not intended to be used as a market-timing tool.

Marketing communication | For professional investors only | Not for onward distribution
This document is solely for the use of professionals and is not for general public distribution. Past performance does not
predict future returns. Investing involves risk, including the possible loss of principal and fluctuation of value.
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Sharp rise in real yields as market dialogue shifts to supply-demand imbalances

Rates rose sharply in the third quarter as investors focused on G7 budget deficits and supply-demand imbalances
creeping into fixed income markets, driving term premia higher.

A reset in policy rate expectations to a “higher for longer” mentality upended markets. Inflation has peaked
(except in Japan), but targets of 2% are still a long way away.

The staggering rise in real yields has helped push the real cost of borrowing higher than it has been for a decade.
This is a negative for economic growth and credit creation.

Access to capital — a mixed picture

Large companies still appear able to borrow with ease. Large cash balances prevented net interest payments
climbing at first, but each refinancing comes at a premium. The rise in borrowing costs is set to be felt more
heavily in the coming quarters. This could impair finances and credit quality quickly if revenue growth stumbles.
Small and medium enterprises — those relying on the banking system — are more exposed to higher costs,
particularly as more leveraged borrowers have been turning to floating rate loans.

High yield issuers have been met with decent appetite for bonds, but this could rapidly fade if the ‘soft landing’
narrative falters, given a heavy refinancing calendar in coming quarters.

Issuer fundamentals — generally okay but areas of credit stress evident

We expect default rates to climb but remain relatively low for the next 12 months. Issuers came into the
slowdown with strong fundamentals and many companies have termed out their debt.

That said, higher borrowing costs typically lead to defaults (with a lag) and areas of stress are emerging. Europe is
experiencing a weaker economic environment, partially offset by a higher quality high yield market.

An unusual cycle — and why we remain cautious

Leading indicators pointing to a recession (the Conference Board Leading Index, for example, indicates a
recession should have already started) have been somewhat blindsided by consumer strength, the disconnect
between nominal and real growth, and easy fiscal policy.

Nonetheless, we think the market narrative could shift quite quickly given the sharply higher rates and the lagged
effect of cumulative tightening means (two years on from initial tightening) we are entering a high-risk period.
We continue to be cautious around security selection in portfolios.

Valuations o . _
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Credit spreads are below long-term averages on ratings- A lower BB/BBB ratio could indicate worse value in
adjusted basis BB-rated bonds compared to BBB-rated bonds. The
5000 ratios ended the quarter slightly up.
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Source: Bloomberg indices as at 30 September 2023. Option-adjusted spreads Source: ICE BofA corporate bond indices as at 30 September 2023. The
(OAS) shown. Average is over the last 20 years. See Important Information for spread ratio is calculated by dividing the BB spread by BBB spread. See
full information on underlying indices. Important Information for full information on underlying indices.
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Cycle indicators

Central bank liquidity (% GDP) falls

G4 central bank balance sheets fall below the 2-year
average.
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Source: Janus Henderson Investors as at 30 September 2023.
Real rates (%) spike higher
Sharp moves higher in real yields tend to lead a default
cycle.
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Source: Janus Henderson calculations, Bloomberg, Moody’s, as at 30 September
2023. HY = high yield, IG = investment grade

Note: there is no guarantee that past trends will continue. See Important
Information for full information on underlying indices.

Past performance does not predict future returns.
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The yield curve slope remains in negative territory, indicating
ongoing recession risk.
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Source: Bloomberg 2-year and 10-year government bond yields to 30
September 2023.

CCC v B spreads differential (bps) falls

Weaker performance trends in lower quality (CCC) is a
warning sign of stress — this is shown by periods where the
orange line rises sharply from low levels. The recent fall in
the US slowed in Q3.
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Source ICE BofA US High Yield CCC and ICE BofA US High Yield B spread-to-worst
shown. Data as at 30 September 2023.
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Issuer fundamentals show mild weakening

Median interest coverage has edged lower across the board (US and Europe; IG and HY). Notably, interest cover in
the US CCC-rated segment has declined to 2.15x as at Q2 2023 from 2.87x in Q2 2022. Meanwhile, Moody's data,
as at 31 August 2023, shows the global corporate trailing 12-month (TTM) default rates for speculative grade
issuers has risen in aggregate to 4.3% from 3.8% a year earlier.

Investment grade net leverage Investment grade interest coverage
(Debt/EBITDA) (EBITDA/interest)
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Source: JPMorgan. Net leverage and interest coverage is as at Q2 2023, except for European HY which reflects Q4 2022, the latest available complete data at 30
September 2023. Data is subject to change.

Earnings growth (%) weakness expected to broaden

Year-on-year earnings per share growth revisions were mixed in developed markets, with the UK the laggard, while
emerging markets were generally weaker.

Region 22F 23F 24F Revisions on
‘23 forecasts
since last “Each cycle is different, but
Quarter when you have a lot of debt,
Global 10 0 11 v when you have companies
losing access to capital at a
Developed 10 1 10 v reasonable price, and when
us 6 2 12 4 you then get some type of
S = R . N exogenous shock on top of
that — that tells you that a
UK 29 -12 ) v credit cycle is likely to unfold
Japan 3 13 7 '\ in a negative way.”
Emerging 6 -4 19 v Jim Cielinski
China 2 16 16 v Global Head of Fixed Income

Source: Refinitiv Datastream data, 30 September 2023.
2022, 2023 and 2024 data are estimates, and there is no guarantee that past trends will continue.
Past performance does not predict future returns.
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Sterling market snapshot

30/09/2023 YTD change Sterling Non Gilt Index - ratings breakdown (%)
Market size £Emm 567,164 100%
0,
No. of issuers 464 90%
80%
Yield 5.86% +51bps 70%

Credit spread (OAS) 132bps -34bps 60%
50%
By maturity 2-year 5-year 10-year  30-year 40%
30%

1 1 0, 0, 0, 0,
Gilt yield 4.90% 4.51% 4.44% 4.90% 20%
Swap yield 5.17% 4.60% 4.35% 4.29% 10%
i 0%
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Source: ICE BofA indices and Bloomberg. Data as at 30 September 2023.

*Credit spread data based on BofA Sterling Non-Gilt index using maturity bands with HAAA EAA A BBB

similar duration to the 2,5,10 and 30-year gilts. See Important Information for full Source: ICE BofA indices. Data as at 30 September 2023. See Important

information on underlying indices. Information for full information on underlying indices.

10-year LastQ-end  GBP corporate bond spreads versus other markets
L. =
Spreads (bps) o Current Last Q-end chg (bps)
Non-Gilt index 124 132 146 -14 450 GBP EUR usD
Non-Gilt 15+ index 134 130 136 -6 400
350
A Financials 142 153 174 -21 300
A Industrials 114 107 118 -11 250
A Utilities 133 129 136 -7 200
150
BBB Financial 231 244 260 -16 100
BBB Industrials 173 181 202 -21 50
e 0
BBB Utilities 151 162 170 8 2017 2018 2019 2020 2021 2022 2023
Source: ICE BofA indices and Bloomberg, 1-10 year corporate bond indices in
Source: ICE BofA indices and Bloomberg. Data as at 30 September 2023. See GBP, USD and EUR. Data as at 30 September 2023. See Important Information
Important Information for full information on underlying indices. for full information on underlying indices.

Maturit
Sterling Corporate Issuance, 2023 YTD £bn ury sector breakdown
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Source: Barclays Credit Research. Data as at 30 September 2023.
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Data sources (supplementary information)

Quality-adjusted spreads (%):

Global IG = ICE BofA Global Corporate Index data used

Global HY = ICE BofA Global High Yield Index data used

High yield vs investment grade (spread ratio)

US ratio : ICE BofA BB US High Yield Index / ICE BofA BBB US Corporate Index
Euro ratio: ICE BofA BB Euro High Yield Index / ICE BofA BBB Euro Corporate Index
Bloomberg: G4 Balance sheet as a % of GDP (BSPGCPG4 Index)

Bloomberg: 10- year minus 2-year US government bond yields

Bloomberg: US 10-year generic real yield and 7-10yr BBB Corporate spread

ICE BofA Single-B US High Yield Index and ICE BofA CCC & Lower US High Yield
Index

Earnings growth (%)

Global earnings = MSCI AC World Index

Developed earnings = MSCI World Index

US earnings = The MSCI USA Index

Eurozone earnings = The MSCI EMU Index (European Economic and Monetary
Union)

UK earnings = MSCI United Kingdom Index

Japan earnings = TOPIX Index

China earnings = MSCI China Index

GBP Corporate bond spreads vs other markets:

GBP Corp = ICE BofA 1-10 Year Sterling Corporate Index OAS

USD Corp = ICE BofA 1-10 Year US Corporate Index OAS

EUR Corp = ICE BofA 1-10 Year Euro Corporate Index OAS

Table: Sterling corporate bond market data:

ICE BofA Sterling Non-Gilt Index

Data for 2,5,10 and 30-year spreads based on weighted OAS of bonds in that
maturity bucket, calculated using ICE Sterling Non-Gilt Index constituents

ICE BofA Single-A Sterling Financials Index

ICE BofA Single-A Sterling Industrials Index
ICE BofA Single-A Sterling Utilities Index
ICE BofA BBB Sterling Financial Index

ICE BofA BBB Sterling Industrials Index
ICE BofA BBB Sterling Utilities Index

ICE BofA Sterling Non-Gilt 15+ Index
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The views presented are as of the date published. They are for information purposes only and should not be used or construed as investment, legal
or tax advice or as an offer to sell, a solicitation of an offer to buy, or a recommendation to buy, sell or hold any security, investment strategy or
market sector. Nothing in this material shall be deemed to be a direct or indirect provision of investment management services specific to any client
requirements. Opinions and examples are meant as an illustration of broader themes, are not an indication of trading intent, are subject to change
and may not reflect the views of others in the organization. It is not intended to indicate or imply that any illustration/example mentioned is now or
was ever held in any portfolio. No forecasts can be guaranteed and there is no guarantee that the information supplied is complete or timely, nor
are there any warranties with regard to the results obtained from its use. Janus Henderson Investors is the source of data unless otherwise
indicated, and has reasonable belief to rely on information and data sourced from third parties. Past performance does not predict future returns.
Investing involves risk, including the possible loss of principal and fluctuation of value.

Not all products or services are available in all jurisdictions. This material or information contained in it may be restricted by law, may not be
reproduced or referred to without express written permission or used in any jurisdiction or circumstance in which its use would be unlawful. Janus
Henderson is not responsible for any unlawful distribution of this material to any third parties, in whole or in part. The contents of this material
have not been approved or endorsed by any regulatory agency.

Janus Henderson Investors is the name under which investment products and services are provided by the entities identified in the following
jurisdictions: (a) Europe by Janus Henderson Investors International Limited (reg no. 3594615), Janus Henderson Investors UK Limited (reg. no.
906355), Janus Henderson Fund Management UK Limited (reg. no. 2678531), (each registered in England and Wales at 201 Bishopsgate, London
EC2M 3AE and regulated by the Financial Conduct Authority) and Janus Henderson Investors Europe S.A. (reg no. B22848 at 2 Rue de Bitbourg, L-
1273, Luxembourg and regulated by the Commission de Surveillance du Secteur Financier); (b) the U.S. by SEC registered investment advisers that
are subsidiaries of Janus Henderson Group plc; (c) Canada through Janus Henderson Investors US LLC only to institutional investors in certain
jurisdictions; (d) Singapore by Janus Henderson Investors (Singapore) Limited (Co. registration no. 199700782N). This advertisement or publication
has not been reviewed by Monetary Authority of Singapore; (e) Hong Kong by Janus Henderson Investors Hong Kong Limited. This material has not
been reviewed by the Securities and Futures Commission of Hong Kong; (f) South Korea by Janus Henderson Investors (Singapore) Limited only to
Qualified Professional Investors (as defined in the Financial Investment Services and Capital Market Act and its sub-regulations); (g) Japan by Janus
Henderson Investors (Japan) Limited, regulated by Financial Services Agency and registered as a Financial Instruments Firm conducting Investment
Management Business, Investment Advisory and Agency Business and Type Il Financial Instruments Business; (h) Australia and New Zealand by
Janus Henderson Investors (Australia) Limited (ABN 47 124 279 518) and its related bodies corporate including Janus Henderson Investors (Australia)
Institutional Funds Management Limited (ABN 16 165 119 531, AFSL 444266) and Janus Henderson Investors (Australia) Funds Management Limited
(ABN 43 164 177 244, AFSL 444268); (i) the Middle East by Janus Henderson Investors International Limited, regulated by the Dubai Financial
Services Authority as a Representative Office. This document relates to a financial product which is not subject to any form of regulation or approval
by the Dubai Financial Services Authority ("DFSA"). The DFSA has no responsibility for reviewing or verifying any prospectus or other documents in
connection with this financial product. Accordingly, the DFSA has not approved this document or any other associated documents nor taken any
steps to verify the information set out in this document, and has no responsibility for it. The financial product to which this document relates may
be illiquid and/or subject to restrictions on its resale. Prospective purchasers should conduct their own due diligence on the financial product . If you
do not understand the contents of this document you should consult an authorised financial adviser. No transactions will be concluded in the
Middle East and any enquiries should be made to Janus Henderson. We may record telephone calls for our mutual protection, to improve customer
service and for regulatory record keeping purposes.

Outside of the U.S.: For use only by institutional, professional, qualified and sophisticated investors, qualified distributors, wholesale investors and
wholesale clients as defined by the applicable jurisdiction. Not for public viewing or distribution. Marketing Communication.

Janus Henderson and Knowledge Shared are trademarks of Janus Henderson Group plc or one of its subsidiaries. © Janus Henderson Group plc.
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