
High yield: 
When is the uncertainty?
by Azhar Hussain

So, what did I get wrong? Like most 
people, I didn’t foresee the Russian 
invasion of Ukraine and how it would 
supercharge inflation – the downstream 
impact on interest rates and risk of 
recession have been painful. Of course, 
unlike annual outlook predictions, fund 
managers are able to revisit their 
assumptions as new information emerges 
(albeit within a clear and consistent 
investment philosophy and process).

React and reposition
In the aftermath of Russia’s aggression 
in late February, we shifted to a firmly 
defensive stance: the Federal Reserve’s 
commitment to tackle inflation with 
faster and higher interest rate rises 
than previously indicated was already 

apparent. However, the inflationary 
impact of the invasion and retaliatory 
sanctions on oil, gas and other commodity 
prices created a double whammy that 
completely changed the situation. 

This was our position for the rest of the 
year. Even though sharp falls in underlying 
government bonds and far wider high 
yield credit spreads lead to particularly 
attractive yields, there was no need to be 
more bullish. Given the asymmetry of risks 
in credit investing, it doesn’t pay to take 
excessive risks when heading into periods 
of more negative sentiment. 

Around a year ago, we confidently predicted that for high yield 
markets, it was ‘Looking good for 2022 after August reboot’. With 
our global high yield benchmark index down around 15% for the 
year to the end of October, it quite clearly wasn’t all good. Against 
that, global high yield has outperformed gilts and sterling credit 
as predicted, however; and emerging market debt has been the 
key area of weakness, delivering returns well below the US and 
European regions. 

Azhar has 20 years direct experience of 
investing in an array of strategies across 
the global fixed income and leveraged 
finance arenas.  He trained as a chartered 
accountant with Deloitte before starting 
his investment career as a high yield 
credit analyst at Gulf International Bank 
in London.  He subsequently became 
Head of Corporate Debt responsible 
for IG & HY absolute and relative return 
strategies.  He left to join Insight as Head 
of HY & Leveraged Loans before joining 
RLAM initially as Head of Global High 
Yield where he has successfully launched 
strategies across the global credit 
spectrum.  Azhar holds a BA in Economics 
& Law from SOAS, University of London 
and obtained a MSc in Behavioural 
Science from the London School of 
Economics in 2018.
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2023: pivot or stay put?
With yields now materially higher than 
this time 12 months ago, what are 
the prospects for the asset class and 
should we consider becoming more 
bullish? The big picture answer is pretty 
straightforward: in 2023, the high yield 
market will be all about the recession and 
the shape of the default cycle. This is the 
key dynamic for high yield markets at this 
point in the economic cycle. 

With regard to the recession and 
defaults, after a moderate market panic 
in the autumn, markets calmed down 
somewhat and essentially started to 
price in a more benign environment 
– one that suggested that the peak of 
the rate cycle was near and that the 
recession would be relatively mild. The 
double-digit default forecasts we saw in 
September had turned into more modest 
4-5% default predictions by December.

One factor that has to be considered 
more carefully is the risk-free rate. Until 
recently, around two-thirds of the total 
yield of the market was driven by the 
spreads on high yield bonds, with the 
risk-free element representing around 
one-third. With government bond yields 
now materially higher, that ratio is more 
of a 50:50. This isn’t terrible in itself, but 
it does mean that government bond yield 
volatility will have a greater impact on the 
high yield market. And most investors are 
expecting more volatility in government 
bonds next year.

Figure 1: The default cycle has steadily evolved
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Source: Moody’s, BAML and RLAM as at 31 October 2022. 
Past performance is not a guide to future performance.

Figure 2: High yield market composition
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The expectation that the peak of central 
bank action is within sight is also a concern 
for me. Perhaps central banks will be 
able to utterly crush the large uptick in 
inflation we’ve seen this year. I can see 
the combination of the year-on-year 
price effects and the impact of rate 
hikes already made bring inflation lower, 
perhaps a lot lower. But back to the 2% 
levels that most central banks target? 
I’m not so sure. I think there is material 
chance that the only way we see inflation 
back at the 2% is by means of far more 
hikes and / or a deeper recession than is 
currently priced into markets and that will 
be a question that both policy makers and 
markets will have to grapple with soon.

Follow the risk
All of this sounds rather gloomy. But I 
continue to see opportunities for high 

yield investors. The market as a whole 
was quite resolute in 2022 and many 
of the factors that drove that remain in 
place. The composition of the market is 
better than it was 20 years ago (figure 
2), with around 9% of the market CCC 
rated, compared with double that a little 
over a decade ago while the proportion 
of higher quality BB bonds has increased 
materially. More importantly, the yield 
on this market is now around 8% – 
providing a buffer against further 
drawdowns and an attractive return if 
markets trade sideways over the year.

As ever in this market, there are higher 
and lower risk ways to gain exposure. 
Given our expectation that interest rates 
will remain volatile in 2023, many are 
still looking at short duration strategies 
to try to mitigate these effects. The 
recession also adds an element that we 
haven’t seen in recent years. Unlike the 

GFC, or even the pandemic, we expect 
negative effects to be much more issuer-
specific, and therefore whether focusing 
on shorter or longer maturity issues, fully 
understanding that issuer and the quality 
of their financials will be a determining 
factor, rather than relying on third-party 
ratings or research. So above all, we 
think this is a year for targeted exposure, 
rather than taking a passive approach.
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Investment risks
Past performance is not a guide to future 
performance. The value of investments 
and the income from them is not 
guaranteed and may go down as well as 
up and investors may not get back the 
amount originally invested. Changes in 
currency exchange rates may affect the 
value of these investments.

Important information 
For professional clients / qualified 
investors only, not suitable for 
retail investors. This is a marketing 
communication.

This is a financial promotion and is not 
investment advice. Telephone calls may 
be recorded. For further information 
please see our Privacy policy at  
www.rlam.com

The views expressed are those of the 
authors at the date of publication unless 
otherwise indicated, which are subject to 
change, and is not investment advice.

The services being offered hereby 
are being offered on a private basis to 
investors who are institutional investors. 
This document is not subject to and has 
not received approval from either the 
Bermuda Monetary Authority or the 
Registrar of Companies in Bermuda 
and no statement to the contrary, explicit 
or implicit, is authorized to be made in 
this regard. The services being offered 
may be offered or sold in Bermuda only 
in compliance with the provisions of 
the Investment Business Act 2003 of 
Bermuda. Additionally, non-Bermudian 
persons may not carry on or engage in any 
trade or business in Bermuda unless such 
persons are authorized to do so under 
applicable Bermuda legislation. Engaging 
in the activity of offering or marketing 
the services being offered in Bermuda to 
persons in Bermuda may be deemed to be 
carrying on business in Bermuda.

This document is private and confidential 
and only for use by “permitted clients” in 
Canada. This document is for information 
purposes only and is not intended as 
an offer or solicitation to invest. This 
document does not constitute investment 
advice and should not be relied upon as 
such. Royal London Asset Management 
Limited (“RLAM”) is authorized to provide 
investment services in Canada under the 
International Adviser Exemption. 

RLAM’s principal place for business 
is in the United Kingdom, and it is not 
registered as a manager in the provinces 
of Alberta, British Columbia, Ontario, 
and Québec.

Issued in December 2022 within 
Europe (ex-Switzerland) by FundRock 
Distribution S.A. (“FRD”) the EU 
distributor for Royal London Asset 
Management Limited. FRD is a 
public limited company, incorporated 
under the laws of the Grand Duchy of 
Luxembourg, registered office at 9A, rue 
Gabriel Lippmann, L-5365 Munsbach, 
Luxembourg, and registered with the 
Luxembourg trade and companies 
register under number B253257. 
Page 23, FRD is authorized as distributor 
of shares/units of UCIs without making 
or accepting payments (within the 
meaning of Article 24-7 of the 1993 
Law), as updated from time to time. 
FRD is authorised and regulated by the 
Commission de Surveillance du Secteur 
Financier (CSSF). Portfolio management 
activities and services are undertaken 
by Royal London Asset Management 
Limited, 55 Gracechurch Street, London, 
EC3V 0RL, UK. Authorised and regulated 
by the Financial Conduct Authority in the 
UK, firm reference number 141665. 
A subsidiary of The Royal London Mutual 
Insurance Society Limited.

Ref: AL RLAM PD 0155
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Contact us  
For more information about our range 
of products and services, please 
contact us. Royal London Asset 
Management (RLAM) has partnered 
with FundRock Distribution S.A, who 
will distribute RLAM’s products and 
services in the EEA. This follows the 
United Kingdom’s withdrawal from 
the European Union and ending of the 
subsequent transition period, as UK 
Financial Services firms, including 
RLAM, can no longer passport their 
business into the EEA.

Royal London Asset Management 
55 Gracechurch Street 
London EC3V 0RL

Business Development Support 
bdsupport@rlam.co.uk 
+44 (0)20 3272 5950

For institutional client queries 
institutional@rlam.co.uk 
+44 (0)20 7506 6500

For any queries or questions coming 
from EEA potential investors, 
please contact:

Javier Igartua 
FundRockDistribution S.A. 
9A rue Gabriel Lippman 
Luxembourg-L-5365, Munsbach 
+352 691 340 728 
Javier.Igartua@fundrock.com

www.rlam.com

Royal London Asset Management 5

Outlook 2023

http://www.rlam.com

