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= Defaults in the European high yield market are currently at rock bottom

= |mproving conditions across multiple themes are combining to boost
optimism, from refinancing levels and gas prices to China reopening

= This is resulting in changing fortunes for different sectors including autos
and chemicals

As we approach the end of Q123, the European High Yield (EHY) market continues to defy
expectations. In 2022, the outlook for the asset class was slightly concerning: Deutsche Bank
was predicting a default rate of 3.8%. Despite the concern, less than 0.5% of the EHY market
has actually defaulted in the past year — which is some way under the long-term default average
of almost 2%. Indeed, the market is now converging towards a 2% default scenario for 2023,
with JP Morgan having recently revised down its default rate?.

There are multiple themes in play that can explain this:

= Easing natural gas prices following a milder winter and European efforts to fill gas
storage facilities

=  Corporate results holding up better than expected

= The boost from China reopening following the abandonment of Covid lockdowns

= Corporate balance sheets in good shape, with interest coverage (EBITDA? to interest
expense) near all-time highs

These themes have had favourable knock-on effects in multiple sectors. Auto original
equipment manufacturers were plagued by rising raw material costs and supply-chain
constraints in 2021/22 following Covid and protracted Chinese lockdowns, but these pinch
points are now easing. Carmakers benefitted in 2022 as demand, outweighing supply-chain

" Reuters, U.S. high yield defaults to peak at 10.3% in 2024 - Deutsche Bank, 7 June 2022
2 JP Morgan, State of the high yield market, 5 January 2023

3 EBITDA: earnings before interest, taxes, depreciation and amortisation


http://www.columbiathreadneedle.com/

Fixed income | April 2023

constrained production, has allowed them to improve their sales mix with higher margin cars.
This has also allowed manufacturers to raise prices while keeping tight control on cost pass-
throughs to suppliers. Automakers enter 2023 with substantial order books that should support
performance despite increasing uncertainty over consumer demand.

The European chemicals sector has also benefitted from these themes. Looking back, the
surging natural gas prices we saw in 2022 necessitated de-stocking within end users, meaning
some chemicals companies resorted to plant closures. However, as of March 2023 natural gas
prices have fallen by more than 80% from their peak* and are around a third lower than at the
start of 2022. As such the once feared deep recession scenario is now out of mind and the
sector has seen a pickup in demand from the industrial sector. Europe’s industrial sector is also
expected to benefit from a pickup in demand from a reopening China. Acting as a bellwether for
the sector, UK petrochemicals manufacturer INEOS reported that end markets are recovering
from de-stocking cycles and it is anticipating mid-cycle conditions by the middle of 2023 —
welcome news in the context of the environment we faced in mid-2022.

Another favourable dynamic for Europe is the lack of upcoming bond maturities in 2023. As of
mid-March, less than €13 billion of bonds are due to mature this year. This represents only
slightly more than 2.5% of the market value® — a very manageable amount given strong liquidity
offsets any near-term concerns. Further out, 2024 and 2025 present greater challenges with 9%
and 15% of market value maturing respectively®. However, we expect this challenge to be at
least partially addressed as a result of more prudent and proactive issuers addressing their
medium-term maturities well in advance. The default outlook is also supported by issuers
striking deals with bond investors to extend their current maturities in return for financial
incentives.

Allin all, the EHY market is defying expectations, benefitting from favourable tailwinds and
looking resilient in the medium term. While we remain cautious of cyclicals, such as autos and
chemicals, the recent direction of travel has been promising.

4 Bloomberg, European Gas Is Stuck in Storage After Prices Sank From Peak, 13 February 2023
5 Bloomberg/Columbia Threadneedle Investments’ analysis, as at 15 March 2023

5 Bloomberg, as at 23 March 2023
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Important Information

For use by professional clients and/or equivalent investor types in your jurisdiction (not
to be used with or passed on to retail clients). For marketing purposes.

This document is intended for informational purposes only and should not be considered
representative of any particular investment. This should not be considered an offer or solicitation
to buy or sell any securities or other financial instruments, or to provide investment advice or
services. Investing involves risk including the risk of loss of principal. Your capital is at risk. Market
risk may affect a single issuer, sector of the economy, industry or the market as a whole. The
value of investments is not guaranteed, and therefore an investor may not get back the amount
invested. International investing involves certain risks and volatility due to potential political,
economic or currency fluctuations and different financial and accounting standards. The securities
included herein are for illustrative purposes only, subject to change and should not be construed
as a recommendation to buy or sell. Securities discussed may or may not prove profitable. The
views expressed are as of the date given, may change as market or other conditions change and
may differ from views expressed by other Columbia Threadneedle Investments (Columbia
Threadneedle) associates or affiliates. Actual investments or investment decisions made by
Columbia Threadneedle and its affiliates, whether for its own account or on behalf of clients, may
not necessarily reflect the views expressed. This information is not intended to provide investment
advice and does not take into consideration individual investor circumstances. Investment
decisions should always be made based on an investor's specific financial needs, objectives,
goals, time horizon and risk tolerance. Asset classes described may not be suitable for all
investors. Past performance does not guarantee future results, and no forecast should be
considered a guarantee either. Information and opinions provided by third parties have been
obtained from sources believed to be reliable, but accuracy and completeness cannot be
guaranteed. This document and its contents have not been reviewed by any regulatory authority..

In Australia: Issued by Threadneedle Investments Singapore (Pte.) Limited [“TIS”], ARBN 600
027 414. TIS is exempt from the requirement to hold an Australian financial services licence
under the Corporations Act 2001 (Cth) and relies on Class Order 03/1102 in respect of the
financial services it provides to wholesale clients in Australia. This document should only be
distributed in Australia to “wholesale clients” as defined in Section 761G of the Corporations Act.
TIS is regulated in Singapore (Registration number: 201101559W) by the Monetary Authority of
Singapore under the Securities and Futures Act (Chapter 289), which differ from Australian laws.
In Singapore: Issued by Threadneedle Investments Singapore (Pte.) Limited, 3 Killiney Road,
#07-07, Winsland House 1, Singapore 239519, which is regulated in Singapore by the Monetary
Authority of Singapore under the Securities and Futures Act (Chapter 289). Registration number:
201101559W. This advertisement has not been reviewed by the Monetary Authority of Singapore.
In Hong Kong: Issued by Threadneedle Portfolio Services Hong Kong Limited XF|#X & EEE
#HABPR2F. Unit 3004, Two Exchange Square, 8 Connaught Place, Hong Kong, which is licensed
by the Securities and Futures Commission (“SFC”) to conduct Type 1 regulated activities
(CE:AQAT79). Registered in Hong Kong under the Companies Ordinance (Chapter 622), No.
1173058.

In Japan: Issued by Columbia Threadneedle Investments Japan Co., Ltd. Financial Instruments
Business Operator, The Director-General of Kanto Local Finance Bureau (FIBO) No.3281, and a
member of Japan Investment Advisers Association and Type Il Financial Instruments Firms
Association.

In the UK: Issued by Threadneedle Asset Management Limited, No. 573204 and/or Columbia
Threadneedle Management Limited, No. 517895, both registered in England and Wales and
authorised and regulated in the UK by the Financial Conduct Authority.

In the EEA: Issued by Threadneedle Management Luxembourg S.A., registered with the Registre
de Commerce et des Sociétés (Luxembourg), No. B 110242 and/or Columbia Threadneedle
Netherlands B.V., regulated by the Dutch Authority for the Financial Markets (AFM), registered
No. 08068841.
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In Switzerland: Issued by Threadneedle Portfolio Services AG, an unregulated Swiss firm or
Columbia Threadneedle Management (Swiss) GmbH, acting as representative office of Columbia
Threadneedle Management Limited, authorised and regulated by the Swiss Financial Market
Supervisory Authority (FINMA).

In the Middle East: This document is distributed by Columbia Threadneedle Investments (ME)
Limited, which is regulated by the Dubai Financial Services Authority (DFSA). For Distributors:
This document is intended to provide distributors with information about Group products and
services and is not for further distribution. For Institutional Clients: The information in this
document is not intended as financial advice and is only intended for persons with appropriate
investment knowledge and who meet the regulatory criteria to be classified as a Professional
Client or Market Counterparties and no other Person should act upon it.

This document may be made available to you by an affiliated company which is part of the
Columbia Threadneedle Investments group of companies: Columbia Threadneedle Management
Limited in the UK; Columbia Threadneedle Netherlands B.V., regulated by the Dutch Authority for
the Financial Markets (AFM), registered No. 08068841.

Columbia Threadneedle Investments is the global brand name of the Columbia and
Threadneedle group of companies.
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