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Global Special Situations Outlook

Higher rates to weigh on speculative grade credit
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In Brief

e In assessing the impact of central bank policy on the markets, the economy and
borrowers, it can take a year for the full impact of rate hikes to be felt.

e |If that is the case, then the “current rate” has just reached 4.33%, as this was
the effective fed funds rate in January 2023.

e The effect of tightening monetary policy is being felt across the credit markets
but has perhaps had its greatest impact in speculative grade credit; this is
expected to worsen in 2024.

Leander Christofides e As the weight of high interest costs hamper speculative grade companies in

GSS Co-CIO 2024, they will be faced with difficult financing options, especially those with debt

Managing Director maturating over the next 12-18 months, which could lead to an increase in
default rates.

¢ According to Moody’s and S&P, default rates for speculative grade credit could
range from 5.0% to 5.4% or reach as high as 7.0% in a pessimistic scenario.

¢ We believe the impact of higher rates will weigh on speculative grade capital
structures, creating investment opportunities for managers with flexible pools of
capital and high-quality underwriting and structuring expertise.
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Impact of higher rates

In assessing the impact of central bank policy on the markets, the economy and borrowers, it is our opinion that it takes
time for the full impact of rate hikes to be felt. There is a commonly held view that it takes a year for interest rate increases
to be fully felt by the economy. If that is the case, even though base rates have reached 5.5%, the “current rate” has just
reached 4.33%, as this was the effective fed funds rate in January 2023. Economic data over the back half of 2023
suggests that interest rate increases have started to have the desired effect of lowering inflation and slowing the
economy. For example, the Core Consumer Price Index (excluding food and energy) was 4.0% for November 2023, down
from 6.0% 12 months prior. Meanwhile, some leading indicators, such as capital spending projections and small business
survey expectations, seem to indicate weaker growth ahead.! In Europe, the Purchasing Manufacturers’ Index (PMI)
readings for October and November were both below 50,2 historically a leading indicator of economic contraction. We are
seeing signs of this on a micro level as well, as a retail company we follow recently reported consumer spending was
down over 27% year over yeatr.

Weaker credits may be challenged

The effect of tightening monetary policy is being felt across the credit markets but has perhaps had its greatest impact in
speculative grade credit. From year-end 2021 through 2023, borrowing costs have nearly doubled for speculative grade
companies. This increased interest expense for below investment-grade credit has put strain on the balance sheets of
these businesses. In 2024, this burden is expected to worsen. For example, Moody’s estimated in July 2023 that the
aggregate interest coverage ratio of B3 companies would be below 0.91x by the end of 2023, as more than 60% of B3
companies will have an interest coverage ratio below 1.0x.2 This compares to 1.5x in early 2022. As the weight of this high
interest cost continues to hamper speculative grade companies in 2024, they will be faced with difficult financing options,
especially those with debt maturating over the next 12-18 months. Our expectation is that default rates, which increased in
2023, are likely to increase further over the year ahead. According to Moody’s and S&P, default rates for speculative
grade credit could range from 5.0% to 5.4% or reach as high as 7.0% in a pessimistic scenario.

Weaker credits are feeling the impact of higher rates

Figure 1: Aggregate Interest Coverage of B3 Companies
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Source: Moody’s Investor Services, J.P. Morgan Asset Management; as of July 2023.

1 Bloomberg, Non-residential capex & NFIB Optimism Survey results, November 2023.
2 Standard & Poor’s, J.P. Morgan Economic Research, J.P. Morgan Asset Management, November 2023.
8 Study conducted by Moody’s on 305 corporate issuers in the U.S. and Canada that were rated B3 as of April 2023.
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Defaults expected to rise

The spike in default rates may be less dramatic than what occurred during the GFC, but the notional volume of defaulted
assets could exceed it due to the growth in the size of the speculative grade market. From 2007 to 2022, the size of the
high yield and leveraged loan markets has grown from $1.8 trillion to over $4 trillion. Thus, using a default range of 5%-
7%, the total volume of defaulted speculative grade supply could be $200-280 billion.* This calculation doesn’t account for
growth in the private credit market, which has grown nearly eight-fold from 2007 to 2022, reaching over $1.4 trillion in
AUM according to Pregin. Since the widespread adoption of private credit solutions there has not been a sustained rate
hike cycle, so it remains to be seen how well these floating rate loans fair in this new environment.

Asset allocation implications

We believe that as a Special Situations manager, it is best to remain dynamic and adjust to the market environment as it
evolves. Being able to invest in stressed and distressed companies in the private and public markets opens up a broad
investment opportunity set in 2024. The persistence of higher interest rates could force otherwise performing companies
to accept new capital at higher costs and potentially cause good companies to have financial performance issues.
Additionally, stressed and distressed companies that were hoping to delay dealing with unsustainable capital structures
could be forced to start restructuring processes. Whether this process unfolds slowly in a soft-landing scenario or abruptly
in a hard landing scenario remains to be seen. Either way, the impact of higher rates will weigh on speculative grade
capital structures, creating opportunities for mangers with flexible pools of capital and high-quality underwriting and
structuring expertise.

Next steps
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4 Based on $4.1 trillion of high yield and leveraged loans outstanding and a 5%-7% default rate.

FOR INSTITUTIONAL / WHOLESALE / PROFESSIONAL CLIENTS AND QUALIFIED INVESTORS ONLY — NOT FOR JP MOI‘gan
RETAIL USE OR DISTRIBUTION
ASSET MANAGEMENT



) 2024 Global Alternatives Outlook

jurisdiction, it is the responsibility of every reader to satisfy himself as to the full observance of the laws and regulations of the relevant
jurisdictions. Prior to any application investors are advised to take all necessary legal, regulatory and tax advice on the consequences
of an investment in the products.

Securities products, if presented in the U.S., are offered by J.P. Morgan Institutional Investments, Inc., member of FINRA.J.P. Morgan
Asset Management is the brand for the asset management business of JPMorgan Chase & Co. and its affiliates worldwide.

To the extent permitted by applicable law, we may record telephone calls and monitor electronic communications to comply with our
legal and regulatory obligations and internal policies. Personal data will be collected, stored and processed by J.P. Morgan Asset
Management in accordance with our privacy policies at https://am.jpmorgan.com/global/privacy.

This communication is issued by the following entities:

In the United States, by J.P. Morgan Investment Management Inc. or J.P. Morgan Alternative Asset Management, Inc., both regulated
by the Securities and Exchange Commission; in Latin America, for intended recipients’ use only, by local J.P. Morgan entities, as the
case may be.; in Canada, for institutional clients’ use only, by JPMorgan Asset Management (Canada) Inc., which is a registered
Portfolio Manager and Exempt Market Dealer in all Canadian provinces and territories except the Yukon and is also registered as an
Investment Fund Manager in British Columbia, Ontario, Quebec and Newfoundland and Labrador. In the United Kingdom, by JPMorgan
Asset Management (UK) Limited, which is authorized and regulated by the Financial Conduct Authority; in other European jurisdictions,
by JPMorgan Asset Management (Europe) S.ar.l. In Asia Pacific (“APAC”), by the following issuing entities and in the respective
jurisdictions in which they are primarily regulated: JPMorgan Asset Management (Asia Pacific) Limited, or JPMorgan Funds (Asia)
Limited, or JPMorgan Asset Management Real Assets (Asia) Limited, each of which is regulated by the Securities and Futures
Commission of Hong Kong; JPMorgan Asset Management (Singapore) Limited (Co. Reg. No. 197601586K), which this advertisement
or publication has not been reviewed by the Monetary Authority of Singapore; JPMorgan Asset Management (Taiwan) Limited;
JPMorgan Asset Management (Japan) Limited, which is a member of the Investment Trusts Association, Japan, the Japan Investment
Advisers Association, Type Il Financial Instruments Firms Association and the Japan Securities Dealers Association and is regulated by
the Financial Services Agency (registration number “Kanto Local Finance Bureau (Financial Instruments Firm) No. 330”); in Australia, to
wholesale clients only as defined in section 761A and 761G of the Corporations Act 2001 (Commonwealth), by JPMorgan Asset
Management (Australia) Limited (ABN 55143832080) (AFSL 376919).

For U.S. only: If you are a person with a disability and need additional support in viewing the material, please call us at 1-800-343-
1113 for assistance.

Copyright 2024 JPMorgan Chase & Co. All rights reserved.

Malaysia, Philippines, Brunei, Thailand, Indonesia, India, Vietnam and Korea: This document is provided in response to your
request. This document is for informational purposes only and does not constitute an invitation or offer to the public. This document
including any other documents in connection are for intended recipients only and should not be distributed, caused to be distributed or
circulated to the public. This document should not be treated as a prospectus or offering document and it has not been reviewed or
approved by regulatory authorities in these jurisdictions. It is recipient’s responsibility to obtain any regulatory approvals and complying
with requirements applicable to them.

People’s Republic of China: This document is private and confidential and is issued to you upon your specific request and is provided
for your internal use and informational purposes only. It may not be photocopied, reproduced, circulated or otherwise distributed or
redistributed to others. This document does not constitute an offer, whether by sale or subscription, in the People's Republic of China
(the "PRC"). Any interests stated is not being offered or sold directly or indirectly in the PRC to or for the benefit of, legal or natural
persons of the PRC. Further, no legal or natural persons of the PRC may directly or indirectly purchase any beneficial interest therein
without obtaining all prior PRC’s governmental approvals that are required, whether statutorily or otherwise. Persons who come into
possession of this document are required by the issuer and its representatives to observe these restrictions.

Material ID: 099ga240501223843

FOR INSTITUTIONAL / WHOLESALE / PROFESSIONAL CLIENTS AND QUALIFIED INVESTORS ONLY — NOT FOR JP MOI‘gan
RETAIL USE OR DISTRIBUTION
ASSET MANAGEMENT


https://am.jpmorgan.com/global/privacy

) 2024 Global Alternatives Outlook

J.P. Morgan Asset Management
277 Park Avenue | New York, NY 10172

FOR INSTITUTIONAL / WHOLESALE / PROFESSIONAL CLIENTS AND QUALIFIED INVESTORS ONLY — NOT FOR JP MOI‘gan
RETAIL USE OR DISTRIBUTION
ASSET MANAGEMENT



