WHY THERE'S
NO STOPPING

CREDIT YIELDS

The year ahead promises to be one where active managers will be rewarded for superior
security selection as they navigate rising impairments across Australia’s high yield and
private debt markets. By Phil Strano, Senior Portfolio Manager

The devaluation cycle approaches

The RBA's hiking of the cash rate by 125 bps through 2023 (to 4.35%) has jammed the

brakes on economic growth (refer Chart 1), with ~1.8% GDP growth for the year largely tI'IE 2024
attributable to higher immigration. Absent that ~2% population growth, Australia actually tI k
experienced a per capita recession in 2023. ou oo

credit

Unsurprisingly, this rapid increase in interest rates has driven a significant increase in
household debt servicing costs (refer Chart 1).

Chart 1: Australia household debt servicing costs have rocketed higher
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Source: Yarra Capital Management, ABS.

Despite the significant increase in household servicing costs and the widespread
expectations of ~15-20% price declines, house prices have proven surprisingly resilient,
posting six consecutive months of gains in 2023 and now back near their 2021 highs.

Fundamentally, gravity defying house prices reflect the post-pandemic resumption of high
immigration which sees new housing demand and higher construction costs limiting supply.
However, despite robust pricing and more acute financial pressures on households, prime
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mortgage arrears in the Residential Mortgage-Backed Security (RMBS) market remain very
low and comfortably within historical averages (refer Chart 2).

Chart 2: Australian Prime Mortgage Arrears Remain Low
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Source: S&P.

Of course, the employment market is the key to Australian households remaining solvent.
While we do expect unemployment to rise from its current low (3.6%) to ~4.5% in 2024, this
will not materially impact mortgage arrears or defaults.

Nevertheless, with mortgage repayments being prioritised, those other more discretionary
parts of the economy could meaningfully underperform. Put another way, highly indebted
businesses exposed to discretionary expenditures look particularly vulnerable.

In the US, the significant tightening of lending standards augurs poorly for the High Yield
outlook (refer Chart 3). While the US will typically account for a greater share of credit
impairments, Australia’s high yield and private debt markets are unlikely to be spared.

Chart 3: Tighter Lending Standards Will Increase Private Debt / High Yield Defaults
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Source: Yarra Capital Management/ ASR/S&P Global/Refinitiv Datastream.

With Australia having a less established high yield market, sub-IG private debt will fill the
void. Overall, we expect a similar thematic here to offshore characterised by rising
impairment risk across Australian private debt, particularly in mezzanine property lending
and levered loans exposed to discretionary cash flows.
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Mezzanine commercial property debt impairments will likely become more prevalent in 2024
as market forces weigh harder on valuations and debt serviceability. Discounts to NTA for
listed REITs of 30-40% offer a preview. Extrapolating these pressures across the lower
quality mezzanine private debt space suggests higher impairments are inevitable.

Conversely, there are no such impairment issues in the investment grade (IG) space, with
defaults virtually non-existent across a number of cycles (refer Chart 4).

Chart 4: Benefits of Subordinated Debt from IG Issuers
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Source: Yarra Capital Management/ ASR/S&P Global/Refinitiv Datastream.

Outright IG yields are also very attractive, confirming the higher available risk-adjusted
returns. As evidenced by more recent $A issuance, IG rated Senior and Tier 2 Bank and
Insurance names (e.g. French bank BPCE, CBA and QBE) are offering attractive yields akin to
10-year average ASX 200 equity returns (refer Chart 5). So, IG yields are currently at longer
term equity average levels but without the associated volatility and with significant potential
to outperform as spreads and yields normalise over the medium term.

Chart 5: Recent credit yields compare favourably to historical equity returns
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Source: Yarra Capital Management, Bloomberg.
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Attractive yields offer the prospect of higher returns and dependable and defensive income.
At current yields, IG credit investors have levels of protection from negative returns last seen
15-20 years ago.

For instance, in a scenario we would deem a severe recession — where credit spreads widen
by 100bps over a 12-month period (refer Table 1) — investors would still generate a healthy
positive return of 4-5% on typical three years spread duration.

In fact, it would take a prolonged GFC style event —i.e., >+250bps widening in credit spreads
over a 12-month period — to generate a negative return, the odds of which we deem to be
infinitesimally small. We expect a soft landing (scenario 3) is most likely, with some small
potential for mild recession (scenario 2).

Table 1: Estimated 2024 IG Portfolio Returns & Sensitivity Analysis For Yarra’s Credit Funds

Scenario 1: Scenario 2: Scenario 4:
Severe Mild Trend Growth
Recession Recession
Running Yield 7.0-8.0% 7.0-8.0% 7.0-8.0% 7.0-8.0%
Spread Duration 3.0 3.0 3.0 3.0
Credit Spreads +1% +0.5% No Change -0.5%
Estimated Return 4.0-5.0% 5.5-6.5% 7.0-8.0% 8.5-9.5%

Source: Yarra Capital Management.

Our Favoured IG Sectors for 2024

Tier 2 bank and insurance securities continue to offer outsized risk-adjusted returns and
should continue to sustain carry and generate capital growth as spreads normalise. For
instance, the recent BBB+ rated Westpac 10nc15 Tier 2 issued at a very attractive 7.2%
(+240bps credit spread).

RMBS remains another favoured sector, where credit spreads had effectively doubled in
2022 and are only now starting to normalise across senior and mezzanine tranches. From
our perspective, buying AA-BBB rated RMBS tranches at yields of 7-9% with near bulletproof
collateral protection remains incredibly attractive.

One sector of focus in corporate bonds is the A-rated REITs, with many viewing the sector’s
recent underperformance as a buying opportunity for 2024. Despite now trading in line with
BBB-rated corporates, we are not so sure A rated REITs — particularly those with substantial
office portfolios — are a buy, with our internal rating for many of these REITs a notch or two
below the rating agencies. We deem many of these bonds to be at best fair value, with
significant potential for further volatility in 2024 as the devaluation cycle plays out.

Overall, 2024 promises to be a year of clear winners and losers where active managers
will be rewarded for superior security selection. We expect to see some High Yield
impairments impact the market and for the superiority of IG credit vs. higher yielding
private debt to be re-established, with yields akin to equity market averages.

Contact us

Call : +61 2 8072 6300
Email : sales.au@yarracm.com

Level 19,101 Collins Street
Melbourne VIC 3000

Dﬁ IG investors have levels of protection not seen for 15-20 years
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Yarra Funds Management Limited (ABN 63 005 885 567, AFSL 230 251) (‘'YFM) is the issuer andresponsible entity of a range of
registered managed investment schemes, which includes those named in this document (‘Funds’). YFMis not licensed to provide
personal financial product advice to retail clients. The information provided contains general financial product advice only. The
advice has been prepared without taking into account your personal objectives, financial situation or particular needs. There fore,
before acting on any advice, you should consider the appropriateness of the advice in light of your own or your client’s objec tives,
financial situation or needs. Prior to investing in any of the Funds, you should obtain and consider the product disclosure
statement (‘PDS’) and target market determination (TMD’) for the relevant Fund by contacting our Investor Services team on 1800
034 494 or from our website at www.yarracm.com/pdsupdates/. The information set out has been prepared in good faith and
while Yarra Funds Management Limited and its related bodies corporate (together, the “Yarra Capital Management Group)
reasonably believe the information and opinions to be current, accurate, or reasonably held at the time of publication, to the
maximum extent permitted by law, the Yamra Capital Management Group: (a) makes no warranty as to the content's accuracy or
reliability; and (b) accepts no liability for any direct or indirect loss or damage arising from any errors, omissions, or information
that is not up to date. No part of this material may, without the Y arra Capital Management Group's prior written consent be c opied
photocopied, duplicated, adapted, linked to or used to create derivative works in any form by any means.

YFM manages the Fund and will receive fees as set out in the PDS. To the extent that any content set out in this document
discusses market activity, macroeconomic views, industry or sector trends, such statements should be construed as general
advice only. Any references to specific securities are not intended to be a recommendation to buy, sell, or hold such securities.
Past performance is not an indication of, and does not guarantee, future perfformance. Information about the Fund, including the
relevant PDS, should not be construed as an offer to any jurisdiction other than in Australia. With the exception of some Funds
that may be offered in New Zealand fromtime to time (as disclosed in the relevant PDS), we will not accept applications from any
person who is not resident in Australia or New Zealand. The Fund is not intended to be sold to any US Persons as defined in
Regulation S of the US federal securities laws and has not been registered under the U.S. Securities Act of 1933, as amended.

References to indices, benchmarks or other measures of relative market performance over a specified period of time are provided
for your information only and do not imply that the portfolio will achieve similar results. Holdings may change by the time you
receive this report. Future portfolio holdings may notbe profitable. The information should not be deemed representative of future
characteristics for the strategy. There can be no assurance that any targets stated in this document can be achieved Please be
advised that any targets shown are subject to change at any time and are current as of the date of this document only. Targets
are objectives and should not be construed as providing any assurance or guarantee as to the results that may berealized in the
future from investments in any asset or asset class described herein. If any of the assumptions used do not prove to be true,
results may vary substantially. These targets are being shown for informational purposes only.

© Yarra Capital Management, 2023.

5 « yarracm.com

&

YARRA

CAPITAL MANAGEMENT


http://www.yarracm.com/pdsupdates/

