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A New Dynamic in the Bond Market

Bonds are offering more yield, but companies are facing record debt.

To benefit, investors need to be selective.

For more than a decade, the bond market operated
in an extraordinary environment with interest rates
hovering near zero percent. Those attractive rates
led corporate borrowers and governments to take
on record amounts of debt, but forced investors to
accept low yields or take on more risk.

Today, it's a whole new world. A dramatic spike
in interest rates has meant higher costs for
government and corporate borrowers. This
changed dynamic will create opportunities for —
and present risks to — fixed income investors.
While investors can potentially find more income
from fixed income, the market could see more
downgrades and rising defaults as issuers

struggle with the rising cost of their debt burden.
“‘Across the credit marketplace, today’s
environment leaves less margin for error,” says
Brian Funk, global head of private capital at
MetLife Investment Management. “| believe we
will see more volatility — and there will be winners
and losers. If you are not careful, that can create
problems, but if you are being thoughtful, this
environment is attractive for bond investors.”

More Debt, Higher Rates
After the financial crisis of 2008, policymakers

engaged in an unprecedented campaign of low
rates to supportthe economy. Rates spent 13 years

This article was previously published on partners.wsj.com on June 20, 2024. Custom Content from WSJ is a unit of The Wall Street Journal Advertising
Department. The Wall Street Journal news organization was not involved in the creation of this content.



A New Dynamic in the Bond Market

near zero with sovereign and corporate bonds at
times offering negative yields. For governments
and companies, it was a unique opportunity to
access capital and lower debt service costs.

“For more than a decade, the best strategy
for companies was to take on as much debt as
possible, since the borrowing cost was so low,”
Funk says.

Indeed, that's what happened: Government debt
reached $26 ftrillion in 2023, equaling roughly
96% of GDP, the highest level since World War
II. Under present law, the Congressional Budget
Office projects that ratio will reach 166% of GDP
in 2054. Corporate debt issuance also rose, with
the corporate bond market growing from $5 trillion
to more than $10 trillion from 2008 to 2021."

Then came the Fed’s aggressive rate hiking
cycle. Designed to slow inflation, the rapid change
in borrowing rates changed the math for bond
issuers. The current target Fed rate is 5.25%, and
corporate bonds trade at a spread above that.
As bonds mature, companies are being forced to
either pay off debt or refinance it at much higher
cost. At the same time, the global economic
environment remains uncertain, which could
mean pressure on corporate margins and falling
demand for debt.

“The new bond market dynamic
comes with more income, but
requires more skill.”

— Brian Funk, Global Head of Private Capital, MetLife
Investment Management

Today’s higher rates are increasing the
attractiveness of bonds. Yields on the 10-year
Treasury surpassed the dividend yield on the S&P
late last year for the first time in years. However,
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as companies and governments face higher debt
servicing costs, investors need to be selective
about what debt they invest in.

Diverging Outcomes

Funk believes investors need to fully incorporate
changing dynamics into any analysis of debt
securities. Today’s market creates a scenario for
increased downgrades and defaults. However, the
effects will be felt issuer by issuer, which means
this environment will favor deep credit analysis.

‘I don’t think we have had a default cycle since
2008, but looking forward, we expect a more
normalized default cycle,” says Funk. “Low rates
muted volatility, driving spreads lower across the
bond market. Even the worst companies were
able to issue new debt. As volatility returns, the
cost of capital goes up, and then capital gets more
discerning. Companies that are highly levered, in
cyclical sectors, or lower quality, may not even
have access to capital.”

The rising cost of capital and higher yields could
drive a greater dispersion in outcomes, with more
opportunity for price discovery and higher absolute
returns for investors who find the winners.

“There are many layers you have to look at to find
the right opportunities in this new environment,”
Funk says. “Has the company used its debt to
grow revenues and build its intrinsic value? Has
it extended maturities, or do you face the risk
of higher cost of debt in the near near-term? Is
the business positioned to withstand cyclical
economic fluctuations?”

Funk says MIM is looking for well-positioned
businesses by carefully analyzing business
models, fundamentals, debt and management to
estimate a company’s intrinsic value, then deciding
where in the capital structure to participate in debt.
The company is also experimenting with Al tools
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to help provide underlying risk assessment and
distribute insights and research throughout the
organization to drive faster and better decisions.

MIM believes fixed income analysis must also
include a view on sustainability. As the economy
transitions to less carbon-intensive business
practices, companies must have a strategy to
adapt. Early adopters may gain competitive
advantages, while laggards may face risk,
including regulatory and competitive pressure.

For both governments and corporations, this new
interest rate environment will demand a change in
tactics. If investors can identify the winners, they
stand to benefit from higher yields.

“The extreme market dynamics of the zero interest
rate environment, with low defaults, narrow
spreads and little income, has gone,” Funk says.
“The new bond market dynamic comes with more
income, but requires more skill.”

Source

1. “Fixed Income Outstanding (2-Yr. Interval),” Securities Industry and
Financial Markets Association, 2021.

Disclaimer

This material is intended solely for Institutional Investors, Qualified Investors
and Professional Investors. This analysis is not intended for distribution with
Retail Investors. This document has been prepared by MetLife Investment
Management (“MIM”)" solely for informational purposes and does not
constitute a recommendation regarding any investments or the provision
of any investment advice, or constitute or form part of any advertisement
of, offer for sale or subscription of, solicitation or invitation of any offer or
recommendation to purchase or subscribe for any securities or investment
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advisory services. The views expressed herein are solely those of MIM and
do not necessarily reflect, nor are they necessarily consistent with, the views
held by, or the forecasts utilized by, the entities within the MetLife enterprise
that provide insurance products, annuities and employee benefit programs.
The information and opinions presented or contained in this document
are provided as of the date it was written. It should be understood that
subsequent developments may materially affect the information contained in
this document, which none of MIM, its affiliates, advisors or representatives
are under an obligation to update, revise or affirm. It is not MIM’s
intention to provide, and you may not rely on this document as providing,
a recommendation with respect to any particular investment strategy or
investment. Affiliates of MIM may perform services for, solicit business from,
hold long or short positions in, or otherwise be interested in the investments
(including derivatives) of any company mentioned herein. This document
may contain forward-looking statements, as well as predictions, projections
and forecasts of the economy or economic trends of the markets, which are
not necessarily indicative of the future. Any or all forward-looking statements,
as well as those included in any other material discussed at the presentation,
may turn out to be wrong.

All investments involve risks including the potential for loss of principal
and past performance does not guarantee similar future results. Property
is a specialist sector that may be less liquid and produce more volatile
performance than an investment in other investment sectors. The value of
capital and income will fluctuate as property values and rental income rise
and fall. The valuation of property is generally a matter of the valuers’ opinion
rather than fact. The amount raised when a property is sold may be less than
the valuation. Furthermore, certain investments in mortgages, real estate or
non-publicly traded securities and private debt instruments have a limited
number of potential purchasers and sellers. This factor may have the effect of
limiting the availability of these investments for purchase and may also limit
the ability to sell such investments at their fair market value in response to
changes in the economy or the financial markets.

In the U.S. this document is communicated by MetLife Investment
Management, LLC (MIM, LLC), a U.S. Securities Exchange Commission
registered investment adviser. MIM, LLC is a subsidiary of MetLife, Inc. and
part of MetLife Investment Management. Registration with the SEC does not
imply a certain level of skill or that the SEC has endorsed the investment
advisor.

1. MetLife Investment Management (“MIM”) is MetLife, Inc.’s institutional
management business and the marketing name for subsidiaries of MetLife
that provide investment management services to MetLife’s general account,
separate accounts and/or unaffiliated/ third party investors, including:
Metropolitan Life Insurance Company, MetLife Investment Management,
LLC, MetLife Investment Management Limited, MetLife Investments Limited,
MetLife Investments Asia Limited, MetLife Latin America Asesorias e
Inversiones Limitada, MetLife Asset Management Corp. (Japan), and MIM
| LLC, MetLife Investment Management Europe Limited and Affirmative
Investment Management Partners Limited.
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