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At the start of the year, equity investors were fretting about possible emerging-market
contagion, while bond investors were fretting about fallout from US Federal Reserve
tapering. Meanwhile, the corporate credit market seemed to be charting its own course.
Eric Takaha, director of the Corporate & High Yield Group and senior vice president,
Franklin Templeton Fixed Income Group®, takes a look at the corporate credit/high-yield

market and explains why he currently sees supportive fundamentals.

So far in 2014, the corporate credit sectors have generally carried forward the supportive
tone that we saw during the back half of 2013, a somewhat different trend line with

respect to the broad equity markets and even the interest-rate markets generally.

Although high-yield corporate bonds did see some short-lived pricing pressure during the
second quarter of last year, overall, 2013 was a period of spread tightening for high-yield

and high-grade corporates, as well as for leveraged loans.

Certainly, the robust performance of the equity markets last year did provide comfort for
many credit investors in regard to the fundamental health of corporate issuers. In addition,
the floating-rate loan asset class experienced positive inflows every single week during
2013, and that has continued into 2014 and supported loan demand throughout periods of
market volatility.! The floating-rate debt market consists of below-investment-grade credit-
quality loans that are arranged by banks and other financial institutions to help companies
finance acquisitions, recapitalizations or other highly leveraged transactions. These are
also called “leveraged loans” or “bank loans.” Although leveraged loans are considered
below investment grade in credit quality, typically their senior and secured status can

provide investors and lenders with a degree of potential credit risk protection.

A Focus on Fundamentals



Even with equity markets moving a bit lower early in 2014 and some risk aversion seeping
into financial markets, the corporate credit sectors were still able to post positive returns in

January, supported by still-healthy fundamentals.

Focusing on the fundamental backdrop, although we think corporate profit margins may
have peaked, overall, both sales top line and earnings did gain this past year. Even with
weakness in select emerging markets, the strength in the US economy, combined with the

stabilization in the eurozone, helped to support corporate profitability.

As expected, we have continued to see a growing emphasis on shareholder returns in the
form of rising dividends, stock buybacks, and some merger and acquisition (M&A) activity.
However, given the lingering memories of the financial crisis of 2007-2009, many senior
management teams and boards have maintained a greater level of balance sheet
conservatism and liquidity than they typically would have this far into an economic

recovery.

Moreover, companies have been able to refinance a significant portion of their debt over
the past several years with longer-maturity and lower-cost obligations. Consequently, while
the quality and covenant protections for new corporate issues have become more
aggressive of late, this favorable fundamental backdrop has led to default rates well below

historical averages.?2

Importantly, as we look forward into 2014, we see relatively few large issuers that appear
at risk for default, which should help to support both the high-yield and bank loan credit

fundamentals as we head through the balance of the year.

Given the focus on US interest rates during 2013, it's important again to revisit the
correlation or relationship between Treasury yields and the corporate credit markets. In
general, if Treasury yields are rising as a result of a healthy or at least an improving

economic situation, that tends to translate into supportive fundamental credit outlooks.

Consequently, you'll often see corporate credit spreads (compared to Treasuries and
LIBOR, the rate at which banks can borrow funds from other banks in the London interbank
market) narrow in a period of rising rates as investors assess a lower underlying credit risk

to their corporate investments. In addition, while many loans do have interest-rate floors,



the longer-term floating-rate nature of the asset class can provide better protection from a
potential further rise in long rates. In the second quarter of last year there was a short
period of high-yield spread widening, but we attribute much of that to temporary high-

yield outflows.

We believe macro headlines and technical supply and demand factors may cause periods
of volatility in the corporate credit markets this year. However, to the extent the
fundamental outlook remains supportive and default rates remain anchored, we maintain a
positive stance toward corporate credit, particularly high-yield corporates and leveraged

bank loans, albeit with a more tempered total return outlook given current yields.

Eric Takaha’s comments, opinions and analyses are for informational purposes only and
should not be considered individual investment advice or recommendations to invest in
any security or to adopt any investment strategy. Because market and economic
conditions are subject to rapid change, comments, opinions and analyses are rendered as
of the date of the posting and may change without notice. The material is not intended as
a complete analysis of every material fact regarding any country, region, market, industry,

investment or strategy.

To get insights from Franklin Templeton delivered to your inbox, subscribe to the Beyond

Bulls & Bears blog.
For timely investing tidbits, follow us on Twitter @FTI_US and on LinkedIn.
What Are the Risks?

All investments involve risks, including possible loss of principal. Bond prices generally
move in the opposite direction of interest rates. Thus, as the prices of bonds in the Franklin
Strategic Income Fund adjust to a rise in interest rates, the fund’s share price may decline.
High yields reflect the higher credit risks associated with certain lower-rated securities held
in the portfolio. Floating-rate loans and high-yield corporate bonds are rated below
investment grade and are subject to greater risk of default, which could result in loss of
principal—a risk that may be heightened in a slowing economy. The risks of foreign
securities include currency fluctuations and political uncertainty. Investments in developing

markets involve heightened risks related to the same factors, in addition to those


http://www.franklintempleton.de/content-global/marketing-material/subscription/emailsubscriptionusblog.html
http://twitter.com/FTI_US
http://www.linkedin.com/company/3676?trk=tyah
http://s.frk.com/YZU9Z0

associated with their relatively small size and lesser liquidity. Investing in derivative
securities and the use of foreign currency techniques involve special risks as such may not
achieve the anticipated benefits and/or may result in losses to the fund. Changes in the
financial strength of a bond issuer or in a bond’s credit rating may affect its value. These

and other risk considerations are discussed in the fund’s prospectus.

1. Source: S&P Capital IQ Leveraged Commentary & Data, January 2014.

2. Source: Moody'’s, January 2014.
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Important Legal Information
FINRA's BrokerCheck
You can check the background of your investment professional on FINRA’s BrokerCheck.

Links can take you to third party sites/media, directly or through new browser windows. We
urge you to review the privacy, security, terms of use, and other policies of each site you visit.
You use any third-party site, software, and materials at your own risk. Franklin Templeton does
not control, adopt, endorse or accept responsibility for content, tools, products, or services
(including any software, links, advertising, opinions or comments) available on or through third
party sites or software.

Franklin Templeton welcomes your feedback on this blog. To keep the conversation respectful
and focused, please follow our current Commenting Guidelines. We review comments and
reserve the right to block any comment or commenter, including those that we may deem
inappropriate or offensive. We may block any comment or commenter whose posts include
investment testimonials, advice, or recommendations, or advertisements for products or
services, or other promotional content.

Questions or comments about your Franklin Templeton account or customer-service issues?
Please contact us directly but never include account or personal financial information in your
comments.

The comments, opinions and analyses are the personal views expressed by the investment
manager and are intended to be for informational purposes and general interest only and
should not be construed as individual investment advice or a recommendation or solicitation
to buy, sell or hold any security or to adopt any investment strategy. It does not constitute
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legal or tax advice. The information provided in this material is rendered as at publication date
and may change without notice and it is not intended as a complete analysis of every material
fact regarding any country, region, market or investment.

All investments involve risk, including possible loss of principal.

Investors should carefully consider a fund’s investment goals, risks, charges and expenses
before investing. To obtain a summary prospectus and/or prospectus, which contains this and
other information, talk to your financial advisor, call us at (800) DIAL BEN/342-5236 or visit
franklintempleton.com. Please carefully read a prospectus before you invest or send money.

Data from third party sources may have been used in the preparation of this material and
Franklin Templeton Investments (“FTI”) has not independently verified, validated or audited
such data. FTI accepts no liability whatsoever for any loss arising from use of this information
and reliance upon the comments, opinions and analyses in the material is at the sole
discretion of the user.
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