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The Case for Senior Loans

2Q 2023 market update

Looking back throughout 2023 so far, there has been a significant focus on the uncertainty of the US
macroeconomic backdrop and its potential implications for the senior secured bank loan market. Paramount
among these concerns are three key questions:

1) How are underlying issuers able to handle inflation pressures and will they be able to pass along increased costs
to their consumers?

2) Where are we in the interest rate cycle and how will this affect issuers?
3) What effect will a potential recession have on issuers?

This piece provides our view on the current market environment and attempts to answer these critical questions.

Why loans now?
In our view, there are three compelling reasons to consider investing in senior secured loans today:
1) High level of current income

Current income is comprised of two key components—base interest rates (which are still increasing and expected
to stay higher for longer) and credit spreads (which continue to remain wide). Coupon income for bank loans
today is ~9%, which is its highest since 20091. The market is expecting at least one more rate hike in 2023, and
market expectations are for rates to remain high, well above pre-2021 levels. Loans have proven to provide
consistent, stable income through varying market cycles, including recessionary periods and periods of falling
rates.

2) Floating rate feature

Loans have virtually no duration risk (average ~45 days) and benefit from rising rates as coupons reset to higher
base rates (LIBOR/SOFR). While there is uncertainty around the Fed’s policy to increase rates, the market is still
pricing in more rate increases before plateauing towards the end of 2023. This environment benefits senior
secured bank loan investors through higher coupon income.

3) Compelling relative value

Loans have offered one of the best yields in fixed income, while providing downside risk mitigation by being senior
in the capital structure and being secured by the assets of the company. Loans have offered these high yields with
no duration risk. In a recessionary environment, loans offer downside risk mitigation by being senior which means
they are the highest priority to be repaid in the event of default. Senior secured assets may offer added risk
mitigation as we enter a recessionary period.

Yields

Current loan yields and spreads look very attractive both on a historical and a relative basis. A loan's yield is based
on both coupon payments, which is the interest return, as well as on principal return. The average coupon for
loans has been 8.93%, outpacing the average high yield coupon of 5.92%2. After averaging 245 bps less than high
yield bonds over the past fifteen years, this is the first time in history the average loan coupon has surpassed that
of high yield bonds. It was only around two years ago when loans were yielding 4.80%; loans have been yielding
over 500 basis points more than that.

The marketing material is intended only for Professional Clients/Qualified Investors/Sophisticated Clients (as defined in the important information at the end);
for Sophisticated or Professional Investors in Australia; for Professional Investors in Hong Kong; for Institutional Investors and/or Accredited Investors in
Singapore; for certain specific Qualified Institutions and/or Sophisticated Investors only in Taiwan; for Qualified Institutional Investors in Japan; for wholesale
investors (as defined in the Financial Markets Conduct Act) in New Zealand, for Institutional Investors in the USA. In Canada, this document is for use by investors
who are (i) Accredited Investors and (ii) Permitted Clients, as defined under National Instrument 45-106 and National Instrument 31-103, respectively. It is not
intended for and should not be distributed to, or relied upon, by the public or retail investors.
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US senior secured loans have offered one of the best yields in fixed income

Past performance does not predict future returns.
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Total loan coupons have continued increasing as rates reset higher
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Bank loans were one of the only positive returning asset classes in 20224, Rising rates have put the floating-rate
loan asset class on pace for the strongest year since the Global Financial Crisis along with the largest increase in
yields across all of fixed income3. Loans still offer amongst the highest yields and are expected to remain high, as
the market anticipates a higher for longer interest rate environment.

Asset class resiliency
Steady loan returns stood in stark contrast to other risk assets

Past performance does not predict future returns.
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Historical market yields

10 Year historical yield-to-worstl/yield to 3-year across sectors
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Past performance is not a guarantee of future results.

When the Federal Reserve eventually does pause interest rate increases, it can have both direct and indirect
positive effects on the leveraged loan market such as:

e  Lower borrowing costs: pausing rate hikes lowers borrowing costs for companies and potentially
stimulates demand for new issuance.

e Improved debt serviceability: stable or lower interest rates reduce interest expense burden for
companies, which can positively impact loan performance.

e Increased investor demand: when the Federal Reserve signals a pause in rate hikes, it may boost
investor confidence and appetite for credit risk assets such as bank loans.

Forward interest rates — US implied market expectations

Leveraged loan historical performance post a pause in Federal Reserve Central banks expected to plateau, not pivot, after additional rate

Leveraged Loan Forward Returns

policy hikes?
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Month of last hike Rate
Dec-18 2.50%
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Market technicals

While we have seen retail demand for loans soften amidst broader risk-off investor sentiment, there has been a
flow of new CLO creations through 2023. This indicates that there is still institutional investor appetite for loans.
This steady CLO formation and minimal new issue helped support the loan market technical despite retail
outflows and macro concerns. As of June 2023, 128 CLOs have priced $55.6bn of issuance, and CLOs represent
~70% of the investor base in the loan market3. Moreover, as demand for loans wanes, new loan issue supply will
typically respond in kind to help re-establish equilibrium in the market. For example, year end 2022 gross and net
issuance was $252.5bn and $163.1bn, -70% and -60% year-over-year, respectively.5 This supply/demand
imbalance forces CLOs to provide a bid in the secondary market. Having said that, the loan market is still trading at
a significant discount to par which long term investors can view as an attractive buying opportunity.
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US CLO issuance? US loan new issuance?
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Market fundamentals

While technicals are finding an equilibrium, market fundamentals for underlying issuers remain relatively strong.

First, defaults remain low relative to historical levels. The trailing twelve month default rate at the end of June was
1.71%, while the historical trailing default rate is more than double that at 2.25%.

Distressed ratio serves as a good leading indicator of potential default activity

US Distressed ratio and LTM default rate
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Given the macro concerns around a potential recession, we have seen default forecasts revised higher for the
year. Default forecasts hover around the 3.0% — 3.5% level. However, we acknowledge if we enter a deep
recession (which is not our base case), these estimates may be revised higher. Our personal forecast is more
around the 4.0% — 4.5% range.

The risk of defaults, while small, remain the largest risk to loan investors, but the senior secured nature of loans
has historically provided a high recovery rate in the event of default. As shown in the chart below, we believe
investors are being well compensated on a risk-adjusted basis. If we were to conservatively factor in historical
defaults of 3.0% with recoveries lower than historical averages of 60%, the market is implying a default rate more
than 5%, as illustrated below. An implied default rate of 5.52% with an average recovery of 60% would equate to a
2.21% credit loss. This loss would be significantly offset by the current 8.93% coupon return and yield to 3yr of
10.31%.

Historically, implied default rates have overshot actual defaults
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respectively.
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To further substantiate that a 5.52% default rate is unlikely, the chart below looks at average issuer leverage in
the market. Borrowers have reduced their leverage for the 8t quarter in a row, and average leverage in the
market has returned to pre-pandemic levels. Borrowers have repaired their balance sheets and pushed out their
debt maturities. Currently only ~1% of outstanding loans mature in 2023, leaving little refinancing risk in the
market.

Fundamentals have remained supportive
Leverage declined for an eighth consecutive quarter
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Fundamentals have remained supportive
Years of strong refinancing activity have kept maturity wall at bay
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With the market anticipating interest rates to plateau through 2023, another important investor concern is how
current rates will impact issuers’ ability to service their debt. As highlighted in the table below, the average
borrower has entered this cycle with a very strong ability to service their debt. Interest coverage ratios are still
robust, leaving companies with sufficient ability to absorb higher rates.

Fundamentals have remained supportive

Interest coverage peaked in 2021 at healthy levels, but have begun to decline as
rates rise
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Yield represented by
yield to 3yr.

2Credit Suisse as of June
30, 2023.

3Pitchbook LCD, Intex,
Bloomberg, Credit
Suisse as of June 30,
2023.

4JP Morgan as of June
30, 2023.

SPitchbook LCD, Intex,
Bloomberg, Credit
Suisse as of December
31, 2022.

Source: LCD Pitchbook as of June 30, 2023.

Conclusion

As shown above, we believe there is likely still ample opportunity in the loan asset class to generate higher than
historical average returns . As a closing point, following the four periods since the Global Financial Crisis, when

loan yields exceeded 8% (they are currently around 10%), the loan market has delivered very strong
outperformance over the ensuing 6-12 months (with a 10.69% average 12 month forward return). We believe this
may present a compelling entry point and opportunity for long term investors.

Historical Leveraged Loan Forward Performance

Leveraged Loan Forward Performance as Yields Breach 8%

Leveraged Loan Forward Returns

Date 3 months
20-May-10 1.64%
19-Aug-11 3.42%
20-Dec-18 3.74%
11-Mar-20 3.87%
10-May-22 0.55%
Average 2.64%

6 months

5.34%
6.59%
5.21%
7.85%
0.42%
5.08%

9 months
9.57%
8.38%
6.35%

10.78%
NA
8.77%

12 months

10.37%
10.89%
8.08%
13.43%
NA
10.69%

Leveraged Loan Spread-to-worst Change (bps

3 months 6 months 9 months
1bp -96 bp -200 bp

-76 bp -140 bp -135bp
-80 bp -74 bp -55 bp
-108 bp -215 bp -269 bp
40 bp 125 bp NA
-44 bp -80 bp -165 bp

Leveraged Loan Forward Performance as Prices Breach Various Barriers
Leveraged Loan Spread-to-worst Change (bps

Leveraged Loan Forward Returns

12 months

-176 bp
-144 bp
73 bp
-330 bp
NA
-181 bp

Price 3 months 6 months 9 months 12 months 3 months 6 months 9 months 12 months
$96 -0.19%  -0.72% 2.60% 5.02% 54 bp 111 bp 42 bp 0 bp
$95 0.37% 2.77% 5.27% 7.19% 37 bp 4 bp -39 bp -61 bp
$94 1.37% 3.96% 6.98% 9.09% -2 bp -38 bp -103 bp -133 bpl
$93 1.56% 4.55% 7.74% 9.53% 2bp -55 bp -125 bp -143 bp
$92 2.78% 5.90% 8.86% 10.64% -50 bp -119 bp -172 bp -189 bp
Source: JP Morgan Leveraged Loan Index data. As of May 16, 2022. Past performance is not a guarantee of future results
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Investment risks

Many senior loans are illiquid, meaning that the investors may not be able to sell them quickly at a fair price and/or that the
redemptions may be delayed due to illiquidity of the senior loans. The market for illiquid securities is more volatile than the
market for liquid securities. The market for senior loans could be disrupted in the event of an economic downturn or a
substantial increase or decrease in interest rates. Senior loans, like most other debt obligations, are subject to the risk of default.
The market for senior loans remains less developed in Europe than in the U.S. Accordingly, and despite the development of this
market in Europe, the European Senior Loans secondary market is usually not considered as liquid as in the U.S. The value of
investments, and any income from them, will fluctuate. This may partly be the result of changes in exchange rates. Investors
may not get back the full amount invested.

Important information

This marketing communication is only intended for use on a one-on-one basis with (i) Professional Clients in Ireland, the UK and
Continental Europe (as defined below); Qualified Investors/Sophisticated clients in Israel, (ii) Sophisticated or Professional
Investors in Australia, (iii) Institutional Investors in the US, (iv) Professional Investors in Hong Kong, (v) Institutional/Accredited
Investors in Singapore, (vi) for certain specific Qualified Institutions and/or Sophisticated Investors in Taiwan, (vii) in New
Zealand for wholesale investors (as defined in the Financial Markets Conduct Act), and (viii) for Qualified Institutional Investors
in Japan. In Canada, this document is for use by investors who are (i) Accredited Investors and (ii) Permitted Clients, as defined
under National Instrument 45-106 and National Instrument 31-103, respectively. It is not intended for and should not be
distributed to, or relied upon, by members of the public or retail investors. Please do not redistribute this document.

For the distribution of this document, Continental Europe is defined as Austria, Belgium, Denmark, Finland, France, Germany,
Italy, Luxembourg, the Netherlands, Norway, Spain, Sweden and Switzerland. By accepting this material, you consent to
communicate with us in English, unless you inform us otherwise. Israel: This document may not be reproduced or used for any
other purpose, nor be furnished to any other person other than those to whom copies have been sent. Nothing in this document
should be considered investment advice or investment marketing as defined in the Regulation of Investment Advice, Investment
Marketing and Portfolio Management Law, 1995 (“the Investment Advice Law”). Investors are encouraged to seek competent
investment advice from a locally licensed investment advisor prior to making any investment. Neither Invesco Ltd. nor its
subsidiaries are licensed under the Investment Advice Law, nor does it carry the insurance as required of a licensee thereunder.

Issued by Invesco Management S.A., President Building, 37A Avenue JF Kennedy, L-1855 Luxembourg, regulated by the
Commission de Surveillance du Secteur Financier, Luxembourg and Invesco Asset Management (Schweiz) AG, Talacker 34, 8001
Zurich, Switzerland; Invesco Asset Management Deutschland GmbH, An der Welle 5, 60322 Frankfurt am Main, Germany and
Invesco Asset Management Limited, Perpetual Park, Perpetual Park Drive, Henley-on-Thames, Oxfordshire, RG9 1HH, United
Kingdom. Authorised and regulated by the Financial Conduct Authority

Issued by Invesco Hong Kong Limited S E#% & & AR 22 7], 45/F, Jardine House, 1 Connaught Place, Central, Hong Kong.
Issued in Singapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01 Republic Plaza, Singapore 048619.

Issued in Taiwan by Invesco Taiwan Limited, 22F, No.1, Songzhi Road, Taipei 11047, Taiwan (0800-045-066). Invesco Taiwan
Limited is operated and managed independently.

Issued in Japan by Invesco Asset Management (Japan) Limited, Roppongi Hills Mori Tower 14F, 6-10-1 Roppongi, Minato-ku,
Tokyo 106-6114; Registration Number: The Director-General of Kanto Local Finance Bureau (Kin-sho) 306; Member of the
Investment Trusts Association, Japan and the Japan Investment Advisers Association.

All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. It is not
our intention to state, indicate or imply in any manner that current or past results are indicative of future profitability or
expectations. The opinions expressed herein are based on current market conditions and are subject to change without notice.

Invesco makes no representation or warranty, expressed or implied, regarding any prospective investor’s legal, tax or accounting
treatment of the matters described herein, and Invesco is not responsible for providing legal, regulatory or accounting advice to
any prospective investor.

Forward Looking Statement Disclosure

These materials may contain statements that are not purely historical in nature but are “forward-looking statements.” These
include, among other things, projections, forecasts, estimates of income, yield or return, future performance targets, sample or
pro forma portfolio structures or portfolio composition, scenario analysis, specific investment strategies and proposed or pro
forma levels of diversification or sector investment. These forward-looking statements can be identified by the use of forward
looking terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “project,” “estimate,” “intend,” “continue,” “target,”
“believe,” the negatives thereof, other variations thereon or comparable terminology. Forward looking statements are based
upon certain assumptions, some of which are described herein. Actual events are difficult to predict, are beyond the Issuer’s
control, and may substantially differ from those assumed. All forward-looking statements included herein are based on
information available on the date hereof and Invesco assumes no duty to update any forward-looking statement.

”au ”a ” a.

United States

Issued in the US by Invesco Senior Secured Management, 225 Liberty Street, New York, NY 10281, USA. Invesco Senior Secured
Management, Inc. is an investment adviser; it provides investment advisory services to individual and institutional clients and
does not sell securities.

Canada

In Canada this document is for use by investors who are (i) Accredited Investors and (ii) Permitted Clients, as defined under
National Instrument 45-106 and National Instrument 31-103, respectively. All material presented is compiled from sources
believed to be reliable and current, but accuracy cannot be guaranteed. This is not to be construed as an offer to buy or sell any
financial instruments and should not be relied upon as the sole factor in an investment making decision. As with all investments
there are risks. Please obtain the financial material carefully before investing.

Issued in Canada by Invesco Canada Ltd., 120 Bloor Street East, Suite 700, Toronto, ON M4W 1B7.”

Australia
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This document has been prepared only for those persons to whom Invesco has provided it. It should not be relied upon by
anyone else. Information contained in this document may not have been prepared or tailored for an Australian audience and
does not constitute an offer of a financial product in Australia. You may only reproduce, circulate and use this document (or any
part of it) with the consent of Invesco.

The information in this document has been prepared without taking into account any investor’s investment objectives, financial
situation or particular needs. Before acting on the information the investor should consider its appropriateness having regard to
their investment objectives, financial situation and needs.

You should note that this information:

may contain references to dollar amounts which are not Australian dollars;

may contain financial information which is not prepared in accordance with Australian law or practices;
may not address risks associated with investment in foreign currency denominated investments; and
does not address Australian tax issues.

In Australia by Invesco Australia Limited (ABN 48 001 693 232), Level 26, 333 Collins Street, Melbourne, Victoria, 3000, Australia
which holds an Australian Financial Services Licence number 239916.

New Zealand

This document is issued only to wholesale investors (as defined in the Financial Markets Conduct Act) in New Zealand to whom
disclosure is not required under Part 3 of the Financial Markets Conduct Act. This document has been prepared only for those
persons to whom it has been provided by Invesco. It should not be relied upon by anyone else and must not be distributed to
members of the public in New Zealand. Information contained in this document may not have been prepared or tailored for a
New Zealand audience. You may only reproduce, circulate and use this document (or any part of it) with the consent of Invesco.
This document does not constitute and should not be construed as an offer of, invitation or proposal to make an offer for,
recommendation to apply for, an opinion or guidance on Interests to members of the public in New Zealand. Applications or any
requests for information from persons who are members of the public in New Zealand will not be accepted.

Issued in New Zealand by Invesco Australia Limited (ABN 48 001 693 232), Level 26, 333 Collins Street, Melbourne, Victoria,
3000, Australia which holds an Australian Financial Services License number 239916.
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