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On April 16, Federal Reserve Chair Jerome Powell told an audience at Stanford
University that “given the strength of the labor market and progress on inflation
so far, it's appropriate to allow restrictive policy further time to work.” That
statement has brought markets around to a view that we at Apollo have been
voicing since last year: It's very likely that interest rates will remain elevated for
the foreseeable future.

Powell's comments represented a retreat from the Fed's market-moving “pivot”

at its December meeting, when it hinted at the possibility of up to three rate cuts
in 2024. In the wake of that meeting, easier financial conditions fueled a rally in
the stock market and ignited a flurry of activity in the credit markets. Spreads
tightened significantly in investment-grade credit, high yield, and leveraged
loans. This move brought spread levels materially tighter from the widest levels
reached at the start of 2023, particularly in corporate credit. The tightening
trend continued into 2024, pushing spreads in high yield to some of the tightest
levels seen since the start of the pandemic, and bringing spreads on higher-
quality assets close to the tightest levels seen since the global financial crisis.



This dramatic spread tightening materially shifted the total
return opportunity in public markets from the middle of
November 2023, when credit spreads were averaging about
430 basis points in the high yield market, to the end of
December, when average high yield spreads were in the high
three hundreds. The December Fed pivot also helped push
spreads tighter in private markets, but to a lesser extent.

After a series of surprisingly strong economic data releases
in 2024, Powell’s April comments drove home the risk that

inflation may remain stubbornly above the Fed’s 2% target for
a while. It remains our expectation that the Fed will have to
keep interest rates elevated for an extended period of time
(Exhibit 1). In this paper, we discuss what a “higher-for-longer’
rate scenario might mean for credit markets. Specifically, we
posit that the current environment represents an attractive
point of entry into floating rate credit in general, and private
credit in particular.

’

Exhibit 1: Markets coming to terms with possibility that rates could remain higher for longer
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With base rates high, yields in credit markets
remain attractive

We believe that one of the unique elements of today’s
marketplace is that, even at elevated valuations, there are
large amounts of capital being deployed in the credit markets
because market participants still find yields attractive.

Despite tighter spreads and increased prices, the opportunity
in credit markets remains quite attractive due to the fact that
high base rates are keeping yields well above their historic
average (Exhibit 2).

Today, we see the opportunity in floating rate credit in general,
and private credit in particular, as notably attractive due to
yields that were comparable to historical returns seen on
public equities, as of this writing. We believe this opportunity
will remain in place because the underlying trends of high
prices and high base rates appear likely to persist for the
remainder of 2024 and beyond.

Supply imbalance helps keep prices high

While much of the spread tightening experienced over the
past 12 to 18 months can be attributed to a benign economic
outlook, a supply/demand imbalance in credit markets also
played a role.

For most of 2022 and 2023, elevated interest rates and high
borrowing costs kept corporate issuers on the sidelines. Since
the December Fed meeting, companies have rushed to take
advantage of easier conditions to refinance and extend
maturities on bond deals due to mature in the next two to
three years. The effects of Powell’s April statements will likely
dampen that enthusiasm and slow the pace of new issues.

A pickup in mergers & acquisitions (M&A) activity in the wake
of the December Fed pivot also helped alleviate some of the
supply/demand imbalance and counteract tightening pressure
on spreads to some extent. However, we believe that effect
will be limited in the months ahead. High costs of debt capital
will remain a significant impediment to M&A, making it difficult
for sponsors and companies alike to achieve an attractive
return on equity on transactions. In addition, the start of the
US presidential election season could add volatility and
uncertainty into the mix, prompting some market participants
to put off M&A deals. As a result, any spread widening from a
short-term pick-up in M&A will likely be modest. With demand
in credit markets continuing to outstrip supply, we expect
spreads to remain tight.

Exhibit 2: Yields are attractive across the board, even if valuations appear rich
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WHAT DOES A “HIGHER FOR LONGER” RATE ENVIRONMENT MEAN FOR CREDIT MARKETS?

Secular trends helping keep base rates elevated

Throughout 2023 we remained convinced that inflation was
proving sticky well above the Fed’s 2% target rate, and that,
as a result, rates would have to remain higher for longer.
However, the Fed’s battle against inflation is not the only
factor working to keep interest rates high. At Apollo, we are
watching several long-term trends that aren’t necessarily well
understood by markets, and don’t get as much attention as
they should in the financial press. High levels of US Treasury
issuance, de-globalization, energy transition, a high US fiscal
deficit, and an increase in government defense spending can
all produce upward pressure on rates. These macro forces
appear to be contributing to higher rates at a more secular,
long-term level.

Expanding opportunity set in private credit

In an environment of tight spreads and elevated base rates,
opportunities in floating rate and private credit remain
attractive. Going forward, the opportunity set in private credit
will be enlarged by the much-discussed “maturity wall.” As
shown in Exhibit 3, about $1.6 trillion of US high yield and
leveraged loan volume is scheduled to come due between
2025 and 2028. The approach of this maturity wall will create
chances to lend to companies at attractive rates of return
while also de-risking the investment by injecting new capital
into the business, enhancing lender protections, and making
sure the capital structure makes sense for the prevailing cost
of debt. If done correctly, this will benefit the company, the
lender, and bondholders.

Exhibit 3: $1.6 trillion maturity wall will create opportunities for private lenders
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A disciplined approach

Although we remain optimistic about opportunities in private
credit, given market uncertainty, we at Apollo are paying close
attention to fund structures, lender protection, and leverage
levels. Thanks in large part to the supply/demand imbalance
discussed earlier, “covenant-lite” transactions now make up
the bulk of the US leveraged loan market (Exhibit 4).

Lenders who compromise on loan structure and protections
will be at increased risk to a rise in defaults. Throughout this

current period of elevated rates, highly leveraged companies
with lower coverage ratios have found themselves under
pressure. This pressure has pushed up default rates from the
lows set at the end of 2022. Currently, the default rate in the

US loan market is just above the historic average of about 3%.

Default rates in high yield, which have been subdued, are
climbing toward historical averages (Exhibit 5). We believe
default rates in private credit markets are slightly higher than
those in the publicly syndicated market due to the
preponderance of floating rate debt in private markets.

Exhibit 4: Underwriting standards have become increasingly lax
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Exhibit 5: Default rates have climbed since the Fed started raising rates
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In both public and private credit markets, the December

Fed pivot triggered a reversal to the long-term trend of
deteriorating coverage ratios. The uptick in coverage ratios in
December 2023 (Exhibit 6) helped alleviate at least some
pressure on vulnerable companies. However, if, as it now
appears, rates do remain higher for longer, it's possible that
coverage ratios could return to the downward course initiated
when the Fed started raising rates in 2022, placing more
companies at risk of default.

When default rates climb, we believe that the best protected
investments are high up in the capital structure, with
significant amounts of equity support. Given today’s conditions,
vintage will also be an incredibly important market
consideration. Rising default rates will impact credit that was
underwritten before 2022 to a much greater degree than
structures put in place since the rise in interest rates. Market
participants buying into structures created and deployed

over the last two years are acquiring portfolios that have
better lender protections and much lower loan-to-value ratios.
Given this discrepancy, we believe that it will be important to
remain disciplined when deploying capital at this time.

Additional risks: geopolitics and the
US-China trade

In addition to the market dynamics discussed to this point in
this paper, credit markets face a series of geopolitical risks
that call for a conservative market approach, including the
ongoing conflict in the Middle East, the war in Ukraine,

and the 2024 election cycle, which will witness ballots in

40 countries around the world, accounting for almost half
of global GDP.’

Although all these risks deserve close monitoring, we believe
market participants should also pay attention to the US-China
trade relationship. Economic and political tensions between
the two countries represent significant risk. However, there

is another, lower-profile trend that we believe bears close
watching. Trade flows between the US and China now have

a considerable influence over both the overall economy and
the economic performance of specific industries and companies.
With China experiencing an economic downturn, some US
companies are seeing a change in their profitability due to a
decrease in demand from this large and increasingly important
market.? We believe this slowly developing trend could have a
meaningful impact on companies in certain subsectors.

Exhibit 6: Delay on rate cuts could resume pressure on coverage ratios
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Conclusion

We believe the US Federal Reserve will be forced to keep
interest rates at elevated levels for the foreseeable future.
Yields from higher base rates should keep credit attractive to
market participants, despite spread tightening. The resulting
demand will likely outpace limited supply, keeping prices high
and spreads tight. Nevertheless, we believe investors will
continue to find credit markets attractive due high base rates
and relatively high yields. Specifically, we believe the current
environment represents an attractive point of entry into
floating rate credit in general, and private credit in particular—
provided investors remain disciplined when deploying capital.
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Important Disclosure Information

This presentation is for educational purposes only and should not be
treated as research. This presentation may not be distributed, transmitted
or otherwise communicated to others, in whole or in part, without the
express written consent of Apollo Global Management, Inc. (together
with its subsidiaries, “Apollo”).

The views and opinions expressed in this presentation are the views and
opinions of the authors of the content. They do not necessarily reflect

the views and opinions of Apollo and are subject to change at any time
without notice. Further, Apollo and its affiliates may have positions (long
or short) or engage in securities transactions that are not consistent with
the information and views expressed in this presentation. There can be no
assurance that an investment strategy will be successful. Historic market
trends are not reliable indicators of actual future market behavior or future
performance of any particular investment which may differ materially, and
should not be relied upon as such. Target allocations contained herein are
subject to change. There is no assurance that the target allocations will be
achieved, and actual allocations may be significantly different than that
shown here. This presentation does not constitute an offer of any service
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shall not form the basis of, nor may it accompany nor form part of, any
right or contract to buy or sell any security or to adopt any investment
strategy. Nothing herein should be taken as investment advice or a
recommendation to enter into any transaction. Hyperlinks to third-party
websites in this presentation are provided for reader convenience only.
There can be no assurance that any trends discussed herein will continue.
Unless otherwise noted, information included herein is presented as of
the dates indicated. This presentation is not complete and the information
contained herein may change at any time without notice. Apollo does
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not have any responsibility to update the presentation to account for
such changes. Apollo has not made any representation or warranty,
expressed or implied, with respect to fairness, correctness, accuracy,
reasonableness, or completeness of any of the information contained
herein, and expressly disclaims any responsibility or liability therefore.
The information contained herein is not intended to provide, and should
not be relied upon for, accounting, legal or tax advice or investment
recommendations. Investors should make an independent investigation
of the information contained herein, including consulting their tax, legal,
accounting or other advisors about such information. Apollo does not
act for you and is not responsible for providing you with the protections
afforded to its clients.

Certain information contained herein may be “forward-looking” in nature.
Due to various risks and uncertainties, actual events or results may

differ materially from those reflected or contemplated in such forward-
looking information. As such, undue reliance should not be placed on
such information. Forward-looking statements may be identified by the
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use of terminology including, but not limited to, “may”, “will”, “should”,
“expect”, “anticipate”, “target”, “project”, “estimate”, “intend”, “continue”
or “believe” or the negatives thereof or other variations thereon or

comparable terminology.
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The Standard & Poor’s 500 (“S&P 500”) Index is a market-capitalization
weighted index of the 500 largest U.S. publicly traded companies by
market value.

Additional information may be available upon request.

Past performance is not necessarily indicative of future results.




