Memo to: Oaktree High Yield Bond Clients
From: Howard Marks and Sheldon Stone

Re: High Yield Bonds Today

Clients often ask for our views on the high yield bond market: “Do we think prices are too
high?” “Are yields too low?” “What returns can we expect next year?” We caution them that
it’s nearly impossible to accurately predict these things, and anyone who makes such forecasts is
unlikely to be right.

These days the question is primarily whether high yield bonds are in a bubble and poised to
collapse, given last year’s strong performance and today’s historically low yields. We don’t
think high yield bonds are any more vulnerable to rising rates than other fixed income
instruments. We don’t downplay the risk in the market nowadays and the fact that bond prices
are quite high. However, the situation isn’t unique to high yield bonds; rather, it is true of
virtually all bonds and reflects the concerted effort on the part of central banks around the
world to hold down interest rates. Yields are at historic lows and prices are unusually high all
across the fixed income spectrum.

However, two factors argue strongly that high yield bonds are less vulnerable to rising
interest rates than other fixed income sectors:

e A high yield bond of a given maturity has a shorter duration than an investment grade
rated bond of the same maturity, since duration is a measure of the weighted average time
to receipt of the promised cash flows, and the larger interest coupons on high yield bonds
mean the expected payments from interest and principal are received sooner on average.
Thus an increase in interest rates of a certain amount implies less of a price decline for a
high yield bond than for an investment grade rated bond of the same maturity.

e Inaddition, rising interest rates usually imply a growing economy, and a growing
economy usually means improving creditworthiness and fewer defaults.

Of course it’s most unlikely that high yield bonds will deliver returns even close to 2012’s
performance. On the other hand, they don’t have to equal last year’s return to warrant
holding today.

While yields are near all-time lows, yield spreads tell a very different story. Today the average
spread on our U.S. high yield bond portfolios — approximately 490 basis points — is toward the
high end of the normal historical range we’ve invested in for nearly three decades. We believe
such an average spread provides more-than-adequate compensation for our default experience,
which over the last 27 years has averaged 1.4% per annum. With corporate balance sheets in
relatively good shape (thanks in large part to all of the refinancing activity over the past two
years), the capital markets awash in liquidity, and economies (at least in the U.S.) showing some

© Oaktree Capital Management, L.P. All Rights Reserved.



strength, default rates are projected to remain below the long-term average for at least the next
twelve months.

Given their current average yield spread, we estimate that our portfolios could suffer a default
rate of approximately 9% every year and still do no worse than Treasurys — and it’s worth noting
that we have never had even one year with a 9% default rate. So we don't think high yield bonds
are overpriced in relative terms. In fact, we feel the odds favor their delivering relative
performance that is superior to Treasurys and high grade corporates over multi-year
holding periods ahead.

Finally, let’s consider the potential absolute result for high yield bonds from today. Suppose we
hold (or buy) high yield bonds currently at around 5.7% average yield, and we have Oaktree’s
average experience: an annual default rate of 1.4% and loss of about half the money invested in
the defaulting bonds, or 0.7% of our portfolio per year. This results in 5% net return per year
before fees and price fluctuations. Given the alternatives today, that’s an attractive
absolute return. What else is better?

If interest rates rise and/or yield spreads expand, we will suffer price declines (as will holders of
all other fixed-rate securities). But if Oaktree is right in its credit judgments, those declines
will prove to be temporary. The bonds will be paid off at par upon maturity, and if the other
assumptions above are met the 5% return will be achieved.

While we believe spreads are attractive given the risks we see in our portfolios, it is true that
there is little room for price upside, making the reward for risk taking limited. (This is in essence
what Howard concluded in his most recent memo, “Ditto.”) In this type of environment,
superior returns are more likely to be earned through minimizing mistakes than through
stretching for yield. Rather than behaving aggressively, the search for return should
involve risk control, caution, discipline and selectivity. Of course, this is what we emphasize
in our portfolios.

Considering these factors, should investors sell their high yield bonds and wait for a better time
to invest? We don’t think so, as market timing is next to impossible to do right and costly to
attempt in less liquid markets like high yield bonds.
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Important Legal Information and Disclosures

This memorandum expresses the views of the authors as of the date indicated and such views are subject
to change without notice. Oaktree Capital Management, L.P. (together with its affiliates “Oaktree’’) has
no duty or obligation to update the information contained herein. Further, Oaktree makes no
representation, and it should not be assumed, that past investment performance is an indication of future
results. Moreover, wherever there is the potential for profit there is also the possibility of loss. The
performance return example presented herein is intended to be purely illustrative and does not represent
an estimate or projection of the actual results of an actual investment. There can be no assurance that an
actual investment will achieve comparable results. Any assumptions, estimates or forward-looking
statements made by Oaktree herein are based on Oaktree’s good faith judgments taking into account
information currently available to Oaktree; however, there can be no guarantee that'such information
will not change over time or as a result of market and economic factors or otheruncertainties and events
outside of Oaktree’s control.

This memorandum is being made available for informational purpases only and should not be used for
any other purpose. This communication does not constitute and should net be'construed as an offering of
advisory services or investment management services, or an-nvitation, inducement or offer to sell or
solicitation of an offer to buy any securities or related financial instruments in any jurisdiction in which
such invitation, inducement, offer or solicitation, purchase or sale would be unlawful under the securities,
insurance or other laws of such jurisdiction. Responses to any inquiry that may involve rendering of
personalized investment advice or effecting or attemptingto effect transactions in securities will not be
made absent compliance with applicable laws oF regulations (including broker-dealer, financial adviser,
investment/fund manager, investment adviser; or applicable agent or representative registration
requirements), or applicable exemptions-or exelusions therefrom.

Certain information contained herein concerning economic trends and performance is based on or
derived from information provided by<independent third-party sources. Oaktree believes that the sources
from which such information,has been obtained are reliable; however, it cannot guarantee the accuracy
of such information and has not independently verified the accuracy or completeness of such information
or the assumptions gn-which such information is based.

Important Information about Lower-Rated Securities

Because high yield bonds are rated in the lower rating categories by the various credit rating agencies,
investors must take into account the special nature of such securities and certain special considerations
in assessing the risks associated with such investments. Securities in the lower rating categories are
subject to greater risk of loss of principal and interest than higher-rated securities and are generally
considered to be predominantly speculative with respect to the issuer's capacity to pay interest and repay
principal. They are also generally considered to be subject to greater risk than securities with higher
ratings in the case of deterioration of general economic conditions. Because investors generally perceive
that there are greater risks associated with the lower rated securities, the yields and prices of such
securities may be more volatile than those for higher-rated securities. The market for lower-rated
securities is thinner, often less liquid, and less active than that for higher-rated securities, which can
adversely affect the prices at which these securities can be sold and may even make it impractical to sell
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such securities. The limited liquidity of the market may also adversely affect the ability of investors to
arrive at a fair value for certain lower-rated securities at certain times and could make it difficult to sell
certain securities. It should be recognized that an economic downturn or increase in interest rates is
likely to have a negative effect on the lower-rated bond market and on the value of the lower-rated
securities as well as on the ability of the securities' issuers, especially highly leveraged issuers, to service
principal and interest payment obligations to meet their projected business goals or to obtain additional
financing. Moreover, the prices of lower-rated securities have been found to be less sensitive to changes
in prevailing interest rates than higher-rated investments. If the issuer of a fixed-income security defaults,
the holder may incur additional expenses to seek recovery and the possibility of any recovery can be
subject to the expense and uncertainty of insolvency proceedings.

This memorandum, including the information contained herein, may not be copied, reproduced,
republished, posted, transmitted, distributed, disseminated or disclosed, in whole orin part, to any other
person in any way without the prior written consent of Oaktree.
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