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Capital goods and packaging are just two areas that look attractive
despite where we may be in the credit cycle, says Nesche Yazgan.

Fixed income investors are understandably wondering whether we are at or approaching
the ‘downturn’ phase of the credit cycle. Central banks have been raising interest rates
aggressively to control inflation, and in these circumstances, we would often expect
recession to follow. Tighter credit conditions would come with that.

Reasons to be cheerful

In this context, investors might be forgiven for running for the hills when it comes to issuers
in cyclical sectors. However, there are two reasons why this would be misjudged.

First, hopes of a soft landing are rising. Despite almost 500 basis points of interest rate hikes
in the US, we have yet to see any serious deterioration in company fundamentals.

And second, even if a downturn does come, cyclical issuers can still be viable, but the
important thing is to protect yourself by being selective. This means seeking out those issuers
with resilient balance sheets, good market positioning and geographic diversification.

Sectors to consider

One sector we like at the moment is capital goods, specifically in areas with pricing power.
Investment grade companies tend to have big balance sheets, and there are issuers with
great market positions in automation, robotisation, oil and gas production and aerospace
supply chains. We’re particularly interested in those that have exposure to the US. We see
better fundamentals here than in Europe and certainly in China, where the recovery has
been extremely sluggish.

Elsewhere, we like packaging companies that have robust fundamentals. This sector has good
pricing power because the market is very concentrated and, therefore, not very competitive.
Companies have been able to pass on significant cost increases as a result and now have the
potential to benefit from cost decreases in their input material over the past two quarters.

Finally, we like aerospace companies and suppliers as we think they have solid long-term
fundamentals, and we like airline companies because traffic numbers have returned
following Covid. The latter are classic cyclical issuers because consumers tend to cut back
on overseas travel if they are feeling the pinch. Yet they are looking robust at the moment,
with holidaymakers spending their savings.



Areas to avoid

On the flip side, we are staying away from areas where
consumers depend on financing to purchase big-ticket items.
Cars, for example, look vulnerable, even though we’ve been
surprised at the sector’s resilience so far. Supply chain issues
allowed auto companies to aggressively price following the
pandemic. Still, demand could now turn, given the increase
in interest and leasing rates as well as potential pressure on
employment levels.

We’re also cautious about construction. Interest rate
increases have made this sector very exposed especially with
regard to new activity in commercial property and residential,
and we feel our caution has been vindicated by recent
performance.

Finding the right attributes

So overall, we have remained relatively neutral on
cyclicals, retaining exposure to those issuers with good
fundamentals. We can’t be sure where the cyclical
journey is heading, but we can look for companies that
can be nimble about cutting capex to generate cash
flow or have low leverage.

As well as balance sheets, we look closely at companies’
product portfolios, the types of businesses they

are running and, more importantly, how resilient the
customers in their end markets are. Some very well-
placed cyclical companies can come out of any potential
downturn as winners with enhanced market positions
while delivering good returns for their stakeholders.



RBC Global Asset Management Don’t run for the hills! Cyclical sectors can offer value

Portfolio Manager Perspectives

Our experts offer their perspectives on the latest developments in global credit and the state of the markets.

This document was prepared by RBC Global Asset Management (UK) Limited (RBC GAM UK), authorised and regulated by the UK Financial
Conduct Authority (FCA), registered with the US Securities and Exchange Commission (SEC) and a member of the National Futures Association
(NFA) as authorised by the US Commodity Futures Trading Commission (CFTC).

In the United States, this document may also be provided by RBC Global Asset Management (U.S.) Inc. (“RBC GAM-US”), a SEC registered
investment adviser. The entities noted above are collectively referred to as “RBC BlueBay” within this document. The registrations and
memberships noted should not be interpreted as an endorsement or approval of RBC BlueBay by the respective licensing or registering
authorities.

With respect to the investment performance presented, past performance is not indicative of future performance. Actual account performance
may or will vary from the performance shown because of differences in market conditions; client-imposed investment restrictions; the time of
client investments and withdrawals; tax considerations; economies of scale; portfolio turnover; the number, type, availability, and diversity of
securities that can be purchased at a given time; differences in the underlying currency of the assets in the account, and other factors. Client
assets managed using these strategies in separate accounts or different vehicles may be subject to restrictions, fees or expenses that are
materially different than those found in the non-US funds.

This document is confidential and, without RBC BlueBay’s consent, may not be (i) copied, photocopied or duplicated in any form by any means
or (ii) distributed to any person that is not an employee, officer, director or authorized agent of the recipient.

Information herein is believed to be reliable but RBC BlueBay does not warrant its completeness or accuracy. This document contains
information collected from independent third-party sources. For purposes of providing these materials to you, neither RBC BlueBay nor any
of its affiliates, subsidiaries, directors, officers, or employees, has independently verified the accuracy or completeness of the third-party
information contained herein.

The information contained herein does not constitute investment, tax, accounting or legal advice. Recipients are strongly advised to make an
independent review with their own advisors and reach their own conclusions regarding the investment merits and risks, legal, credit, tax and
accounting aspects of all transactions. Any risk management processes discussed refer to efforts to monitor and manage risk but should not
be confused with and do not imply no or low risk. No chart, graph, or other figure provided should be used to determine which strategies to
implement or which securities to buy or sell.

Copyright 2023 © RBC BlueBay. RBC Global Asset Management (RBC GAM) is the asset management division of Royal Bank of Canada which
includes RBC Global Asset Management (U.S.) Inc., RBC Global Asset Management Inc., RBC Global Asset Management (UK) Limited and RBC
Global Asset Management (Asia) Limited, which are separate, but affiliated corporate entities. ® / Registered trademark(s) of Royal Bank of
Canada and BlueBay Asset Management (Services) Ltd. Used under licence. RBC Global Asset Management (UK) Limited, registered office
77 Grosvenor Street, London W1K 3JR, registered in England and Wales number 03647343. All rights reserved.

RBC Global Asset Management (U.S.) Inc. %
Minneapolis | Boston | Chicago N
800.553.2143 | rbcgam.com RBCH


https://institutional.rbcgam.com/en/us/insights/archive?type=archive&team=f5eee4af-9ad9-4d90-a4d2-876f02fc41c0

