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As we reach the midpoint of 2024, the economy grapples with familiar

. . . ; Charles L. Curry, Jr
guestion that has persisted over the past couple of years. When will Managing Director, Sr. Portfolio
the substantial increase in interest rates significantly impact economic ' Manager, U.S. Fixed Income
conditions? The famous “long and variable lag” associated with monetary
policy appears to be slowing down the pace of growth. While stock markets
continue to exude optimism, the fixed income landscape is adopting a more
cautious stance.

Here's a breakdown of recent developments:

1. Credit Spreads and Fixed Income Markets:
® |nvestment grade credit spreads widened in June, marking the first increase since October 2023 (see Table 1).

® High yield spreads, on the whole, saw minimal widening during the month, but CCC-rated spreads expanded by
nearly 40 basis points.

® Commercial mortgage-backed securities (CMBS) spreads also widened throughout the second quarter, although
they remain tighter than year-end levels.
2. Positive Returns Amid Rising Yields:

® Despite upward movements in both Treasury yields and credit spreads, various components of the fixed income
universe managed to achieve positive excess and total returns.

® Theyield and spread breakeven calculations continue to favor fixed income investors, acting as a buffer against
volatility—especially as we approach the U.S. presidential election.
3. Deeper Analysis:
® Qur customary examination of yield and spread break-evens spans multiple market sectors.
® We also highlight the concerning trend of declining fundamental credit quality, even amidst historically tight risk
premia.
4. The Elephant in the Room: U.S. Fiscal Policy:
® Growing discussions about the sustainability of U.S. fiscal policy prompt us to delve into the dynamics of U.S. debt.
® What implications might this have for the future trajectory of Treasury yields and their ripple effects on the broader
economy?
5. Charting the Course Ahead:
® Finally, we offer a blueprint for navigating the third quarter of 2024 and the remainder of the calendar year.

In this complex economic landscape, understanding these dynamics becomes crucial. As always, we keep a watchful eye
on the numbers, the trends, and the underlying forces shaping our corner of the financial world.
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Table | Xponance Market Scorecard
1

ICE Corporate ICE High Yield ICE Corp, GoVv't & Mtge
. Yield to . Yield to . Yield to
OAS $ Price Worst OAS $ Price Worst OAS $ Price Worst
12/31/2021 98.00 $109.14 2.36 301.00 $103.49 424 32.00 $105.36 1.71
12/31/2022 138.00 $89.09 5.51 475.00 $86.02 894 51.00 $89.08 4.67
12/31/2023 104.00 $93.43 515 332.00 $92.98 7.65 41.00 $91.61 4.56
3/31/2024 94.00 $92.59 536 308.00 $93.29 7.69 39.00 $90.41 4.86
6/30/2024 96.00 $92.59 552 317 $93.03 7.90 39.00 $89.92 5.00
5-year meana 125.00 $101.55 375 418.00 $95.59 6.63 48.00 $99.88 298
s-year 305.00 $115.93 6.39 873.00 $105.38 9.42 111.00 $112.85 5.66
maximum
5-year
L 86.00 $85.38 1.78 298.00 $83.81 3.80 26.00 $84.84 1.03
minimum
ICE Corporate ICE High Yield ICE Corp, Gov't & Mtge
Total Return Excess Return* Total return Excess return* Total return Excess Return*
12/31/2021 -0.95 153 529 6.73 -1.62 0.25
12/31/2022 -15.44 -1.37 -nn -2.91 -13.31 -0.97
12/31/2023 8.40 4.65 13.40 9.05 5.39 152
3/31/2024 -0.08 1.03 1.47 164 -0.72 0.20
6/30/2024 012 013 1.02 031 017 0.06
Select United States Treasury Yields
2-year 5-year 7-year 10-year 20-year 30-year 10-2 Slope
12/31/2022 4.43 4.00 397 3.88 414 396 -0.55
12/31/2023 4.25 3.85 3.88 3.88 419 4.03 -0.37
3/31/2024 4.62 4.21 4.21 4.20 4.45 434 -0.42
6/30/2024 4.75 4.38 4.37 4.40 4.66 4.56 -0.36
Last twelve 522 496 5.01 4.99 534 51 -016
month high
Last twelve 415 3.80 382 375 4.03 384 108
month low
YTD Change 0.50 0.53 0.49 0.52 0.47 0.53 0.01
QTD Change 0.13 0.17 0.17 0.20 0.21 0.22 0.06
Option Adjusted Spreads (OAS) for Select ICE Sector/Rating Indices
Inv. Grade High Yield _ AA-BBB Capital AAA-A EM BBB EM
Corps BRI e Corps ELSCeljos FElelaieh CMBS Securities Corps Corps
Current 96 119 317 963 177 564 162 74 143
syear g 157 418 954 231 371 209 n3 225
meana
Syear  zng 396 873 1799 599 702 424 226 495
maximum
_ >year 86 107 298 545 152 155 100 74 142
minimum
Current- 29 -38 101 9 54 193 -47 -39 -82
Mean

A 5-year analysis uses month end data *vs equivalent duration Treasuries
Source: Bloomberg, ICE BofA Indices, Xponance
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Despite the recent widening in credit spreads over the past month and quarter, the market'’s technicals and demand
remain robust. In the first half of 2024, corporate bond issuance reached nearly $1.1 trillion. Approximately half of this
issuance was related to refinancing maturing debt or strategically removing existing debt from circulation through
repurchases, tenders, and calls.

Interestingly, foreign net purchases of United States corporate bonds hit a record high, as indicated by the US Treasury
International Capital Statistics data. Additionally, investment grade corporate bond exchange-traded funds (ETFs) are
experiencing strong inflows, while short interest in the most liquid corporate ETFs has simultaneously decreased.

The New York Federal Reserve compiles a corporate market distress indicator that assesses distress levels in both the
primary and secondary US corporate bond markets. Remarkably, this indicator remains near all-time lows since its
inception in 2005.

That's where it gets intriguing: Despite credit spreads staying below 100 basis points (bps), US corporate yields are higher
than most other industrialized countries. This paradoxical situation makes sense when you consider the broader context.

However, we should tread carefully. While the technical backdrop appears strong, there’s a potential pitfall: The weakening
macroeconomic landscape. As the overall economic picture continues to lose some luster, we might find ourselves facing
market disappointment.

For instance, the widening spreads in both credit commercial mortgage-backed securities (CMBS) and CCC-rated high
yield bonds serve as a stark reminder that fundamentals can clash with positive demand and sentiment. In this tug-of-war
between financial forces— fundamentals will ultimately trounce sentiment.

As highlighted in our introduction, the current yield levels and bond mathematics present a compelling argument for
maintaining investments in fixed income across the board, with a particular focus on the spread sectors. To put it simply,
for these fixed income segments to significantly underperform over a 12-month horizon, we'd need a substantial upward
movement in yields—whether driven by interest rates or spreads (see Table 2 on the next page).

Interestingly, these metrics not only hold up well from a long-term perspective but also look even better when we
examine the most recent 3-year period. This timeframe encapsulates the entirety of the post-COVID and post-Fed
tightening era—a period that has seen its fair share of financial twists and turns.

When we examine broad credit quality metrics across various corporate sectors, the trend is unequivocally negative.
Based on Bloomberg Intelligence data sourced from SEC filings, we observe a consistent rise in leverage over six
consecutive quarters. Additionally, interest coverage and free cash flow generation—when compared to debt burdens—
have both dipped below long-term averages.

While we await second-quarter 2024 data, there’s little reason to believe that the trajectory will change, as higher interest
burdens and weakening top-line growth persist across many economic sectors.

Now, let's talk defaults: Although they've slowed among high yield issuers and remain historically low, Chapter 11
bankruptcy filings in the broader economy (as reported on uscourts.gov) have reached their highest level in the past
decade—excluding the pandemic-induced surge in 2020.

Curiously, despite this sobering data, spreads have tightened. Over the same six-quarter period, investment-grade spreads
are now 42 basis points narrower, and high-yield spreads have contracted by a whopping 158 basis points. To be fair, the
conclusion of the Federal Open Market Committee’s tightening cycle and the technical factors we previously discussed
played a significant role in this movement tighter. However, current spread levels are clearly fragile.

As we consider the outlook for fixed income over the remainder of the year, we find ourselves at the uncomfortable
intersection of fiscal and monetary policy against what appears to be a late-cycle economic expansion. The monetary
policy trajectory is arguably clearer than it has been for much of the past year. And incoming economic data suggests
we are indeed nearing the end of the business cycle. This leaves the fiscal condition of the US as a point of analysis.
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Table | Breakeven Spreads/Yields

2
September 2006 - Present
Broad AAA BBB BB HY B HY CCC HY
IG Corps HY Corps market* ABS MBS Corps AA Corps A Corps Corps Corps Corps Corps
Current 0.83 2.41 0.82 2.70 0.93 0.57 0.73 0.81 0.88 1.86 2.63 4.73
Mean 0.61 1.81 0.55 1.48 0.82 0.43 0.53 0.57 0.67 1.30 1.97 3.62
Min 0.21 0.95 0.16 0.43 0.37 0.n 0.15 0.18 0.25 0.63 1.27 217
Max 1.66 5.61 119 4.98 1.84 1.38 1.54 1.60 1.84 372 5.38 12.95
St Dev 0.26 0.69 0.27 1.00 0.34 0.26 0.27 0.26 0.28 0.48 0.63 1.60
Z-score 0.85 0.88 1.01 1.23 0.34 0.54 0.71 0.95 0.72 117 1.06 0.70
June 2021 - Present
Broad AAA BBB BB HY B HY CCCHY
IG Corps HY Corps market* ABS MBS Corps AA Corps A Corps Corps Corps Corps Corps
Current 0.83 2.41 0.82 2.70 0.93 0.57 0.73 0.81 0.88 1.86 2.63 4.73
Mean 0.55 1.74 0.50 1.69 0.67 0.34 0.44 0.53 0.60 1.29 2.04 3.68
Min 0.21 0.95 0.16 0.47 0.37 0N 0.15 0.18 0.25 0.63 1.29 222
Max 1.01 2.56 0.95 3.00 1.03 0.65 0.84 0.99 1.07 2.00 2.82 4.96
St Dev 0.27 0.56 0.27 1.00 0.20 0.18 0.23 0.28 0.28 0.48 0.52 0.93
Z-score 1.01 119 115 1.01 1.35 1.29 124 1.01 0.97 1.21 112 113

* |CE BofA Corporate, Government & Mortgage Index
Source: Bloomberg, ICE BofA Indices, Xponance

Unfortunately, no matter which party wins in November, the fiscal situation will likely continue to worsen given each
party’s policy priorities are expensive and unfunded. To put things in perspective, the U.S. government has consistently
run budget deficits since the last surplus in 2001. These deficits and the associated concerns are not new phenomena.
However, given the heightened interest in this topic, we decided to delve into an analysis of various aspects related to
Treasury issuance.

One significant concern is the potential crowding out effect. As interest payments on the national debt continue to rise,
there's a risk that other essential government expenditures could be squeezed out. Data from the U.S Treasury show the
discretionary portion of the federal budget is roughly one-third of the total ($1.7 trillion on a 2023 budget of $4.81 trillion). In
fiscal 2023, the interest expense itself was $658 billion (and contained within the non-discretionary portion of the budget).
Historically, crowding out has not been a major worry due to declining yields over the past four decades. But let's explore
this further.

A useful shortcut for assessing this issue is to compare the yield on the Treasury index (which reflects market interest
rates) with the coupon rate on Treasury bonds (representing the interest paid on existing debt). Notably, newly issued
Treasury coupon notes and bonds (distinct from short-term bills, which are issued at a discount) now carry coupon rates
higher than both the aggregate coupon level and legacy bond issues that are maturing. This discrepancy is expressed as a
ratio—the coupon-to-yield ratio. Currently, that ratio stands at 0.62, higher than the previous low of 0.46 but still well below
the long-term average, which has typically been above 1. A ratio above 1 suggests declining interest rates, while below 1
indicates the opposite.

Keep in mind that existing debt only resets to market rates when it's refinanced. Approximately 17% of the ICE BofA
Treasury index (equivalent to about $2.92 trillion) matures within the next two years, with another 10% maturing in each
of years 3 to 5. Additionally, the ICE BofA Treasury bill index—currently just under $4 trillion—may require longer-term
issuance in the coupon market, especially as bill rates decrease alongside the Federal Funds target rate.
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Given that deficits are running at around 5% of GDP, the need for both bill and coupon issuance will extend beyond
merely refinancing maturing debt. Even at present levels, interest payments on Treasury debt relative to GDP have
reached an all-time high, and our analysis suggests this trend will persist.

With the dollar as the global reserve currency and the Treasury market as the pinnacle of safety and liquidity, the United
States stands on solid ground. A Treasury market meltdown due solely to weakening fiscal fundamentals seems unlikely.
However, let's delve into a comparative analysis.

1. Comparing Debt-to-GDP Ratios and Credit Default Swap (CDS) Spreads:

® We examined the Top 20 economies globally based on their debt-to-GDP ratios alongside CDS spreads. What
insights could be gleaned from this exercise?

® Notably, the U.S. CDS spread reached an all-time high in 2023, driven by persistent downward pressure on the
country’s credit ratings. What does this portend for Treasury yields going forward?

® |nterestingly, even countries perceived to be in the debt/GDP danger zone—such as Italy—do not exhibit particularly
alarming CDS spreads.

2. The Pandemic’s Impact on Credit Metrics:
® The pandemic-induced economic turbulence has significantly affected country-level credit metrics worldwide.

® |t will be intriguing to observe how CDS spreads and fiscal conditions evolve for various countries, especially given
the prevailing downward trend in credit quality against the backdrop of potentially recessionary conditions.

Against the market themes discussed above, how do we position core fixed income portfolios? The landscape is peppered
with exogenous risks—the looming US election and the fog of macroeconomic uncertainty. We expect volatility could
spike as we move closer to Election Day. But here's a gentle reminder: Economic cycles and political dramas don't usually
move in sync.

Now, let's talk trades. Against this backdrop, we consider the following moves:

1. Curve Steepeners: Imagine a financial seesaw. We've been noting this during the extended Treasury curve inversion
phase. Portfolios should be positioned in the sweet spot—the belly of both the Treasury curve and corporate spread curves
to reap the benefits of yield without undue exposure to the longest duration bonds. It's finding that perfect balance point
where yield differentials sway in your favor.

2. Bond Choice: Within an issuer’s capital structure or a sector’s available securities, you have choices. Some bonds have
wide spreads but uncertain near-term prospects. Others—lower dollar, higher convexity—can reduce the impact of a basis
point move on the price of the bond. It's about striking a balance between current income and downside protection.

3. Quality Uplift: Current credit spreads do not distinguish between volatile issues, and market participants seem fine
with this level of complacency. Financial performance matters, even if market participants are not pricing it as if it does.
We seek out issuers with stable credit metrics without reaching for spread at this point in the business cycle. We look for
sectors with solid business prospects and financial stability, avoiding cyclical sectors and searching for durable business
models. If the economic tide is no longer rising, it will not lift all boats.

4. The case for MBS: Agency mortgage-backed securities (MBS) beckon from the shadows. Historically, they are
reasonably cheap—especially as compared to other spread sectors in the index. And here is the twist: With non-bank
lenders dominating the origination landscape and the entire coupon stack below par, prepayment behavior is uncertain
but the overall technical and fundamental backdrop for agency MBS remains strong.

To paraphrase mathematician John Allen Paulos (who inspired the title of this piece), the only certainty is uncertainty.
Despite our relative confidence that the end of “higher for longer” interest rates is approaching and that a presidential
election will occur in November, the way in which an economic cycle ends is always a surprise. To that end, all we can do is
prepare the portfolios and analyze the incoming data.
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Table | Top 20 Countries by Gross Domestic Product Table | Credit Default Swap Spread
3 4
General
Government 12-Month 12-Month

2022 GDP % Global GDP Debt/GDP* Current** High Low
Japan $4,256.4 4.20% 261.3% 22.4 33.0 16.8
Italy $2,049.7 2.02% 144.4% 63.1 821 63.1
United Statesaa $25,439.7 2513% 121.4% 36.9 585 34.4
Spain $1,417.8 1.40% 112.0% 359 417 359
France $2,779.1 2.75% M1.7% 299 417 251
Canada $2,161.5 2.14% 106.6% 279 373 215
United Kingdom $3,089.1 3.05% 101.4% 233 26.7 233
Brazil $1,920.1 1.90% 85.3% 150.7 2012 123.9
India $3,416.6 3.38% 83.1% 46.2 9l.4 415
China $17,963.2 17.75% 77.1% 59.0 921 543
Germany $4,082.5 4.03% 66.5% 10.3 243 8.8
Australia $1,693.0 1.67% 55.7% 13.4 275 13.4
South Korea $1,673.9 1.65% 54.3% 36.1 46.8 26.3
Netherlands $1,009.4 1.00% 48.5% 1.7 16.6 1.0
Mexico $1,465.9 1.45% 40.9% 103.3 140.3 81.7
Indonesia $1,319.1 1.30% 39.9% 70.6 103.2 67.6
Turkeya $907.1 0.90% 26.9% 2557 4543 2557
Taiwana $1,621.7 1.60% 26.1% N/A N/A N/A
Saudi Arabiaa $1,108.6 1.10% 22.6% 49.7 74.2 455
Russia $2,240.4 2.21% No data N/A N/A N/A

$81,614.8 80.63%
World GDP $101,22511

* General government debt includes central government debt and local debt A Only central government debt included
** Current as of 7/15/24 AA United States CDS in EUR

Source: Bloomberg, International Monetary Fund, Worddata.info, Xponance

This report is neither an offer to sell nor a solicitation to invest in any product offered by Xponance® and should not be considered as investment advice. This report was prepared for
clients and prospective clients of Xponance® and is intended to be used solely by such clients and prospects for educational and illustrative purposes. The information contained herein
is proprietary to Xponance® and may not be duplicated or used for any purpose other than the educational purpose for which it has been provided. Any unauthorized use, duplication or
disclosure of this report is strictly prohibited.

This report is based on information believed to be correct, but is subject to revision. Although the information provided herein has been obtained from sources which Xponance® believes
to be reliable, Xponance® does not guarantee its accuracy, and such information may be incomplete or condensed. Additional information is available from Xponance® upon request. All
performance and other projections are historical and do not guarantee future performance. No assurance can be given that any particular investment objective or strategy will be achieved
at a given time and actual investment results may vary over any given time.
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