U.S. Fixed Income

Q3 2024 Update
Yielding to Temptation: Pigs Get Fat,
Hogs Get Slaughtered

As we approach the end of 2024, market volatility persists, with the market
narrative frequently shifting in response to new economic data releases.
Throughout the past year, we have anticipated that the economy, and
consequently the fixed income markets, were at an inflection point. We now
believe that this moment has finally arrived. But what does this mean for
fixed income markets and portfolio decisions in the fourth quarter of 2024
and beyond?

We begin with a recap of what has proven to be one of the most

consequential quarters for interest rate movements since the Federal

Reserve began its tightening campaign in the first quarter of 2022. Given that
futures-implied pricing of subsequent monetary policy moves is generally only
accurate close to the actual move, we have extended our analysis by examining
the shape of the yield curve in the context of previous monetary policy regimes.

Considering the tightness of corporate credit spreads across various ratings
categories, we have also analyzed the shape of both corporate spread curves
and corporate yield curves. Additionally, we note that with credit spreads at
cyclical lows and dispersion very limited, certain market sectors are extremely
overvalued compared to their historical trading ranges. Finally, we will synthesize
these themes and observations into an outlook and strategy moving forward.

The third quarter of 2024 was certainly eventful for the US yield curve, as rates
dropped dramatically across the curve (see Table 1, below). This was due not
only to the 50 basis point reduction in the Federal Funds Target Rate (FDTR)

at the September Federal Open Market Committee (FOMC) meeting, but also
to the anticipation of a much easier monetary policy regime going forward.
Consequently, 3Q24 ranks among the largest quarterly downward moves for the
entire yield curve over the past twenty years.
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ICE Corporate ICE High Yield ICE Corp, Gov't & Mtge
OAS $ Price Y\}\‘j(';'stto oAS $ Price Y\}f/"oo:stto 0AS $ Price Y\}s(')dr;to

12/31/2021 98 $109.14 236 301 $103.49 424 32 $105.36 171
12/31/2022 138 $89.09 551 475 $86.02 8.94 51 $89.08 467
12/31/2023 104 $93.43 515 332 $92.98 7.65 4 $91.61 456
3/31/2024 94 $92.59 536 308 $93.29 7.69 39 $90.41 4.86
6/30/2024 96 $91.72 552 317 $93.03 7.90 39 $89.91 5.00
9/30/2024 92 $96.11 475 301 $96.72 6.96 35 $94.02 423
5-yearmeans 124 $100.91 3.84 413 $95.41 6.70 47 $99.23 3.07
maxisr'gﬁﬁr: 305 $115.93 6.39 873 $105.38 9.42 m $112.85 566
mmisr'g’ﬁrarz 86 $85.38 178 298 $83.81 3.80 26 $84.84 1.03
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ICE Corporate ICE High Yield ICE Corp, GoVv't & Mtge
Total Return Excess Return* Total return Excess return* Total return Excess Return*

12/31/2021 -0.95 1.53 529 6.73 -1.62 0.25
12/31/2022 -15.44 -1.37 -11.11 -291 -13.31 -0.97
12/31/2023 8.40 4.65 13.40 9.05 539 1.52
3/21/2024 -0.08 1.03 1.47 1.64 -0.72 0.20
6/30/2024 0.12 0.13 1.02 0.31 0.17 0.06
9/30/2024 572 0.58 527 1.52 521 0.33

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 425 3.85 3.88 388 419 4.03 -0.37
3/31/2024 462 421 421 420 4.45 434 -0.42
6/30/2024 475 438 437 4.40 4.66 456 -0.36
9/30/2024 364 356 3.65 378 418 412 014
Last twelve 522 496 501 499 534 51 023
month high
Lesiibnelvs 354 340 350 362 4.00 393 -053
month low
YTD Change -0.61 -0.29 -0.23 -0.10 -0.02 0.09 0.51
QTD Change -1 -0.82 -0.73 -0.62 -0.49 -0.44 0.50
Option Adjusted Spreads (OAS) for Select ICE Sector/Rating Indices
Inv. Grade High Yield . AA-BBB Capital AAA-A EM BBB EM
Corps =izl Corps SSSeelj s ATl e CMBS Securities Corps Corps
Current 92 N6 301 813 194 529 142 81 149
SEI? 125 156 416 951 232 377 209 2 224
meana
SVERR e 396 873 1,799 599 702 424 226 495
maximum
 SrVEED 86 107 298 545 152 155 100 74 142
minimum
SIS 33 40 15 138 38 152 67 3 75
Mean

A 5-year analysis uses month end data *vs equivalent duration Treasuries
Source: Bloomberg, ICE BofA Indices, Xponance

Aside from the Global Financial Crisis (GFC) period, only the onset of COVID-19 and the fourth quarter of 2023 are
comparable in scope and magnitude to what happened in the bond market this quarter. The GFC and COVID-19 onset
periods were marked by extremely hard landings for the US economy. In contrast, 4Q23 saw the market price in six or
seven 25 basis points cuts in the FDTR, which forced the yield curve down in a similar fashion to what we witnessed
this quarter.
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We are struck by the contradiction in the narrative (both then and now) around a soft landing, coupled with market
participants’ expectations of more than 150 basis points in further reductions to the FDTR. While the rate rally has
moderated somewhat since the end of the quarter, expectations for further FDTR reductions remain in place.

Bloomberg survey data and coupon-implied forward rates are both currently forecasting only a modest increase in the
slope of the United States Treasury yield curve during the expected period of monetary easing. Market expectations
currently envision the Federal Funds Target Rate (FDTR) bottoming in the second quarter of 2026, at which point the
2s/10s slope is expected to peak at around 55 basis points.

However, history tells a different story about the shape and timing of the yield curve slope. The most recent inversion
from the 2-year Treasury note to the 10-year Treasury note is well-documented as the longest in history, lasting 793 days
from July 5, 2022, to September 5, 2024. As a leading indicator of recession, the average time from inversion to recession
is twelve months over the past five decades. During this same period, the Global Financial Crisis (GFC) held the previous
record for the longest period between inversion and recession.

Chart Historical Yield Curve Inversions
1

August 17,1978 17 months, 15 days

September 12,1980 9 months, 20 days

December 13,1988 10 months, 19 days

February 2,2000 13 months, O days

December 27,2005 23 months, 5 days

Date of Inversion

August 27,2019 5 months, 6 days

April 1,2022
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Time to Recession (Months)

Source: Bloomberg, Federal Reserve, Stastista, Xponance

Historically, the curve begins to steepen ahead of what the National Bureau of Economic Research (NBER) eventually
marks as the start of a recession. Interestingly, the curve also inverted briefly in August 2019, several months before the
unforeseen three-month COVID-19 recession, and steepened thereafter, reaching a peak of 158 basis points one year later
in March 2021.

When we look at statistical measures to put the curve shape into context, the long-term mean is 85 basis points with a
standard deviation of 93 basis points. The curve is currently in the 23rd percentile of daily observations (the 25th percentile
is 17 basis points, while the 75th percentile is 151 basis points). Clearly, a steepening curve ahead of a recession reflects
expectations of looser monetary policy, with the lagged expectation of higher economic growth and/or higher inflation.

The current narrative around a “Goldilocks” scenario—continued above-trend growth with a coincident continued
moderation in inflation—implies a flatter curve, as we see today. However, apart from the short-lived 1994-1995 tightening
cycle, such a soft landing has never actually come to fruition. Every landing looks soft until the moment when a hard
landing becomes imminent.
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When examining risk premia in the credit markets, two primary concerns stand out. First, spreads remain tight despite
weakening credit fundamentals (e.g., balance sheet and cash flow leverage, interest coverage, free cash flow) since the
third quarter of 2021. With an option-adjusted spread (OAS) of 92 basis points at quarter-end, there is little room for further
tightening in investment-grade corporates. The all-time tight over the past twenty years is 79 basis points for high-grade,
a level reached in 2005 under very different sector compositions and significantly lower overall leverage.

Table Select Index Data 3Q 2004 to 3Q 2024

2
OAS Yield
ICE Corp, Mortgage ICE Corp, Mortgage
IG Corps HY Corps Gov't, Mty Backed |G Corps HY Corps Gov't, Mtg Backed

Current 92 310 35 35 Current 4.69 6.97 417 4.43
Mean 155 504 56 45 Mean 4.6 7.50 317 3.38
Median 135 432 48 4] Median 3.82 717 272 3.04
Max 622 2112 217 185 Max 8.93 2251 586 624
Min 79 240 26 (37) Min 178 375 1.03 0.85
StDev 86.1 260.1 282 30.3 StDev 137 2.60 133 1.42
Z-score -0.73 -0.75 -0.75 -0.33 Z-score 0.38 -0.21 0.75 0.73

(mean) (mean)
( rﬁ;jgg -0.50 -0.47 -0.46 -0.20 ( rﬁ;jg;‘? 0.63 -0.08 1.09 098

Source: Bloomberg, ICE BofA Indices, Xponance

More important than absolute spread levels is the fact that credit curves are extremely flat. Coupled with the shape

of the Treasury curve, this means investors are not adequately compensated for taking on risk in longer-dated credit
instruments. Not only do spread curves look unattractive, but all-in corporate yields are historically unattractive relative to
shorter-dated bonds. Yield per unit of duration is always unattractive for longer-dated bonds unless spreads are wide and
capital appreciation is expected. With very little increase in absolute yield to extend into 15+ year credit from the belly of
the maturity curve, investors are wise to avoid most long-end credit.

If the “Goldilocks” scenario does not materialize as markets currently expect, both the Treasury curve and corporate credit
curves will steepen significantly. This would provide investment opportunities but also create meaningful negative total
and excess returns. As a reminder, excess returns are simply the comparative return versus equivalent duration Treasuries,
i.e., the risk-free asset at a given point along the yield curve.

Chart | Corporate Yield Differentials
For this analysis, we define credit yield curves as the difference 2

between the yield on the 15+ year corporate index and the 1-3
year corporate index. When that difference is below 1 (i.e.,, one
picks up less than 100 basis points to move from the front-end 4 Positive expected
of the corporate maturity spectrum to the long-end), excess ereessretum
returns are, on average, meaningfully negative (negative 35
basis points over the past twenty years). Conversely, returns
are meaningfully positive when the yield differential is above 2
(35 basis points of positive excess return on average). Thisis a 1 Negative expected
variant of our typical yield breakeven analysis, where the yield ereessretum

(O]

N

. . . 0]
iadvantage gained by moving into IongeAr—dated corporaFes 15+ less 1-3 Corp Yield 200 bps
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Source: Bloomberg, ICE BofA Indices, Xponance
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Despite the meager valuations on offer, there are still pockets of value in the fixed income markets. From a top-down
perspective, valuations appear stretched for both investment-grade and high-yield corporates. However, by examining
individual sector valuations, one can find compelling yields in sectors expected to have better downside protection
than others.

We often discuss option-adjusted spread (OAS) dispersion among and between the sub-sectors of the corporate index,
but we also monitor sub-sector valuations compared to their historical spread ranges. For example, if two different sectors
have a current OAS of 100 basis points, but one has historically traded in a 200 basis-point range and the other in a 500
basis-point range, the latter is significantly overvalued by our sector beta methodology, indicating much greater potential
downside at current valuations.

By this measure, there is some valuation differentiation remaining in the index, which provides swap ideas that allow our
portfolios to remain reasonably defensive while still taking advantage of the higher all-in yields available in
the marketplace.

What does all this mean in terms of outlook and portfolio positioning? As noted above, spreads are not historically
attractive, currently sitting nearly three-quarters of a standard deviation inside the twenty-year mean for investment
grade, high yield, and broad market indices. However, yields appear much more attractive historically, with z-scores wide
of the historical mean for the broad investment-grade components of the core indices.

High yield is unattractive on both measures, but investment-grade corporates and agency mortgage-backed securities
(MBS) present selective opportunities. MBS is broadly attractive for several reasons, including current dollar prices

relative to the makeup of the underlying securities within the index. The MBS index is largely composed of 2% and 2.5%
coupons, but virtually the entire coupon stack remains at a discounted dollar price, allowing for differentiated exposure
compared to the index while taking a different approach to prepayment accretion versus current income. Additionally,
certain corporate sectors offer unique thematic investment opportunities as a value proposition using the sector beta
methodology discussed above. We can maintain above-index yield in the corporate portfolio while doing so in sectors that
have lower spread downside.

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.

Philadelphia, PA | Durham, NC info@xponance.com | xponance.com 5



