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Bloomberg US Aggregate Index -0.78% 0.23%
Bloomberg Credit Index -0.41% 0.83%
Bloomberg Corporate Index -0.40% 0.89%
Industrials -0.77% 0.72%
Financials 0.35% 1.15%
Utilities -0.77% 1.01%
Non-Corporate Credit -0.47% 0.45%
Bloomberg A Corporate Index -0.55% 0.73%
Bloomberg BBB Corporate Index -0.14% 1.08%
Bloomberg Intermediate Corporate Index 0.26% 0.70%
Bloomberg Long Corporate Index -1.69% 1.25%
ICE BofA US High Yield Constrained Index 1.51% 1.69%
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Coming into the first quarter 2024, fixed income markets expected easier monetary policy would quell fears

of pending maturity walls in commercial real estate and high yield corporates following the strong rally in the
fourth quarter 2023. Banking challenges were assumed to be largely in the rear view and a dovish pivot from
the Fed propelled investor optimism which compressed corporate spreads towards their historical tights. The
notion of “higher for longer” was just about retired with markets priced for six quarter-point cuts to the Federal
Funds rate beginning as early as March. However, a resilient U.S. economy and “one-off” spikes in inflation
measured by CPI continued to signal underlying economic strength. Fourth quarter GDP printed at 3.3% versus
an expectation of 2% coupled with an upside surprise in personal consumption as well—registering 3.3%
against an expected 3.0%. On the employment front, payrolls remain strong with sufficient levels of job growth
(353k gains in January and 275k gains in February). On March 29th, PCE, the Fed’s preferred measure for
inflation, was issued for the 12-month period ending in February showing an increase of 2.5%, slightly better than
the 12-month increase of 2.4% ending in January, but still directionally on trend. Despite interest rate volatility
trending lower, markets remained volatile around data releases. Investors’ assessments of the data dependency
of the Fed and the odds of achieving a soft landing influenced sizeable moves in interest rates markets on the
aforementioned trading days. Following the strength in data, interest rates crept higher in the first quarter and
the narrative of higher rates resurfaced once again. As of the March Federal Reserve Open Market Committee
(FOMC) meeting in which Chair Powell leaned dovish, market pricing adjusted inline with the Fed’s Statement
of Economic Projections (SEP) of three cuts to the Fed Funds rate (from six, according to federal funds futures)
with easing expected as soon as the June 2024 FOMC meeting.

The U.S. 10-Year yield climbed as high as 45 basis points since the start of the year and remains above 4.20%
while the 2-Year yield touched 4.73% in mid March, 48 basis points above the level from the start of the year.
The 2s10s curve steepened to -16 basis points from -39 basis points in January before retreating to -42 basis
points by the end of March.' The Bloomberg US Credit Index struggled in January and February losing 1.62%
with rates pushing higher, but with a rate rally to start March, the Credit Index gained 1.23% partially offsetting
the weak start.! Conversely, positive excess returns of 0.40% in January were only marginally pulled lower in
February (-0.06% excess return) closing the first quarter 0.83% over duration matched treasuries.' In the first
quarter of 2024, the Bloomberg Corporate Index option adjusted spread (OAS) peaked on January 3 at 105 basis
points, pressured wider by robust new issuance only to grind tighter through the quarter reaching as narrow
as 88 basis points. The Corporate OAS closed the quarter at 0.90%, well below it’s 10-year average of 1.24%.
5s10s non-financial corporate credit curves modestly steepened while 10s30s flattened.' The short-dated 3s5s
banking curve flattened by a lesser degree. Overall at the index level, spreads on 10-year non-financials were
marginally unchanged while financials tightened by 11 basis points.?

Following the most recent earnings cycle, broad corporate fundamentals remained resilient with some mixed
results for both operating performance and credit metrics. Credit metric deterioration was more evident in
higher quality AA and A credits rather than lower quality BBBs given the incentives to remain an investment
grade issuer. Across sectors, energy and related sectors weighed on fundamentals. For example, year-over-
year EBITDA was up just 40 basis points across the Bloomberg Corporate Index, but ex-energy that figure was
a positive 4.3%. The gross leverage ratios change quarter-over-quarter was roughly flat while the coverage
ratio deteriorated by three-tenths a percent. Outside of the Energy sectors, EBITDA declined the most in the
Pharmaceuticals sector led by Pfizer (-$27bn y/y). Conversely, NextEra Energy Inc., a Utility issuer, saw a 45%
EBITDA increase year-over-year. At the sector level, Pharmaceuticals saw the largest y-o-y change in leverage
which can be attributed to the Pfizer and Amgen debt issues this year while Diversified Media captured some of
the largest y-o-y decrease in leverage attributable to Warner Bros Discovery.

Over the quarter, the Corporate Index returned 89 basis points above duration matched treasuries. However,
the move higher in rates over the quarter dragged on Fixed Income returns over the period. In credit, lower
quality (BBB, 1.08% excess) outpaced single A (0.73% excess) delivering another 35 basis points in additional
excess return over the higher quality components of the index.! Within Home Construction, MDC Holdings was
the main contributor following news of being acquired by Sekisui House Ltd. American Airlines, JetBlue and
United Airlines helped boost the performance in the Airlines sector in spite of the negative moves from Boeing
within Aerospace & Defense as the conglomerate deals with quality control issues in production following a
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series of failures in their Max plane. Integrated Energy traded better as the price of oil climbed over the quarter.
Away from idiosyncratic stories, a large portion of the move in spreads was attributable to the aforementioned
strong technical backdrop with robust demand from investors chasing the historically attractive all-in yields

in Investment Grade Credit. Overall, we continue to believe spreads at these levels are not reflective of the
looming global risks that could disrupt credit markets. Whether it is the wars in Gaza or Ukraine, escalating
tensions amongst global powers, sanctions, or global recessionary fears in Germany, United Kingdom or Japan,
valuations are stretched with corporate spreads not far off historical tights.

High Grade Snapshot
QTD Total QTD Excess
OASTSY | QTDOASA | QTDYTW A Return Return’
Bloomberg US Credit Index 0.25% -0.41% 0.83%
Bloomberg US Corporate Index 920 -9 0.24% -0.40% 0.89%
Other Industrial 68 -19 0.15% -0.62% 2.54%
Home Construction 82 -21 0.18% 1.55% 2.04%
Top
Corporate Airlines 121 -46 -0.07% 1.71% 1.90%
Sectors
Office REITS 143 -38 -0.04% 0.76% 1.83%
Independent Energy 109 -17 0.16% 0.41% 1.79%
Environmental 65 3 0.36% -1.37% -0.05%
Restaurants 69 2 0.36% -1.61% -0.07%
Bottom
Corporate Construction Machinery M 3 0.39% -0.66% -0.08%
Sectors
Capital Goods 82 3 0.34% -1.34% -0.10%
Aerospace & Defense 101 13 0.46% -2.19% -0.66%
A 76 -8 0.25% -0.55% 0.73%
Quality
Baa 110 -1 0.22% -014% 1.08%
Intermediate 81 -9 0.25% 0.26% 0.70%
Maturity
Long 108 -8 0.23% -1.69% 1.25%

" MIM, Bloomberg
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Chart 1 | 1Q 2024 Credit Excess Return by Sector (%)
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Chart 2 | Banks Still Trade at an Attractive Discount to Non-Financials Although off the Highs
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Chart 3 | High Grade Gross Issuance by Maturity
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US Corporate supply got off to a hot start in the first quarter. January printed $194 billion in High Grade
issuance, followed by a robust February with $196bn and $141bn in March bringing the total to $530.4bn through
the first quarter. This figure is a 32% increase relative to the prior 5-year average first quarter issuance. In our
view, new-issue concessions were rich and the compensation to extend out the curve was largely squeezed

on several of the deals given the interest in the asset class. Across non-financials, Healthcare/Pharma ($73bn)
and Utilities ($53bn) were the largest issuing sectors. Within Financials, the largest issuing sector was Yankee
Banks ($91bn). M&A related issuance was also a large part of the January and February issuance, slowing down
slightly in March. Notable M&A related issues were AbbVie Inc’s $15bn deal, Bristol-Myers Squibb Co bringing
$13bn, UnitedHealth’s $6bn offering in March and BAE Systems offering of $4.8bn. Thematically, 2024 largely
carried on a technical imbalance we witnessed in the previous year with supply generally biased towards shorter
maturities. However, long-end new issues was larger in February and March, accounting for 14% of first quarter
2024 supply. With respect to performance, spreads leaked wider on high volume days but persistent demand
capped any further spread widening. While there was an uptick in issuance out the curve (Maturity > 10+ years),
strong demand for fixed income across the curve was reinforced by positive retail fund flows in addition to a
strong institutional demand base coming from the Asian markets. We would be remiss to not point out that of
the current composition in the Corporate index, longer maturity bonds now comprise closer to 34% relative to

a pre-covid 30% composition. The change in composition is due to extension of debt in the era of low interest
rates, specifically post-covid 2020-2021, and with large ETF flows as of late, the dynamic adds to the demand
side of the equation in longer-dated corporates.

Chart 4 | The 10s/30s Credit Curve Is Still Flat, While 3s/10s & 5s/10s Modestly Steepened
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Source: Bank of America Research

Reprinted by permission. Copyright © 2023 Bank of America Corporation (“BAC”). The use of the above in no way implies that BAC or any
of its affiliates endorses the views or interpretation or the use of such information or acts as any endorsement of the use of such information.
The information is provided "as is" and none of BAC or any of its affiliates warrants the accuracy or completeness of the information.

Chart 5 | Persistent Demand for Investment Grade Funds Has Kept a Cap on Spread Widening
—YTD 2024 Flows Are Already ~53% of Full Year 2023 Fund Flows
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Chart 6 | US IG New Issue Concessions Were Lower as Demand Was Robust
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Chart 7 | The Low BBB Cohort Has a Tremendous Opportunity for Balance Sheet Improvement
Which Could Lead to Attractive Spread Compression in Select Issuers
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Chart 8 | The Differential Between Intermediate and Long Corporate Yields
Remains at Historic Lowst
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Chart 9a | Historically, 12 Months Forward Excess Returns Have Never Been Positive From
Spread Levels as Tight as Today on the Long Credit Index
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Chart 9b | However, the Intermediate Index Has Posted Slim Positive Excess Returns 12 Months
Forward - Although Excess Returns Are Skewed to the Downside From
This Starting Level of Spreads
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Outlook:

After spending much of 2023 lamenting a spread environment that was too tight compared to the risks

on the horizon, the start of 2024 brought more of the same. The overwhelming technical support from
yield sensitive buyers was matched with an uptick of issuance to start the year which mitigated the
vacuum-like tightening of 4Q23. Nevertheless, spreads moved tighter and credit curves remain historically
flat. The investment grade market continues, in or view, to offer attractive yields, but spreads at or near
multidecade tights fail to account for even the best economic outcomes moving forward.
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We have underestimated the magnitude of liquidity in the post-pandemic economy, but continue to
believe high real yields will weigh on economic activity over time. Record borrowing at near zero yields
and mountains of stimulus have dampened the effect of restrictive monetary policy. This could spell higher
yields for longer than the market previously anticipated, and issuance is up year-over-year as companies
come to the realization that long term financing may be as good as it gets for some time. We continue to
believe this market is priced to perfection, allowing for no hiccups along the much ballyhooed path to a
soft landing. History has proven time and time again that such outcomes are difficult to achieve. We see
numerous potential pot holes, but sticky inflation, elevated maturity walls, and geopolitical risks are just a
few that have our attention.

We are usually reluctant to make direct comparisons to prior cycles, especially given the size and diversity of
the universe today, but current spread action echoes the high yield and tight spread years of 2004 to 2006 that
amounted to very muted excess returns. Adjusted for duration and quality, current spreads are even tighter than
the 2004-2006 average. While the irrational spread environment we find ourselves in has certainly lasted longer
than we expected, we acknowledge the market could very well be in an early innings stretch of low spread
volatility. Even so, we will continue to carry a Treasury allocation in anticipation of wider spreads because the
tail risks are not reflected in current spread levels. We believe this past quarter exhibits the magnitude that a
yield advantage coupled with solid security selection can offset conservative positioning and allow for alpha
generation until a more robust opportunity set presents itself. Our move from credit into Treasuries was too early
and continues to be wrong — but we will continue to lean on our active management to squeeze what little value
exists in today’s market while simultaneously repositioning the portfolio for a turn in the credit cycle.

The marginal buyer of investment grade credit is treating the asset class like a commodity. As investors who
pride ourselves on security selection, finding value in a market that is both historically tight and compressed
is like drawing blood from a stone. Much of our portfolio repositioning is thematically focused on defensive
trades at levels we believe only exist due to the compressed spread environment. Whether it be from cyclical
to noncyclical credits, repositioning into more attractive parts of the curve, or moving from high to low dollar
bonds at minimal spread gives, technical demand for yield has pushed spread relationships to levels that
would not persist in a normal credit differentiating market and we believe over time will bear fruit. Right now,
fundamentals simply do not matter so long as they warrant an investment grade rating.

For those portfolios that allow for “plus” sector exposure, high yield offers little value relative to higher rated
peers and by no means reflects the risk of rising defaults moving forward, which is driving us to continue to
whittle down our exposure. Emerging market debt offers a unique relative value opportunity in an otherwise dull
spread environment, although we are wary of how the asset class might perform in a risk off market and so our
ideas there have been more tactical in nature.

Our playbook is largely consistent with previous quarters. Our yield advantage in portfolios continues to
buttressed by high quality front end corporates. We have opportunistically added longer end exposure during
temporary periods of curve steepening, but generically continue to favor the intermediate part of the curve
where the breakevens are far more attractive. We continue to upgrade the liquidity of our holdings, taking
advantage of a collapse in liquidity premiums which will better position the portfolios for a correction in spreads.
These higher quality biases are augmented by select overweights in low BBB credits where the fundamentals
are supportive of outsized spread compression. Absent a Q4 2023-esque rally, we believe the portfolios are well
positioned to continue to generate alpha without taking outsized risks.

Endnotes

' Bloomberg
2 Bank of America Merrill Lynch
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