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Our Thoughts on the Credit Markets

The Federal Reserve (“the Fed”) drove most of the market action in 2023. In late July, the Fed paused its
most aggressive interest rate hiking campaign in history, resulting in the highest target fed funds rate in over
20 years (5.25% - 5.50%). This left the market engulfed in uncertainty, questioning whether this was merely
a pause on the way to even higher rates or if the Federal Reserve had accomplished its mission of curbing
inflation. Markets fell until dovish Fed language at its October 31st — November 1st meeting, which strapped
a rocket booster to both stocks and bonds for the final two months of the year. The S&P 500 Index finished
the year up 26.3%, largely driven by the Magnificent 7 and their potential for breakthrough Al applications.
The Bloomberg U.S. Aggregate Index was up 5.5%, partially recovering from its drubbing in 2022 when it
declined -13.0%, its worst year ever.

2023: A Tale of Two Markets

Credit market performance in 2023 was a tale of two markets with the demarcation being the late October
Federal Open Market Committee (“FOMC”) meeting. Before the October meeting, the “dot plot” (a visual
representation of the individual FOMC members’ projections of the path of future fed funds rates) showed
ten of the nineteen FOMC members projecting rates above 5% at the end of 2024. By December, only three
of the nineteen participants maintained the same view.

Although Federal Reserve Chair Jerome Powell held open the possibility of other increases in future
meetings, the market quickly priced in a series of cuts in 2024. Down -2.8% through October, the Bloomberg
U.S. Aggregate Index was on pace to make history by recording its third consecutive negative year before
abruptly changing course to post its strongest November since 1981. Similarly, the S&P 500 generated
approximately half its 2023 performance in the last two months of the year.

The market yield on 10-Year Treasuries started and ended the year at nearly 4.0% but had wild fluctuations
with a trough of 3.3% to a peak of nearly 5.0% (See Chart 1), representing the most volatile bond market
since the Great Financial Crisis (See Chart 2).

In the initial months of the year, amid widespread recession predictions by most Wall Street strategists,
credit spreads peaked at 520 basis points. Throughout the course of the year, spreads remained elevated
until the Fed’s dovish messaging at the late October meeting. This led to a subsequent collapse to 330 basis
points, giving little excess yield to investors in the riskiest corners of the credit markets.
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2024: Are We Out of The Woods?

At the onset of 2023, prevailing investment sentiment was universally dour. However, the year concluded
with a notable shift towards optimism driven by the hope for significant rate relief from the Fed. Despite this
optimism, the spread between the 10-Year and 3-Month U.S. Treasury yields (a 2018 paper by the Federal
Reserve Bank of San Francisco found this indicator was the most useful recession forecasting tool) has
remained inverted for the longest time in history and reached its steepest inversion in May.

Helping explain why we have yet to see the recession predicted by the inverted yield curve is the concept
of the “long and variable lag,” introduced by economist and Nobel laureate Milton Friedman in his 1960
book A Program for Monetary Stability. His research references the considerable amount of time before
interest rate hikes have their full impact.

Data from Credit Suisse shows that a recession typically hits 22 months after the yield curve inversion.
According to J.P. Morgan, a recession usually takes place at least seven quarters after the initial Fed hike.
Lastly, a recession has started three to 18 months after the Fed finishes raising rates in six of the last seven
rate hike cycles. All three indicators point to the possibility of recession in 2024.

In addition to the market indicators discussed above, the consumer is starting to show signs of strain, with
the most susceptible individuals facing conditions resembling a deep recession. This is significant because
consumer spending accounts for more than two-thirds of U.S. GDP, making it by far the largest component
of the economy.

One startling statistic indicates delinquency levels in subprime auto loans have surpassed the peak
observed during the 2008 Great Financial Crisis. Car payments typically occupy a crucial position in
consumers' monthly payment priorities given the essential role of automobiles in commuting to work. Thus,
in times of financial distress, car payments tend to be among the last obligations defaulted upon.

It is not only the most vulnerable consumers showing strain. According to data from LendingClub,
approximately two-thirds of U.S. consumers were living paycheck-to-paycheck at the end of 2022, including
more than four in ten high-income consumers. Further, higher earning cohorts are increasingly vulnerable
to financial stress given their lack of savings and home ownership versus prior generations. Data on the
intergenerational distribution of wealth (measured by home ownership, consumer durable goods,
investments, defined benefit plans, defined contribution plans and private businesses) from the Federal
Reserve reveals that Millennials have less than half of the wealth that Boomers had accumulated when they
were the same age as Millennials are now.

Given the lack of buffer that accumulated wealth provides, more recent generations’ level of spending is
much more brittle than that of their parents and grandparents and could contribute to a rapid onset of a
consumer-led recession even if there are relatively mild job losses.
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Important Disclosures

Information contained in this presentation is based on the views and opinions as they exist as of the date
this presentation was made available. Information in this presentation does not constitute advice or a
recommendation or offer to sell or a solicitation to deal in any security or financial product. It is provided for
information purposes only and on the understanding that the recipient has sufficient knowledge and
experience to be able to understand and make its own evaluation of the proposals and services described
herein, any risks associated therewith and any related legal, tax, accounting or other material
considerations. To the extent that a reader has any questions regarding the applicability of any specific
issue discussed above to their specific portfolio or situation, they are encouraged to consult with the
professional adviser of their choosing, and recipients should not rely on this material in making any future
investment decision.

We do not represent that the information contained herein is accurate or complete, and it should not be
relied upon as such. Opinions expressed herein are subject to change without notice. Certain information
contained herein (including any forward-looking statements and economic and market information) has
been obtained from published sources and/or prepared by third parties and in certain cases has not been
updated through the date hereof. While such sources are believed to be reliable, we do not assume any
responsibility for the accuracy or completeness of such information. We do not undertake any obligation to
update the information contained herein as of any future date.

The statements in this presentation, including statements in the present tense, may contain projections or
forward-looking statements regarding future events, targets, intentions or expectations. Due to various risks
and uncertainties, actual events or results may differ materially from those reflected or contemplated in
such forward-looking statements. Past performance is no guarantee of future results. Investments are
subject to risk, including the possible loss of principal. There is no guarantee that projected returns or risk
assumptions will be realized or that an investment strategy will be successful. Different types of investments
involve varying degrees of risk, and there can be no assurance that the future performance of any specific
investment, investment strategy, or product made reference to directly or indirectly in this document, will
be profitable, equal any corresponding indicated performance level(s), or be suitable for your portfolio.



