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Market Performance - Constructive Economic and
Inflation Data Drives Performance

The Investment Grade (IG) Corporate bond market had a less volatile second quarter with the option
adjusted spread (OAS) fluctuating in a range of 123-148 basis points (bps), closing 7 bps tighter vs. year-
end 2022. With this spread movement, the IG market generated an excess return versus a duration-
neutral Treasury of 1.3% for the second quarter. It returned 1.6% year-to-date (YTD?). When including
the underlying Treasuries, the |G market returned -0.3% in the second quarter and 3%? YTD, as Treasury
yields increased in the second quarter with better-than-expected economic data. This compares to the
S&P Index which returned 17% YTD and the High Yield market 5%2.

1 Source: Bloomberg Barclays Corporate Index
2 Bloomberg Barclays Corporate Index
3 Bloomberg Barclays High Yield Index



Investors became more comfortable adding risk in the second quarter, as it became more apparent that
US economic growth remained above 1% and inflation was in check, limiting the risk of outsized moves
by the Federal Reserve (Fed) and/or a near term recession. Financials outperformed after a volatile first
quarter, and Industrial BBBs outperformed higher quality. The short end of the curve outperformed
from a spread tightening perspective given the strong performance in Financials, a shorter duration
sector.

Market Outlook - Second Half Likely Less Volatile
With the Focus on 2024

The second quarter earnings season has started. We expect earnings growth to be negative once
again this quarter driven largely by commodity prices and continued normalization post pandemic.
However, while earnings growth and margins are expected to contract for the average |G company this
quarter, EBITDA growth should remain healthy in the mid-to-low single digit range. We expect modest
margin compression to continue as firms are losing their pricing power and wage inflation remains a
headwind, but interest coverage for the average |G company should remain ample even with higher
rates for longer. We expect the Fed to pause after this week, but with a strong labor market likely to
continue for longer than the Fed expected, we don’t expect rates to move lower in the near term. This
outlook is constructive for the economy and markets near term, increasing the likelihood that market
volatility remains low in the second half of 2023.

Looking into 2024, one can easily ask how revenue for companies in the S&P 500 Index can grow
5%* on average when nominal GDP is around 3%° and there is a risk of a recession in the first half
of the year. We believe this reflects improved performance from sectors that have been in their
own recession this year, as supply and/or demand normalizes post pandemic. One example is the
technology sector. Revenue growth for that sector is expected to be 4 percentage points less than
nominal GDP growth this year (2% vs. 6%) while exceeding nominal GDP growth by 6 percentage
points next year (9% vs. 3%)¢. Technology companies are recovering from the inventory disruption
related to a pull-forward in consumer demand and the semiconductor chip shortage. We expect this
sector to bottom later this year, as it works down bloated inventory and demand recovers.

An example of a sector that is normalizing yet has downside risk to estimates in 2024 is the auto
sector. After suffering from supply chain disruptions, we see new challenges on the horizon related

to the low-end consumer, increased supply of electric vehicles, and a likely UAW strike. Moreover, if
interest rates remain elevated next year, we are likely to see downward pressure on sales growth added
to that list. Currently, the sector is expected to perform in line with nominal GDP growth next year.

As you can see in Table 1, sectors projected to generate more than 3% revenue growth are generally
exposed to the consumer, which continues to have excess savings and benefit from a strong labor
market, and the industrial side of the economy, which like technology and media, is normalizing post-
pandemic as well as benefitting from government related spending.

4 Factset “Earnings Insights” 7/21/2023
5 Bloomberg consensus estimates
6 Factset “Earnings Insights” 7/21/2023



Table 1: 2024 Projected Revenue Growth’

Capital Goods / Industrial Commodities

AEROSPACE/DEFENSE 9% CHEMICALS 2%
BUILDING MATERIALS 4% INDEPENDENT 1%
CONSTRUCTION MACHINERY -1% INTEGRATED -1%
DIVERSIFIED MANUFACTURING 5% METALS AND MINING -2%
ENVIRONMENTAL 6% MIDSTREAM 3%
PACKAGING 2% OIL FIELD SERVICES -3%
RAILROADS 4% PAPER 0%
TRANSPORTATION SERVICES 4% REFINING 1%
Consumer T™MT

APPAREL 7% CABLE SATELLITE 3%
AUTOMOTIVE 3% MEDIA ENTERTAINMENT 5%
FOODAND BEVERAGE 4% TECHNOLOGY 9%
LEISURE 12% WIRELESS 2%
LODGING 4% WIRELINES 2%
MEDICAL DEVICES 6%

PHARMACEUTICALS 5%

RETAILERS 2%

SUPERMARKETS 5%

TOBACCO 1%

The Finance sector is one that is likely to remain under the spotlight in 2024. Bank earnings have not
surprised to the downside thus far in the quarter, limiting near term risk. We expect this cycle to

take a while, as bank liquidity remains challenged and we expect asset quality to slowly deteriorate as
economic growth remains slow and secular challenged sectors like commercial real estate (CRE) start
to impact banks’ ability to lend. Therefore, credit is likely to remain tight. While this could very well tip
the economy into a recession and certainly has in the past, we think it's more likely to negatively affect
leveraged borrowers that took advantage of very low rates for possibly too long. Using CRE as an
example, this means selectively investing in the Banking and Insurance sectors given their exposures to
this asset class.

7 AAM; CaplQ using ~350 IG non-financial, non-utility companies; Bloomberg
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