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Crosscurrents: Yields and Spreads

You have by now likely heard someone say “credit spreads” are tight. This may seem
totally reasonable to you, depending on whether you have been bracing for impact from
one of the most historic rate hiking cycles in our lifetimes or not. We wouldn’t disagree
by comparative measures over the last two decades that spreads are tight. Currently,
Investment Grade (IG) Credit spreads are at 95 (OAS), which sits inside the 20t
percentile to the relative tights and wides over the past twenty years.
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U.S. Corporate Investment Grade Credit OAS
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Long IG Credit spreads are even tighter on a relative basis — inside of the 2" percentile over the
past twenty years.
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And how does Long IG Credit compare to Intermediate Duration IG Credit, or said another way,
what does the spread curve look like? To move from Intermediate Duration IG Credit to Long

Duration IG Credit, one currently gets paid, on average, an additional 19bps of spread. This is
historically small when compared to the past twenty years, particularly when one recognizes
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curves have really only been flatter (or inverted) in major spread selloff environments of which
we do not currently find ourselves.
Long minus Intermediate U.S Corporate Investment Grade Credit OAS
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What is driving these observed valuations? We think of two main things:

1. More resilient than expected consumer, economic, and corporate health.
2. Significant demand to lock in yields.

Since the tightening cycle has begun, the economy, the consumer, and corporations have proven
to be much more resilient. This has aided spreads in their tightening along with another very
powerful tailwind — demand. While we believe the Fed'’s balance sheet is a key element of this
durable footing, we will save that for another discussion.

Exhibit 39: Cumulative % flows in HG over the last 2 years
Following large outflows in 2022, HG flows turn positive in 2023
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Beginning a year ago, flows into Investment Grade started to flip from negative to positive and in
2024 have begun taking AUM share. Why? Besides the aforementioned consumer, economy,
and corporations, the answer is pretty straightforward: yield. The fixed income market is in a
yield environment akin to seeing an endangered species slinking across a sunsetting savanna.
People are grabbing their cameras and locking in duration at elevated yields.

Contrary to spreads, yields over the past twenty years are in the 79" percentile. And even more
uniquely this comes at a time when spreads aren’t the main contributor to all-in yield profiles.
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There are a few ways to look at this:
1. InIG Credit one is getting paid a lot of “relatively risk free” yield to own the asset class

2. One is not getting paid a lot of spread for owning the asset class, or
3. A combination of 1 and 2

As we have contemplated this, we cannot say anything other than both matter. We try to find the
right balance for holding onto each where our scale is measured in units of risk-adjusted return.
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U.S Corporate Investment Grade OAS as a Percent of Yield to Worst
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Drilling down from the asset class valuation discussion there are numerous cross currents and
nuances that create an interesting opportunity set. Within corporate credit, valuations have
compressed across rating buckets, leading to interesting opportunities to pick up quality
without giving up much spread or yield. For instance, the spread pickup to move from BBB-rated
credit to BB-rated credit stands at just 75bps, in the 7™ percentile over the last 30 years.

U.S Corporate BB Credit OAS minus BBB Credit OAS
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In this same vein, we are seeing historically wide yield pickups to move from fixed-rate
unsecured high yield bonds into secured, floating-rate leveraged loans, often within the same
structure. While the market expectation is for the floating-rate component of coupons to move
lower in rate cut scenarios, the significant starting yield advantage often shifts the scenario
analysis to more favorable outcomes, especially when considering the pickup in credit quality
from moving up in the capital structure. These are just a couple examples of interesting
crosscurrents, which are multiplied when drilling down even further to a sector and individual
security level basis.

Despite being built on a more resilient than expected foundation, we do not expect a material
portion of 2024 return profiles to come from tightening spreads (excess returns) as historically
low starting spread levels leave little room for error. That said, we believe yield (carry) and
downside protection will likely be two of the more important elements over the next 12 months
when selecting credits and constructing portfolios, and we are taking advantage of
opportunities within the market to increase quality and create incremental resiliency without
giving up too much potential return.

Let's keep talking!
Smith Capital Investors

Our mailing address is:
Smith Capital Investors
1430 Blake Street
Denver, CO 80202
303-597-5555
833-577-6484
info@smithcapitalinvestors.com
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www.smithcapitalinvestors.com
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The opinions and views expressed are as of the date published and are subject to change without notice. Information
presented herein is for discussion and illustrative purposes only and should not be used or construed as financial,
legal, or tax advice, and is not a recommendation or an offer or solicitation to buy, sell, or hold any security,
investment strategy, or market sector. No forecasts can be guaranteed. Any investment or management
recommendation in this document is not meant to be impartial investment advice or advice in a fiduciary capacity
and is not tailored to the investment needs of any specific individual or category of individuals. Opinions and
examples are meant as an illustration of broader themes, are not an indication of trading intent, and are subject to
change at any time due to changes in the market or economic conditions. There is no guarantee that the information
supplied is accurate, complete, or timely, nor are there any warranties concerning the results obtained from its use. It
is not intended to indicate or imply that any illustration/example mentioned is now or was ever held in any portfolio.

Past performance is no guarantee of future results. Investing in a bond market is subject to risks, including market,
interest rate, issuer, credit, inflation, default, and liquidity risk. The bond market is volatile. The value of most bonds and
bond strategies are impacted by changes in interest rates. The return of principal is not guaranteed, and prices may
decline if an issuer fails to make timely payments or its credit strength weakens. High yield or “junk” bonds involve a
greater risk of default and price volatility and can experience sudden and sharp price swings.

Please consider the charges, risks, expenses, and investment objectives carefully before investing. Please see a
prospectus, or, if available, a summary prospectus containing this and other information. Read it carefully before you
invest or send money. Investing involves risk, including the possible loss of principal and fluctuation of value.

All indices are unmanaged. You cannot invest directly in an index. Index or benchmark performance presented in this
document does not reflect the deduction of advisory fees, transaction charges, and other expenses, which would
reduce performance.

This material may not be reproduced in whole or in part in any form, or referred to in any other publication, without
express written permission from Smith Capital Investors.

Smith Capital Investors, LLC is a registered investment adviser.
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