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Notable Themes in Corporate Credit




“That men do not learn very
much from the lessons of
history is the most

important of all the lessons
of history.”

Aldous Huxley, English writer and philosopher, & author of Brave
New World (1894 - 1963)
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US Credit Markets > $50 Trillion

Corporate debt accounts for over $10 trillion of the $51 trillion in US fixed income markets

Total amount of US fixed income securities outstanding, USD tn

Total: $51 tn

Money markets: $1.0 tn

50
’ Asset-backed: $1.5 tn
Agency: $1.7 tn
Corporate
ol debt: $10.6 tn
$30 Mortgage-related:
$11.2tn
$20
Treasury: $21.0tn
$10 ry
Municipal: $3.9 tn
$o0
1980 2020

Source: (1) SIFMA. Data as of year end 2020. Bloomberg. The Federal Reserve. US Agencies. US Treasury,
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Notable Themes for Corporate Credit Spreads

USD corporate |G and HY spreads ended Q2 2021 at their tightest
levels since before the global financial crisis, even as the Fed has
shifted policy and interest rates have risen in 2021. IG and HY
spreads are at their tightest levels since 2005 and 2007, respectively.

Fundamentals have improved rapidly as a reopening economy,
strong corporate earnings, record fiscal stimulus, extraordinary Fed
accommodation and historically low interest rates have suppressed
the default cycle near term.

Technical demand for USD corporate credit and Treasuries has
remained exceptionally strong given the dearth of strong yield-
producing balance sheets in global markets.

With regulatory changes related to risk weight factors for life
insurance companies expected by year end, insurance companies
could significantly increase their demand for higher risk and longer
duration corporate bonds.
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Notable Themes for Corporate Credit Spreads

Recent spread tightening has thus far been largely unphased
by inflation fears, rising rates (since January) and the recent
Fed policy pivot.

While Fed accommodation (M2 money supply) peaked in February,
US financial conditions remain close to their easiest levels on record.
Sub investment grade bond yields have fallen below inflation for the
first time on record, offering another sign of easy financial
conditions.

Credit spreads and risk assets have historically performed well
during high growth Fed tightening cycles, so long as the policy pivot
is orderly and well communicated.

Historically, HY spreads have generally outperformed IG in
tightening cycles, though both can perform well. A reopening
economy, lower default rates and valuations that are perhaps not
quite as high as IG all favor HY outperformance into the 2H of 2021.
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Notable Themes for Corporate Credit Spreads

High valuations, a hawkish Fed and potential rate volatility all
represent key risks for spread performance into late 2021 and
early 2022, with spread widening risk marginally higher for IG
than HY at the current moment.

The historic tightening of credit spreads through the recovery has
also been broad-based with 12 of 19 industry sectors now at
record tights.

Across the ratings spectrum, credit market outperformance in this
historic tightening has come from the longer end of the curve and
lower rated indices as investors seek to maximize yield (BBB
within |G, CCC within HY).

While spread compression across the ratings spectrum has been
stronger than historical averages, BBB-BB differentials remain
closer to historical medians given the prominence of certain
pandemic related sectors in the BB segment (leisure,
transportation, real estate).
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Who Owns Corporate Credit?

Foreign investors, life insurance companies and mutual funds have sharply increased their holdings of
corporate bonds since 2007. Looking ahead, regulatory changes related to risk weight factors for life
insurance companies expected by year-end could dramatically increase the demand for higher risk and
longer duration US corporate bonds. Currently, life insurance companies own $3.2 trillion of IG bonds, or
one third of the index, and $240 bn of HY bonds, a new record (up from $195 bn in 2020).

Public Retirement Funds Other

$458 bn /3% $843 bn /5%

US Banks

$625 bn /4% Rest of the World
ETFs $4.2 tn

$731bn/5% Holders of 27%

Private Pension Funds Corporate

$991bn/ 6% —— B

$15.6 Tn

Mutual Funds

$2.6tn /17%

Source: (1) Credit Sights (Lyons). Federal Reserve Z tables. Insurance companies includes life, property & casualty insurance. Households & misc.
includes hedge funds and non-profits. Other includes closed-end funds, money market funds and other holders. Public retirement funds includes
federal, state and local retirement funds.
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Credit Spreads & Yields at Historic Tights




"When growth is slower than
expected, stocks go

down. When inflation is higher
than expected, bonds go

down. When inflation is lower
than expected, bonds go up.”

Ray Dalio, Co-Chief Investment Officer, Bridgewater Associates
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Corporate Credit Spreads at Post GFC Tights

US dollar IG and HY spreads tightened to 86 and 303 bps at the end of the second quarter, their
lowest levels since 2005 and 2007, respectively. While the recent Fed policy pivot could have
introduced volatility to the detriment of HY spreads, investors have instead expressed confidence in
the ability of the Fed to derail a rise in inflation that could curtail the recovery.

USD IG & HY OAS, bps

Post GFC tights:
2200

(June 29, 2021)
HY: 303 bps
IG: 86 bps

USD credit spreads have tightened in 13 of the
15 months since the wides of COVID related weakness in March 2020

Source: (1) FRED. Indlices are ICE BofA effective yields. Data as of June 30, 2021. HY OAS low on June 29, 2021 of 303 bps and IG OAS low of 86 bps from June 25-30, 2021.
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Corporate Bond Yields Near Historic Lows

10%

|G OAS: 86 bps

Implied
treasury: 1.20%
0%
May-2001 Jun-2021

Source: (1) CreditSights. FRED. Data as of June 30, 2021.
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Key Drivers of Historic Spread Tightening

Key drivers of this historic credit spread tightening

Robust US economic, US financial conditions near easiest levels on
corporate earnings and record (despite peak in Fed accommodation
credit quality recovery (M2 money supply) in February)

Investor confidence in Extraordinary technical demand for
Fed's ability to curtail yield-producing assets amidst historic
inflation global policy accommodation

Strong historic performance Sharp rise in oil prices
of HY credit spreads in high supporting energy related
growth Fed tightening cycles sectors
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Credit Spreads Trading in a Narrow Range

Year to date, USD investment grade spreads have traded in range of only 17 bps, their tightest trading
range since 2007. High yield spreads have also traded in a narrow range of just 90 bps.

USD IG annual spread range USD HY annual spread range
450 1500
300 |‘ 1000 I| “
150 II I | I|IIIII II 500 I| | I|IIII| II
I ull= a 0 III 0
[ 17 bps 90 bps
0 0
1997 2003 2009 2015 2021 1997 2003 2009 2015 2021

Source: (1-2) CreditSights. FRED. Data as of June 30, 2021. *IG - 2008 peak of 622 bps, 2009 peak of 573. HY - 2008 peak of 2,182 bps, 2009 peak of 1,886 bps.
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Sector and Rating Analysis




“Both from the standpoint
of stocks and bonds, an

investor wants to go where
the growth is.”

Bill Gross, nicknamed the “Bond King,” & Co-Founder of PIMCO
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Higher Qil Prices Driving HY Markets Tighter

USD HY corporate OAS

1100

é—E é L iju! E"r

300 270 bps
200

Jan-2012 Jun-2021

USD HY Energy OAS
2500

ol

S
-$40 0] Ps
Jan-2019 Jun-2021 Jan-2012 Jun-2021

Source: (1) Bloomberg. Data as of June 30, 2021. (2-3) FRED. Index is ICE BAML. Data as of June 30, 2021.
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Broad-Based Sector Tightening

The tightening of USD corporate credit markets during the COVID recovery has been broad-based
across sectors. 12 of the 19 sectors tracked by ICE BofA are currently trading at post financial crisis
lows, with several additional sectors (consumer goods, tech, transportation and utilities) trading within
several basis points of post crisis tights.

YTD performance by IG sector, bps

Leisure @ (-37)
Energy ® (-31)
Telecom
Basic ind.
Real estate
Insurance
Cap. Goods
Auto
Services
Industrials
|G index
Fin. Services
Utility
Media
Healthcare
Trans.
Retail
Cons. Goods
Banks
Tech

Source: (1)IFR. YTD change as of June 29, 2021.
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Lower Rated Credits Outperforming

Across the ratings spectrum, credit market outperformance has come from the longer end of the
curve and lower rated indices as investors seek to maximize yield (BBB within IG, CCC within HY)

High grade rating brackets, OAS bps High yield rating brackets, OAS bps
600 2500
500
2000
400
1500
300
1000
200
\'\ CCC: 585 bps
100 BBB: 107 bps 500
A: 66 bps B: 344 bps
AA: 52 bps BB: 216 bps
AAA: 44 bps
0 0
2016 2021 2016 2021

Source: (1-2) FRED. Data as of June 30, 2021.
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Relative Value Assessment by Rating

According to CreditSights, BB spreads are currently particularly attractive for investors across multiple
dimensions, including their lower duration and trading levels vis-a-vis historical trading averages

OAS by ratings Ratio of BB to BBB spreads
900 2.6x

2.2x
600

1o || b Ll |
W

300
BB 1.4x
BBB
0 A 1.0x
Apr-2011 Jun-2021 Jan-2007 Jun-2021

Source: (1-2) CreditSights. FRED. Data as of June 30, 2021.
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Spread Compression Across the Ratings Spectrum

While spread compression across the ratings spectrum has been stronger than historical averages,
BBB-BB differentials remain closer to historical medians than other rating differentials given the
prominence of certain pandemic related sectors in the BB segment (leisure, transportation, real estate)

|G to HY spread differential BBB to BB spread differential
2000 Average: 750 Average:
397 bps 163 bps

109
b
0 ps
1997 2021 1997 2021
BB to B spread differential B to CCC spread differential
800 2500
Average: Average:
184 bps 591 bps

0
1997 2021

Source: (1-4) CreditSights. FRED. Data as of June 30, 2021.
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Historically Low Yields Across the Ratings Spectrum

IG yield BBB yield
10% 10%

HY yield BB yield CCClyield
25% 17% 45%

Source: (1-8) FRED. Data as of June 30, 2021.
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Fed Policy & Financial Conditions




"With the Fed having switched its approach
on monetary policy to being dependent on
outcomes in economic data rather than the
traditional forecast-based approach, it is
likely to be very late in adjusting strategy
should its transitory inflation call not

materialize. A late slamming of the brakes,
rather than an earlier easing off the
accelerator, would significantly increase the
risk of an unnecessary economic recession.”

Mohamed El-Erian, President of Queens College, Cambridge and
advisor to Allianz and Gramercy (in the FT on June 30, 2021)
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Financial Conditions Still Accommodative

While we have past peak Fed policy accommodation, as evidenced by the peak in M2 money
supply in February, US financial conditions remain close to their easiest levels on record

M2 money supply, y/y Financial conditions index
Peak:

30% Feb 2021 109
27.1%

20%
Tightening

10%
100 - = — -

Loosening

0% 96
2019 2021 1982 2021

Source: (1-2) Bloomberg. Data as of June 30, 2021. Financial conditions index is Goldman Sachs FCI.
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HY Bonds Signaling Easy Financial Conditions

US HY yield - US CPl y/y

20% High yield bond
yields below
inflation for first time
on record

-1%
2001 2003 2005 2007 2009 AN 2013 2015 2017 2019

Source: (1) Bloomberg. Data as of June 30, 2021. US high yield effective yield is yield to maturity.
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Credit's Performance in Fed Tightening Cycles

Historically, HY spreads have generally outperformed IG in tightening cycles, though both can perform
well. A reopening economy, lower default rates and valuations that are perhaps not quite as high as IG
all favor HY outperformance into the 2H of 2021.

Change in IG OAS 12 months after Fed tightening Change in HY OAS 12 months after Fed tightening

1994 (-13 bps) .
. 2004 I l

1994 (-0.5 bps)

2004 (-13) bps

2015 2015

Source: (1-2) FRED. Data as of June 30, 2021. Bloomberg.
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Sustainability of Tighter Credit Spreads

A closer look at average HY spreads on a quarterly basis helps to smooth out the month-to-month

volatility in markets, and lends credence to the notion that spreads can remain sustainably tight during
policy transitions

USD HY OAS quarterly averages, bps

N~
N
—

Q2 Q2 Q2 Q2 Q2 Q2 Q2 Q2 Q2 Q2 Q2 Q2 Q2
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

Source: (1) FRED. Indices are ICE BofA effective yields. Data as of June 30, 2021. CredtSights.
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The Monetary & Fiscal Policy Conundrum

« COVID relief
* Running economy “hot”

: * Redefining infrastructure ! ! :
Recession (tech, care, green) Asset Price Distortions

Tightening financial conditions Risk assets (oil, equity, HY)
Asset price volatility Alternative assets (crypto,

Credit default cycle turns / * \ SPACs)
[ ] () ’

Transmission to real economy Supply chain disruptions
(confidence, spending, jobs) TINA / FOMO

Central Bank Response Above Trend GDP Growth

Verbal tightening signals

Tapering asset purchases Re-engaged consumer
Raising interest rates Accelerating business

Incre.asmg reserve Rising Inflation Investment
requirements

Labor market shortages
x * Durable goods
« Commodities / transportation
* Housing & wages

Corporate Credit's Historic Tightening / JUL 2021 /

Strongest growth in 40 years




Tightening Cycles Pose Risks for Markets

Monetary policy tightening and credit cycle turns have accounted for nearly half of G7 recessions
since 1960. While recession risk remains low near term, policy risk nonetheless remains high, with

potentially adverse economic and market consequences at a time when risk asset-valuations are
already at late cycle levels.

Factors contributing to 46 recessions in G7 economies since 1960

Burst credit bubble 19
Qil price shock 13
Burst housing bubble 13
Banking crisis 11
Tight fiscal policy 10
External demand shock 9

Exchange rate shock 8

Source: (1) WSJ. Capital Economics. Factors contributing to 46 recessions in G7 economies since 1960. Bars will not sum to 46 due to multiple factors for specific recessions.
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Improving Fundamentals & Technicals




"Capital does not leave t
market, rather, it just finc

another place to go.”

Mike Wilson, Chief US Equity Strategist, Morgan Stanley
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Improving Fundamentals: Default Rates Declining

The reopening of the US economy, combined with extraordinary fiscal and monetary stimulus, drove
the global and US 12 month trailing default rate down to 4.9% and 5.5% in May. Looking ahead,
Moody's expects default rates to fall below 2% by year end if the economic recovery continues and

funding conditions remain benign.

US speculative grade trailing 12 month default rate

16%

1992 2000 GFC COVID-19
recession dotcom crisis
bubble h

12%

122 months
below 6%

default rate
8%

May 2021:

5.5%
4%

\ Dec2021
' forecast:
1.7%

0%
1990 2000 2011 2021

Source: (1) CreditSights. Moodly’s default data through May 30, 2021.
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Marginal Impact of Record New Issue Supply

HY bond issuance had its strongest first half ever in 2021, while |G bond issuance was the second
busiest on record. Record first half issuance levels, however, have not been a meaningful technical
headwind for credit spreads, which continued to grind tighter throughout the quarter.

USD IG market new issuance, USD tn

$2

$1

$0

1H 2021:
2nd Highest1G New
Issuance on Record

2011 2021

Source: (1-2) MUFG DCM. New issuance data through June 30, 2021.
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USD HY market new issuance, USD bn

$600

$300

$0
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2021
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Extraordinary Global Demand for Fixed Income

In examining the largest 500 global asset managers and the Financial Stability Board's universe of

y
developed market economies, there are over $200 trillion of global funds identifiable and
theoretically available for investment in global fixed income markets

Global Money Manager Assets Global Pension Fund Assets
(USD, tn)

Global Insurance Assets
(USD, tn) (USD, tn)
$110 $104tn $45 $40tn  $40 $36tn
$0 $0 $0
2010 2019 2010 2019 2010 2019

Global Central Bank Assets Global Sovereign Wealth Fund Assets  Global Money Market Fund Assets
(USD, tn) (USD, tn) (USD, tn)
$35 $30tn $10 $8 tn $9 $7
$0 $0 $0

2010 2019 2010 2019

2010 2019
Source: (1) Willis Towers Watson. Thinking Ahead Institute. AUM for the world's 500 largest asset managers. Data as of October 2020. (2-4, 6) Financial Stability Board. Global
Monitoring Report. G21 +Euro Area. National sector balance sheets, FSB calculations. (5) Statista. IE Center for governance and Change. Sovereign Wealth Funds 2019. Sovereign
Wealth Funds 2020. 2019 Data as of September 2079.
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Limited Supply of Strong Yield-Producing Balance Sheets

Global government and corporate negative yielding debt outstanding is now $13 trillion, down from
its December 2020 high of over $18 trillion. Against this backdrop, investors in 2021 continue to
move out along duration and credit spectrums in a search for yield.

Global rate curves [l Negative yields Positive yields
Benchmark
policy rate Tyr 10 yr 15 yr 20yr 30yr

------------
o | W O O O O 2
o | O O O O 23
s | O N O O (23
o N O O 2
e N O O O O I I
— -
o | N N O I O I -~
v EEEEEE N -
. e
oco«_ N N

°II'I'IIIH

Sweden

= e N I
== UK 0.10% 0.72%
TERN - | | |
BE= s 0.25% 1.45%

Source: (1) Bloomberg. Data as of June 30, 2021. US benchmark is upper bound. ECB is deposit facility rate. Switzerland is sight deposit rate. Denmark is certificates of deposit rate.
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MUFG’s Capital Markets Strategy Team

The MUFG Capital Markets Strategy team provides monthly publications and weekly policy notes, presenting
to Boards and C-Suite executives, on a broad range of transformative themes driving the FX, rates and credit
markets including: the COVID-19 recovery, ESG's acceleration, tax code policy changes, US-China
decoupling, corporate strategy, geopolitical risk and central bank monetary policy.
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