SEVENS REPCRT

Sevens Report Alpha Webinar #121 - Status of the Bond
Market

July 21%t, 2022

Tom Essaye, President Sevens Report Research



SEVENS REPCRT

A Historically Bad Year for the Bond Market

* Many major fixed income markets have just finished the worst 15t half
performance on record, as multiple parts of the fixed income markets
saw double digit declines throughout the first six months of 2022.

e But, those historic declines have now pushed yields on fixed income
products to levels we have not seen in years.

* As such, | wanted to provide a comprehensive overview of the fixed
income market and cover performance, current yields, risks and
opportunities so that investors can potentially seize opportunities in
the fixed income space.
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Long Dated Treasuries

e TLT (iShares 20+ Year Treasury
. Bond ETF)
e Performance: -22.6% YTD.
* Current 30-Day SECYield: 3.07%.
e Effective Duration: 18 years.
 Monthly Var: 5.82%.
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Long Dated Treasuries

Risks

e Inflation.

e Key metric to watch: 5-year
TIPS/Treasuries break evens.

* |f longer-run inflation expectations
move above 3% and towards 4%,
that will hurt longer-dated bonds.

* U.S. government budget concerns.

e Erosion of the U.S. Dollar as the
global reserve currency.

Opportunities

The yield on TLT is at a multi-year
high and fixed income investors can
seize a 3.00% risk free yield for the
first time in years.

If the global or U.S. economies
enter a recession or economic
slowdown, we will see domestic
and international capital move into
Treasuries the same way they
always have and longer dated
Treasuries could easily recoup
much of the YTD losses.
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Long Dated Treasuries
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Emerging Market Bonds

 EMB (iShares JP Morgan USD
Emerging Markets Bond ETF).

 Performance: -21.23%.

* Current 30-Day SEC Yield: 6.15%.
* Effective Duration: 7 years.
 Monthly Var: 4.57%.
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Emerging Market Bonds

Risks Opportunities

* Global recession. » Sovereign defaults for countries in
» Widespread defaults most EM bond funds are far more
. ' rare than is commonly thought — so
* Continued U.S. dollar strength. while Sri Lanka and Russia are in
e Chinese economic slowdown. technical defaUIt, most EM bond
holdings are relatively healthy.

* Potential for a dollar peak.

* |f global recession fears are
overdone, substantial opportunity
for capital appreciation.

* Geo-political unrest.



SEVENS REPCRT

Emerging Market Bonds
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High Yield (Junk) Bonds

* INK (SPDR Bloomberg High Yield
Bond ETF).
e Performance: -11.9%
* Current 30-Day SEC Yield: 8.18%.

» Effective Duration: 4 years
* Monthly Var: 3.04%
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High Yield (Junk) Bonds

Risks Opportunities

e Earnings drop * Corporations remain very strong
from a liquidity and capital

. . o standpoint, much stronger than
* Continuation of general “Risk in previous bear markets.

Off” investor behavior.

 Recession fears

* If the earnings decline and any
economic downturn is shallow
(as many predict) then junk debt
will bounce back hard.
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High Yield (Junk) Bonds
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Investment Grade Bonds

* LQD (iShares iBoxx Investment
Grade Corporate Bond ETF).

* Performance: -14.84%

* Current 30-Day SECYield: 4.30%.
e Effective Duration: 9 years

* Monthly Var: 3.82%
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Investment Grade Bonds

Risks Opportunities

* Re-ratings. * Corporate cash on hand is near

* |f we see a material decline in record levels.

earnings (well below the current ¢ Corporate balance sheets are
$210-5230 range) then that will very strong.

likely be followed by are-rating . There isn’t the leverage or over-
of many investment grade bonds extension that we saw during

to junk. the last two bear markets.
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Investment Grade Bonds
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Senior Loans

* SRLN (SPDR Blackstone Senior
SPDR Blackstone Senior Loan ETF Price Loan ETF)

 Performance: -4.90%
e Current 30-Day SEC Yield: 4.93%.
e Effective Duration: Two months

 Monthly Var: 2.37%
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Senior Loans

Risks

* Falling short-term rates

* Senior loans are revolving and re-set
every few months. If thereis a
sustained decline in short-term rates
(i.e. Fed blinks) then yields on senior
loans will fall.

e Significant corporate stress (less
risk than junk debt but more than
investment grade).

Opportunities

e Again, companies have record cash
on hand.

* Short term interest rates will likely
continue to rise, increasing yields
on revolving short-term debt.

* Senior loans are often
collateralized by physical assets,
and in inflationary periods that
reduces risk.
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Convertible Bonds

* CWB SPDR Bloomberg
Convertible Securities ETF
* Performance: -19.53%
* Current 30-Day SEC Yield: 4.58%.

» Effective Duration: Two years.
* Monthly Var: 7.42%
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Preferred Stocks

* PFF iShares Preferred & Income
S — Securities ETF.
* Performance: -13.25%
* Current 30-Day SECYield: 5.11%.

W o Effective Duration: N/A
aa * Monthly Var: 4.45%
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Municipal Bonds

* MUB (iShares National Muni
Bond ETF).
e Performance: -6.96%
* Current 30-Day SECYield: 2.79%.

 Effective Duration: Six years.
* Monthly Var: 2.25%
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Municipal Bonds

Risks

e Defaults

* As the economy slows select
municipal bonds, including those
focused on industrial projects and
other industry-specific projects
(nursing homes, etc.) could see an
increase in default risks.

* Higher inflation.

Opportunities

 State and municipalities are flush
with cash.

e According to Nuveen, state rainy
day funds recently reached a
higher of $132 billion.

e State and local tax collections
increased 22% in 2021 vs. 2020 and
are 20% above 2019.

* Funding from the various stimulus
plans helped keep local budget
Increases muted.
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Municipal Bonds

Municipal |Municipal Municipat Municipal Muni | Muni TEY
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Takeaways

* Inflation remains the key primary variable. If inflation is peaking and we
see a sustained decline, then fixed income is attractive here.

* Key point —inflation just can’t peak. It has to peak and decline, because if inflation
levels off between 3% and 4% that’ll hurt bonds going forward.

* |f rates have peaked and we are entering a slowdown, the long end of the
curve is attractive over the short end (more yield, higher demand).

* The intensity of the slowdown matters. If the slowdown is brief, that will
be bullish for riskier debt: Emerging market debt, Junk debt, Senior Loans.

* |f the slowdown is intense, then Treasuries remain the best place to hide.

* Select muni bonds are offering very attractive tax equivalent yields. As
long as any slowdown isn’t too intense, these are also attractive.



