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FEG’s fixed income team meets nearly every day with public and private debt
managers and we understand the predominant matters facing fixed income
investors. When considering the breadth and depth of public and private
debt markets, there are any number of potential areas of interest.

This outlook focuses on changes in the “core” fixed income markets due to
increased Treasury issuance, the growth of BBB-rated corporate issuance in
public credit markets, and the evolution of private credit and its relationship
with public credit.

CHANGES IN THE INDEX COMPOSITION

Despite the rampant growth of public and private debt markets and strategies over
the past 30 years, primary fixed income exposure for investors remains core fixed
income. Given the persisting low rate environment, core fixed income has provided
capital preservation in recent years but little else, with trailing 1-, 3-, and 5-year
returns of 0%, 2.1%, and 2.5%, respectively.! Despite low returns, core fixed income
continues to serve as an “anchor to windward” not only to mitigate equity risk and
hedge against deflation, but also to provide a store of capital to be deployed when
compelling opportunities are evident.

Notwithstanding the sustained deterioration of the U.S. fiscal situation in recent
years, Treasuries remain the strongest safe haven option within the core fixed income
universe.? In December 2018, the Bloomberg Barclays U.S. Aggregate Bond Index
(BBAGG) served as a reminder of the importance of core fixed income to diversified
portfolios, as global equities declined by 7% while the BBAGG gained 1.8%.2

The BBAGG is comprised primarily of U.S. government-related bonds, investment-
grade corporate bonds, and securitized debt. Following the Great Financial Crisis (GFC)
in 2008, the sector composition of the BBAGG changed meaningfully, due primarily
to the increase in issuance of Treasuries relative to the other sectors. Since the GFC,
Treasuries and government-related securities have grown by almost 30% to become
nearly half of the core bond index.

MORE GOVERNMENT DEBT AND LESS SECURITIZED DEBT
IN THE CORE BOND INDEX
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The core fixed income universe also responded to monetary stimulus and quantitative
easing, which pressured rates lower. New issuance of all high-quality debt provided
materially lower rates and higher duration. As a result, the BBAGG and core fixed
income strategies in aggregate are now much more sensitive to interest rate changes
than over the past two decades. These conditions illustrate that core bond allocations
provide capital preservation and little-to-no real return over the long-term—and
further, investors should understand that a jump in rates will negatively impact core
bond allocations.

COUPON RATES DROPPING AND DURATION CREEPING UPWARDS
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Historically, FEG does not make calls on interest rates, as this type of speculation
is best left to water cooler conversation; however, data suggests that markets
continue to favor U.S. Treasuries and interest-rate sensitive assets in flight-to-quality
environments. A more pronounced bout of turmoil for risky assets could lead to an
outsized return for core fixed income investors. Alternatively, should the market
environment begin to lack volatility, core fixed income investors may observe a
“coupon-clipping” experience.

Bearish cases suggesting a higher interest rate environment following the GFC have
come and gone for more than a decade now, and 2018 saw rates rise for most of the
year until equity markets experienced a correction of negative 10%. While a higher
interest rate environment could happen, the late stages of the economic and credit
cycle argue for a lower or neutral rate environment in 2019 which could favor core
fixed income.
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FALLEN ANGEL RISK

Readers of prior credit market outlooks know that FEG has advocated for a more
conservative fixed income profile for several years, as risky areas of the bond markets
have provided little return opportunity for the risk. Investors with conservative
allocations are well-positioned to take advantage of further spread widening in “risky”
publicly traded credit, particularly high yield bonds. FEG believes that an environment
favoring core fixed income could simultaneously provide an entry point for increased
high yield bond allocations.

One area that could provide some opportunity in high yield, or even in investment-
grade credit, is BBB-rated corporates. The substantial growth of BBB-rated corporate
issuance relative to the size of the high yield bond market has potential implications
in the event of downgrades, as bond issuer ratings could migrate from investment
grade to speculative grade, a term elegantly known as a “fallen angel.” Since 2010,
BBB-rated corporate bonds have grown to more than 2.5x the size of the high yield
bond market.

BBB BONDS GROW TO MORE THAN DOUBLE THE HIGH YIELD MARKET
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The growth of BBB-rated corporate bond issuance appears alarming, as seasoned
investors know that mandate-driven fixed income managers can become forced sellers
in a fallen angel environment. Fallen angels can enter a wasteland where potential
investors avoid buying the bonds of these issuers until they are either included in a
high yield bond index or an alternative credit manager becomes interested at stressed
prices. While fallen angel risk is real, some context regarding the potential size of the
opportunity set is warranted.

A recent study by S&P Global Ratings noted that BBB-rated bonds for non-financial
corporate issuers have performed well during challenging periods. From 1981-2017,
on average, approximately 4.8% of BBB-rated issuers migrated to speculative grade
over a one-year period. Even the during the GFC there was no marked increase in
fallen angels relative to the historical average. In fact, the BBB-rated downgrade rate
was approximately 5% in 2008 and 4.8% in 2009.
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THE FREQUENCY OF FALLEN ANGELS HELD STEADY IN THE GFC
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Although the downgrade rate may have held constant, the number of new issuers
and the amount of issuance is substantial. To that end, the number of issuers for BBB-
rated corporates has increased by approximately 40% since 2007, which is significant
because issuers are downgraded rather than the amount issued, making credit work
paramount. As a base case, S&P studied the BBB-rated corporate market of 2018 and
assumed the severity of the next downturn would be in line with the GFC. The result
of their analysis suggests a fallen angel opportunity set of approximately $200 to
$250 billion.*

FEG relies primarily upon core fixed income managers, which are key investors in BBB-
rated corporate bonds, to pick winners and avoid losers. Should a flight-to-quality
environment take place in conjunction with an uptick in fallen angels, FEG expects
that managers capable of thorough corporate credit underwriting should be able to
take advantage of stress in the investment grade space and that allocations to high
yield may become attractive. Additionally, FEG has long-standing relationships with
alternative credit managers that are well prepared to invest in such an environment,
some of whom have built substantial war chests to deploy in periods of capital scarcity.

THE RELATIONSHIP BETWEEN PRIVATE AND PUBLIC CREDIT

Private credit—i.e., direct lending and distressed debt—has been around for decades
but was only recently accepted as an institutional asset class following the dislocation
opportunity stemming from the GFC. As the Pitchbook fundraising chart suggests,
direct lending—which includes lending to the senior and mezzanine parts of the
corporate capital structure—began taking the lion’s share of private credit investor
interest after 2014, as the dislocation opportunity emanating from the GFC lost
momentum.
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DIRECT LENDING SHARE SUBSIDES, DISTRESSED INCREASES
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The primary driver leading investors into direct lending in recent years has been yield,
with investors moving into the space to diversify away from the low yields plaguing
traditional fixed income markets. Private credit mezzanine debt has maintained more
than a three-percentage point yield premium over public high yield bonds since 2010.
While this premium continues to persist, it is FEG’s view that the differential could
diminish in the event of a credit downturn, as high yield spreads would likely widen
in that environment. Although they have declined by approximately two percentage
points over the past six years, lending terms to private companies are generally more
stable than in public credit markets, thus investors could be faced with a liquidity
choice at some point in the short to intermediate future.

PRIVATE CREDIT MAINTAINING A YIELD ADVANTAGE

m |lliquidity Premium ==Private Credit’ ==High Yield?

. //\
5.4% I 5.4% I 5.9% I

5%
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

15%

6.5% I

5.8%

0%

Data source: Credit Suisse, SPP Capital
1 Private Credit — 2007-2010: Ares Company Filings, KKR Credit Analysis; 2011-2018: SPP Capital
2High Yield= 12-Month Average Yield of Credit Suisse U.S. High Yield Index

In 2008 and 2009, demand for both distressed debt and public credit increased when
the private yield premium declined to between 1.1% and 2.1%. Using that information
as a baseline, and in an environment where the economic and credit cycle are in their
later stages, a decline in the yield premium is possible. While investor appetite for
public versus private credit is difficult to predict, investors would likely begin to forego
illiquid private credit options until the yield premium shifts back into favor.
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CONCLUSION

The rule of three led us to focus on the three big things facing fixed income investors
in 2019. Increased Treasury issuance has created more interest rate sensitivity for
core fixed income investors than in the past two decades, which could be beneficial to
investors in a flight-to-quality environment. An increase in fallen angels, particularly
in conjunction with a flight-to-quality environment, could lead to an outsized return
for core fixed income investors and a potential entry point for high yield bonds or
alternative credit managers. Finally, the yield premium between private and public
credit could decline in the next economic downturn, making public credit markets
more attractive on a relative basis.

Regardless of the timing of the end of the current economic and credit cycle, FEG
believes our conservative stance in recent years should provide investors not only
with the stabilizing anchor but also the ability to be opportunistic when the time
comes to take advantage of higher credit risk premiums.

1Benchmarked against the BBAGG, as of December 31, 2018.

2U.S. debt to gross domestic product (GDP) reached 105.4% at the end of 2017. The all-time high was 118.9% in 1946
and the record low was 31.7% in 1981. https://tradingeconomics.com/united-states/government-debt-to-gdp

3Global equities is defined as the MSCI All Country World Index.
4S&P Global Ratings Credit FAQ: When the Cycle Turns: ‘BBB’ Downgrade Risks May Be Overstated. December 3,2018.
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DISCLOSURES

This report was prepared by FEG (also known as Fund Evaluation Group, LLC),
afederally registered investment adviser under the Investment Advisers Act of 1940,
as amended, providing non-discretionary and discretionary investment advice to
its clients on an individual basis. Registration as an investment adviser does not
imply a certain level of skill or training. The oral and written communications of an
adviser provide you with information about which you determine to hire or retain
an adviser. Fund Evaluation Group, LLC, Form ADV Part 2A & 2B can be obtained by
written request directly to: Fund Evaluation Group, LLC, 201 East Fifth Street, Suite
1600, Cincinnati, OH 45202, Attention: Compliance Department.

The information herein was obtained from various sources. FEG does not guarantee
the accuracy or completeness of such information provided by third parties. The
information in this report is given as of the date indicated and believed to be
reliable. FEG assumes no obligation to update this information, or to advise on
further developments relating to it. FEG, its affiliates, directors, officers, employees,
employee benefit programs and client accounts may have a long position in any
securities of issuers discussed in this report.

Index performance results do not represent any managed portfolio returns. An
investor cannot invest directly in a presented index, as an investment vehicle
replicating an index would be required. An index does not charge management
fees or brokerage expenses, and no such fees or expenses were deducted from the
performance shown.

Neither the information nor any opinion expressed in this report constitutes an
offer, or an invitation to make an offer, to buy or sell any securities.

Any return expectations provided are not intended as, and must not be regarded
as, a representation, warranty or predication that the investment will achieve any
particular rate of return over any particular time period or that investors will not
incur losses.

Past performance is not indicative of future results.

Investments in private funds are speculative, involve a high degree of risk, and are
designed for sophisticated investors.

This report is prepared for informational purposes only. It does not address specific
investment objectives, or the financial situation and the particular needs of any
person who may receive this report.

Diversification or Asset Allocation does not assure or guarantee better performance
and cannot eliminate the risk of investment loss.

The purchase of interests in private equity funds involves certain risks and is suitable
only for persons of substantial financial means who have no need for liquidity in
their investment, and who can bear the risk of the potential loss of their entire
investment. No guarantee or representation is made that the investment will be
successful, that the various underlying funds selected will produce positive returns,
or that the fund will achieve its investment objectives. Various risks involved in
investing may include market risk, liquidity risk, limited transferability, investment
funds risk, non-registered investment funds risk, valuation risk, derivative risk,
venture financing risk, distressed securities risk, interest rate risk, real estate
ownership risk, currency risk, and financial risk, among others. Investors should
refer to the applicable Private Placement Memorandum and Offering Documents
for further information concerning risks.

The Bloomberg Barclays Capital Aggregate Bond Index is a benchmark index
made up of the Bloomberg Barclays Capital Government/Corporate Bond Index,
Mortgage-Backed Securities Index, and Asset-Backed Securities Index, including
securities that are of investment-grade quality or better, have at least one year to
maturity, and have an outstanding par value of at least $100 million.

The MSCI ACWI (All Country World Index) Index is a free float-adjusted market
capitalization weighted index that is designed to measure the equity market
performance of developed and emerging markets. The MSCI ACWI consists of 45
country indices comprising 24 developed and 21 emerging market country indices.
The developed market country indices included are: Australia, Austria, Belgium,
Canada, Denmark, Finland, France, Germany, Greece, Hong Kong, Ireland, Israel,
Italy, Japan, Netherlands, New Zealand, Norway, Portugal, Singapore, Spain,
Sweden, Switzerland, the United Kingdom and the United States. The emerging
market country indices included are: Brazil, Chile, China, Colombia, Czech Republic,
Egypt, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Morocco, Peru,
Philippines, Poland, Russia, South Africa, Taiwan, Thailand, and Turkey. See www.
msci.com for more information.

The Bank of America/Merrill Lynch (BofA/ML) indicies are compiled monthly by
Bank of America/Merrill Lynch under various criteria and characteristics. See www.
bofaml.com for more information.

The Credit Suisse High Yield Index is designed to mirror the investible universe of
the US dollar denominated high yield debt market. Please see www.creditsuisse.
com for more information.
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