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BACKGROUND

The first year of the Trump presidency turned out to be a surprise in several ways, but perhaps
the most notable was the complacency and lack of volatility that characterized both interest
rates and risk asset prices in general. For one fleeting moment after the 2016 election, markets
convulsed, but after that moment they haven't looked back. During the year, NEAM focused on
the potential impact on interest rates of four distinct priorities for the new administration:

Key Takeaways
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Tax Reform

Trade Agreements
Affordable Care Act Repeal
Regulation

. . . . While an in depth review of progress on these items is beyond our scope, it is certainly fair to
For more information on this topic,
contact the authors: say that the last six months have been more productive than the first six as far as legislative
momentum. A pro-growth tax reform package-the first in over 30+ years-has progressed
through Congress, albeit on a party line vote. While there hasn’t been an enormous roll back
of existing regulation such as the voluminous Dodd Frank Act, the creation and adoption of
new regulations has all but stopped. Concerns over trade and protectionist policies, which
had been front and center on inauguration day, have quickly faded from view [perhaps

- , ) shortsightedly] and while the U.S. immediately withdrew from the proposed Trans Pacific
c '."smp er Pavamani Partnership, the saber-rattling over NAFTA has not been terribly disruptive. In sum, significant
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Fixed Income Quantitative Research progress on tax reform and a diminution in the regulatory burden have spurred consumer and

christopher.pavamani@neamgroup.com business confidence.

A REVIEW OF 2017

With regard to interest rates, credit spreads and projected U.S. fixed income returns, we
entered 2017 believing the following:

The U.S. economy would continue to expand at a moderate pace, as accommodative
monetary policy and low interest rates provided continued support.

Vin DelLucia
Chief Investment Officer

vin.delucia@neamgroup.com The Federal Reserve would continue to normalize interest rates.

neamgroup.com The U.S. yield curve would flatten and interest rates would rise materially on the front- end

of the curve and modestly on the long- end [see Table 1).
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- Corporate earnings would continue to improve, providing credit spreads with an
environment where they’d remain steady or tighten further (see Table 1).

- The nascent [at the time] talk of tax reform might provide some additional lift to economic
growth, albeit oddly timed given the late stage of the economic expansion.

- Tax reform would not have a material ([detrimental] impact to tax advantaged securities.

- Some weakening of the U.S. dollar would provide significant cover for emerging markets and
would stabilize financial conditions in those countries, thereby reducing the odds that they'd
be a source of volatility.

Table 1. U.S. Treasury Rates and Corporate Spreads

U.S. Treasury Yields U.S. Corporate 10-Year Spreads

Maturity 1117 12/31/17 Sector 1117 12/31/17
2-Year 1.19% 1.82% Industrial A 90 bps 70 bps
10-Year 2.44% 2.38% Industrial BBB 160 bps 130 bps

Source: Bloomberg, BofA ML Index Data

On balance, our underlying assumptions were correct. Like most investors though, we have
been very surprised at the [nearly complete] lack of volatility in 2017. Financial conditions are
generally favorable and Corporate America is thriving. Any sources of angst which surfaced
during the year were generally met with a day or two of concern, followed by a resurgence of
the “buy the dip” mentality.

In any case, our overarching assumptions were largely correct, so let’s review our U.S. fixed
income return projections for 2017 with this backdrop in mind. Our projected return for the
P&C industry’s U.S. investment grade exposure for 2017 was 1.18% with a standard error of
2.74%. We estimate that actual industry return (IG] for the year was approximately 3.20%.
If one includes the industry average allocation to high yield bonds of roughly 6% of fixed
income holdings, the estimated fixed income return increases to approximately 3.50%.

Hence, our projections for 2017 were reasonable, if a bit too conservative. Our estimated
+1.2% total return assumed moderately higher interest rates [+50 bps.] and modestly tighter
credit spreads. Our spread assumptions were generally correct. On the other hand, even

our moderate upward bias with regard to interest rates proved to be too pessimistic. While
our interest rate forecasts were accurate out to 10 years and we positioned portfolios for a
flattening yield curve, we did not foresee the long end remaining sanguine, much less rallying.
Hence, in attributing the variance of approximately 2% from our projection, about one third

of the difference (~67 bps.] is attributable to our rate assumptions on taxables and roughly
two thirds (135 bps.] is attributable to our rate assumptions on munis, which in the aggregate
actually finished the year at slightly lower yields than where they started, propelled by the “bull
flattening” on longer maturities noted above.

OUR VIEWS FOR 2018

For 2018, there aren’t any obvious near term catalysts that would disrupt the ongoing
expansion, particularly if we get at least a modest boost from tax law changes. Thus, we
continue to believe credit spreads will remain well behaved, but further tightening is less likely
in 2018. Additionally, we continue to believe that longer U.S. rates are somewhat lower than
they should be, but not by much [in the near term). Our underlying assumptions then, are fairly
similar to what they were as we entered 2017, though our curve flattening bias is not as strong
as it was at the beginning of the year.

We base our return projection on a portfolio of securities which closely resembles the
aggregate P&C fixed income universe. We calculate total returns on the aggregate portfolio
assuming numerous interest rate and spread environments. These returns are then probability



weighted based on our firm’s capital market views. In this way, our assessment of capital
market expectations influences the expected level of returns and the distribution of those
returns. The sector allocations of our proxy portfolio are highlighted in Exhibit 1. Using this
proxy portfolio and our expected return methodology, we've calculated total returns across a
range of rate and spread scenarios. Those returns are summarized in Exhibit 2 below.

Exhibit 1. 2018 P&C Industry - Approximate Fixed Income Sector Allocation*

ABS/CMBS 12% Municipals
MBS/CMO 16%
Taxable Corporates 31% MBS/CMO
Govt/Agency 6%
Short Term 3% Short Term
Tax-Exempt Municipals 32% Gov't/Agency Corporates

* Taxable/tax exempt allocations are representative of P&C industry. Sector characteristics and investment grade
sector allocations may differ slightly.

Source: NEAM
Exhibit 2. Projected Returns Across Various Rate and Spread Scenarios

Projected 1-Year Horizon Return (%) - Market Value Basis

Interest Rate Shift

-200 -100 -50 0 +50 +100 +200

Extreme (2.43) (4.97) (6.48) (8.03) (9.82) (11.48) (14.71)

o Moderate 2.38 (0.36) (194 (3.56) (5.22) (6.87)  [10.10)
é Benign 6.23 3.42 1.79 0.1 (1.60) (3.33) (6.72)
?g No Change 9.01 6.16 4,52 2.81 1.06 [0.71) (4.20)
5 Benign 9.83 6.89 5.27 3.55 1.78 (0.01  (3.52)
Moderate 10.53 7.59 5.97 4.25 2.48 0.71 (2.84)

Source: NEAM

Each of the outcomes calculated in Exhibit 2 are then ascribed a probability based on
our outlook for global growth, U.S. growth, central bank policy, fiscal considerations, etc.
Using statistical techniques, we create a distribution of returns which we then use to
quantify portfolio risk and return. From our work, we derive a mean projected return for
U.S. investment grade fixed income in 2018 of 1.27% with a standard error of 1.95%.
See Exhibit 3 below.

Exhibit 3. 2018 P&C Industry - One Year Projected Fixed Income Return Distribution

P&C Universe
Proxy

>
Mean Expected Return 1.27% §
Standard Deviation of Return 1.95% ?u)-
Probability of Negative Return 27.0% I
Yield 2.54%
Effective Duration 4.61 5 4 ) 0 > 4 6 3
1Year Projected Total Return
Source: NEAM M Portfolio Return Distribution [ Mean Return
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CONCLUSIONS

Fixed income returns for 2017 were better than we expected', but still very much in the
ballpark of our projection. The better than expected performance was largely due to a U.S.
Treasury curve which exhibited a “split personality.” We experienced a bear flattening out to
10-years [roughly) and a bull flattening from 10 to 30-years. Our base case was for significant
flattening, but with rates rising modestly on the long-end. Hence, the better than expected
outcome for long rates propelled portfolio returns higher in the aggregate than was expected.

We expect 2018 will once again result in low single digit returns for fixed income with the
probability of a negative total return somewhere around 30%.

KEY TAKEAWAYS

- 2017 fixed income returns for the U.S. P&C industry should fall roughly in line with our
projections, albeit a bit higher, due to long rates being exceptionally well behaved despite
solid economic growth and growing corporate revenues and earnings.

- The tax reform package should provide some marginal stimulus for economic growth in
2018, so we maintain our view that interest rates will continue to move modestly higher.

- While the curve flattened very materially in 2017, we do not believe this is an impediment
for the Federal Reserve. They will continue to normalize interest rates while also allowing
modest run off in the size of their balance sheet.

- We believe U.S. fixed income returns for 2018 will once again be anchored in the (very) low
single digit range. The combination of low [but rising] interest rates along with very tight
credit spreads will continue to limit the possibilities for fixed income returns.

ENDNOTE

Please note that past performance is not indicative of future results.

Expectations for 2018 are based on our capital market assumptions and are subject to change.
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