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If It Seems Too Good To Be True...

TAMMY KARP | 9 AUGUST 2023

Investor sentiment remained upbeat in July as economic data continued to surprise
to the upside while inflation gauges indicated further deceleration. Growth (2Q
advance GDP growth of 2.4% quarter over quarter (QoQ) annualized), employment,
and the consumer have shown remarkable resilience in the face of restrictive
monetary policy while Q2 earnings results have fared better than feared (albeit with a
low bar). Importantly, the absence of negative earnings surprises out of the regional
banking sector was a welcome respite from fears of systemic spillover. Concerns
over commercial real estate exposure and underwater securities portfolios abated

as deposit flows stabilized. In fact, deposits actually grew 2.0% QoQ for the cohort
of smaller regional banks, while deposit balances for the big six U.S. banks and

the super-regionals remained flat. That said, the costs of keeping those deposits
continued to increase, up 61 basis points (bps) QoQ for the smaller regionals and
40 bps for big six. Deposit costs of 2.1% for the U.S. banking system still remain well
below the rates paid by money market funds (including T-bills), thus rising deposit
betas are a headwind for margins. On the asset side of the balance sheet, regional
banks have set aside reserves for commercial real estate (CRE) office exposure (in the
8% range). The question is whether these reserves are enough and can the losses be
mitigated with retained earnings.

On the inflation front, the Personal Consumption Expenditure (PCE) Price Index, the
Federal Reserve’s preferred inflation measure, declined for the eighth consecutive
month to an annual pace of 3% year over year (YoY) at the aggregate level (from 3.8%
the prior month) while core PCE prices moderated to 4.1% YoY (versus 4.6% prior).

Against this backdrop of moderating inflation and economic resiliency, a modest
investment grade new issue calendar and consecutive weeks of inflows into credit
created a powerful technical tailwind. Valuations have come a long way in a rather short
period of time. Credit Index spreads (as measured by the Bloomberg U.S. Investment
Grade Credit Index (“IG Credit Index”) have not only experienced a full retracement
from the March YTD wides (of +150 bps) but are resetting at new YTD tights.

At the forefront of this “risk-on” environment is the shift in the market’s recession
expectations. The narrative has transformed from a hard landing to a soft- or no-
landing outcome. If this all seems too good to be true, it probably is. After all,
monetary policy typically acts with a lag. Higher rates for an extended period, tighter
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lending conditions, and shrinking excess savings should eventually work their way through to the economy, though the timing

and severity are difficult (if not impossible) to predict. Without the benefit of a crystal ball, our job is to assess whether the risk
premiums associated with credit spreads (i.e., the expected excess return) are fairly priced. At an Option-Adusted Spread (OAS) of
+104 bps over Treasuries, we believe a lot of good news is already priced in. Credit spreads as a whole are well through historical
averages (of +130 bps, excluding recessionary periods) and within spitting distance from where they started just prior to the onset
of the rate hiking cycle (January 2022).

Full Circle: IG Credit Spreads Resetting New YTD Tights
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Inflation Is Decelerating but Still Above the Fed’s 2% Target
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Economy Still Growing: 2Q Advanced GDP Growth of 2.4% (QoQ Annualized) Better Than Expected
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How Long Can the Consumer Remain Buoyant? The COVID-Related Excess Savings Are Dwindling.
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IG Credit Index Performance

IG credit spreads continued their grind tighter, rallying another 10 bps in July (to an OAS of +104 bps) after the 14 bp move tighter
in June. Since peaking at an OAS of 150 bps over Treasuries in mid-March, spreads have fully retraced the widening and reset
at new YTD tights.

The IG Credit Index yield of 5.39% was marginally lower on the month (-1 bp) as tighter spreads offset higher risk-free rates.
As a result, both excess and total returns were positive on the month, at 0.83% and 0.31%, respectively. IG Credit Index yields
are down from the October 2022 peak of 6.01%, but still remain well above the 10-year average of 3.12%.

Cyclical and wider trading issuers outperformed as beta compression remained thematic throughout the month. Spreads were
tighter across every sector except one: wirelines (+3 bps) underperformed on the heels of a Wall Street Journal investigation
alleging that hazardous lead-sheathed cables belonging to AT&T had been found buried underwater across the U.S. The company
responded to the claims, arguing that their own tests contradict the assertions posed in the article. Specifically, the AT&T filing
notes that “in the few collected samples where lead was detected, concentrations were very low.” Furthermore, “the mere
presence of potential hazard without exposure considerations provides no meaningful information about human health risks.”
Through a court filing in an ongoing case of the California Sportfishing Protection Alliance as Plaintiff versus AT&T, the company
quantified the exposure, estimating that less than 10% of its copper network (of roughly 2 million miles) are lead-clad cables.

At this point, it is too early to quantify the potential cost of removal (if necessary) or other liabilities arising from this issue

(i-e., potential litigation). High-end estimates of $10 bn spread over a number of years seem manageable for a company with

$16 bn of annual free cash flow. That figure also assumes all 200k miles of lead clad cable removal would cost the same per
mile ($50k per mile, using court filings) as the two underwater Lake Tahoe pipes currently in litigation. But the total cost

of remediation would likely be lower since underwater removal is the most costly (as opposed to aerial or buried in ground).

Away from the idiosyncratic underperformance of wirelines, compression across IG credit resulted in the outperformance

of macro-sensitive (banks, life insurers, REITs) and cyclical (energy, autos) sectors. Banks outperformed (-13 bps), including
regional banks, which experienced further (though not complete) remediation. In the 10-year part of the curve, spreads for the
big six tightened 14 bps (10yr average spread of +145 bps) while regional bank spreads tightened 33 bps (10yr average spread
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of +185 bps). Earnings were a big driver of outperformance, with particular emphasis on deposits, asset quality, and credit trends
which all showed no significant signs of stress. Bank earnings as a whole were positive, showing continued strength of the large
global systemically important banks (GSIBs) and some stabilization at the smaller regional banks. Importantly, deposit flows were
stable across the system, though the cost of keeping those deposits increased. While deposit betas are expected to rise, earnings
power remains quite healthy for the big six GSIBs. Their diversified stream of revenues are a stabilizing force throughout all
phases of the economic cycle.

The long-awaited proposed Basel Il endgame capital standards (released on July 27) were generally in line with market
expectations. The proposed regulatory changes will materially increase capital requirements for the U.S. banking system. In doing
so, the regulators aim to improve the overall health of the banking system by raising and standardizing capital requirements
across all banks with assets greater than $100 bn. Importantly, banks will have a long runway to comply with the new rules as the
three-year phase in period doesn’t begin until 2025. This gives banks time to plug some of those new capital requirements with
retained earnings. From a big picture standpoint, there are puts and takes to imposing more onerous capital requirements on an
already well-capitalized banking system. The positives are obvious: Better capitalized banks pose less systemic risk to the system
(and less risk for bondholders). The downside could come from the impacts of tighter standards on market liquidity and credit
availability over the longer-term.

IG Credit Index Returns

July July YTD YTD 7/31/2023 MTD OAS YTD OAS
Excess Return  Total Return = Excess Return  Total Return OAS (bps) Change (bps) Change (bps)
Credit Index 0.83% 0.31% 2.36% 3.45% 104 -10 -17
Industrials 0.84% 0.15% 2.73% 3.82% 104 -9 -21
Financials 0.94% 0.72% 2.20% 3.31% 125 -14 -15
Utilities 1.12% 0.26% 1.72% 2.81% 120 -12 -9
Municipals 0.40% -0.65% 3.33% 4.35% 102 -4 -26
Sovereigns 1.19% 0.31% 3.31% 4.33% 110 -8 -21
AA 0.54% -0.14% 1.88% 2.96% 57 -5 -13
A 0.80% 0.25% 2.14% 3.18% 95 -9 -14
BBB 1.03% 0.50% 2.94% 4.06% 137 -13 -22
1-5yr 0.32% 0.60% 1.04% 2.27% 68 -7 -11
5-10yr 0.70% 0.42% 2.51% 3.48% 120 -10 21
10+ yr 1.53% -0.15% 3.82% 4.82% 137 -1 -20

Source: Bloomberg
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July and YTD Sector OAS Changes (bps)
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Earnings Were a Big Driver of Spread Compression for the Regional and Big Six Banks

=== Big Six 7-11yr Spread (bps)
== Regional Banks 7-11yr Spread (bps)

BBG U.S. IG Credit Index
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Source: BofA Global Research, Bloomberg

Deposits Were Stable in the Quarter for Both GSIBs and Regionals

Big Six:

Period-end Deposits 2022Q2 2023Q1 2023Q2 QoQ A YoY A
Bank of America 2,072,409 1,910,402 1,877,209 -2% -9%
Citigroup 1,333,711 1,330,459 1,319,867 -1% -1%
Goldman Sachs 386,808 375,531 399,000 6% 3%
J.P. Morgan 2,561,207 2,377,253 2,398,962 1% 6%
Morgan Stanley 360,840 347,523 348,511 0% -3%
Wells Fargo 1,481,354 1,362,629 1,344,584 -1% -9%

Total 8,196,329 7,703,797 7,688,133 0% 6%
Small Regional Banks:

Period-end Deposits 2022Q2 2023Q1 2023Q2 QoQ A YoY A
Associated Banc-Corp 28,577 30,332 32,014 6% 12%
Commerce Bancshares, Inc. 28,171 24,683 25,869 5% -8%
Citizens Financial Group, Inc. 178,925 172,194 177,667 3% -1%
Comerica Incorporated 75,765 64,706 66,015 2% -13%
Columbia Banking System, Inc. 26,132 41,586 40,835 -2% 56%
East West Bancorp, Inc. 54,343 54,737 55,659 2% 2%
First Horizon Corporation 70,550 61,440 65,433 6% 7%
Fifth Third Bancorp 161,174 162,975 164,128 1% 2%
F.N.B. Corporation 33,480 34,190 33,825 1% 1%
Huntington Bancshares Incorporatec 145,435 145,278 148,028 2% 2%
Hancock Whitney Corporation 29,866 29,613 30,044 1% 1%
KeyCorp 145,865 144,148 145,132 1% -1%
M&T Bank Corporation 170,358 159,075 162,058 2% -5%
Pinnacle Financial Partners, Inc. 32,595 36,179 37,723 4% 16%
Regions Financial Corporation 138,263 128,460 126,959 -1% -8%
Synovus Financial Corp. 49,035 49,954 50,080 0% 2%
Texas Capital Bancshares, Inc. 25,440 22,180 23,318 5% -8%
Western Alliance Bancorporation 53,712 47,587 51,041 7% -5%
Webster Financial Corporation 53,077 55,297 58,748 6% 1%
Wintrust Financial Corporation 42,593 42,718 44,039 3% 3%
Zions Bancorporation, National Assc 79,061 69,208 74,323 7% -6%

Total 1,622,419 1,576,541 1,612,938 2% 1%

Source: S&P Capital IQ, company reports, J.P. Morgan.
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New Issue Recap

Deposit Costs Are Rising:

Big Six:

Cost of Interest Bearing Dep 2022Q2 2023Q1 2023Q2 QoQDelta  YoY Delta
Bank of America 0.11% 1.38% 1.82% 0.44% 1.711%
Citigroup 0.53% 2.72% 3.09% 0.37% 2.56%
J.P. Morgan 0.20% 1.85% 2.24% 0.39% 2.04%
Wells Fargo 0.07% 1.22% 1.63% 0.41% 1.56%

Average 0.23% 1.79% 2.20% 0.40% 1.97%
Small Regional Banks:

Cost of Interest Bearing Dep 2022Q2 2023Q1 2023Q2 QoQDelta  YoY Delta
Associated Banc-Corp 0.2% 2.0% 2.6% 0.7% 2.5%
Commerce Bancshares, Inc. 0.1% 0.7% 1.3% 0.6% 1.2%
Citizens Financial Group, Inc. 0.2% 1.7% 2.2% 0.5% 2.0%
Comerica Incorporated 0.1% 1.5% 2.4% 0.9% 2.3%
Columbia Banking System, Inc. 0.1% 1.3% 1.6% 0.3% 1.5%
East West Bancorp, Inc. 0.3% 2.5% 3.1% 0.6% 2.8%
First Horizon Corporation 0.2% 1.7% 2.6% 0.8% 2.4%
Fifth Third Bancorp 0.1% 1.7% 2.3% 0.6% 2.2%
F.N.B. Corporation 0.3% 1.5% 2.0% 0.5% 1.7%
Huntington Bancshares Incorporatec 0.1% 1.5% 2.1% 0.5% 2.0%
Hancock Whitney Corporation 0.1% 1.7% 2.4% 0.7% 2.3%
KeyCorp 0.1% 1.4% 2.0% 0.6% 1.9%
M&T Bank Corporation 0.1% 1.5% 2.0% 0.5% 1.9%
Pinnacle Financial Partners, Inc. 0.4% 2.8% 3.3% 0.5% 3.0%
Regions Financial Corporation 0.1% 0.9% 1.3% 0.4% 1.2%
Synovus Financial Corp. 0.2% 2.1% 2.7% 0.6% 25%
Texas Capital Bancshares, Inc. 0.7% 3.6% 4.1% 0.5% 3.4%
Western Alliance Bancorporation 0.4% 2.8% 3.1% 0.3% 2.7%
Webster Financial Corporation 0.1% 1.4% 2.1% 0.7% 2.0%
Wintrust Financial Corporation 0.3% 2.0% 2.7% 0.7% 2.4%
Zions Bancorporation, National Assc 0.1% 0.9% 2.2% 1.3% 2.2%

Average 0.19% 1.77% 2.38% 0.61% 2.19%

Source: S&P Capital |Q, company reports, JP Morgan.
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Modest new issue volumes of $89.7 bn against a backdrop of improved market sentiment helped create a powerful technical
tailwind for IG credit. July’s new issue volumes consisted of $59.3 bn in financials and $30.5 bn in non-financial supply. Bank
issuance increased to $46.6 bn in July, from $40 bn in June, bringing the YTD total to $244 bn, a sharp decrease versus the

$337 bn issued during the same period last year (a 28% drop).

U.S. money center bank supply (the big six) of $22.25 bn represented the largest monthly issuance total so far this year. Three of
the big six banks tapped the markets post earnings: Wells Fargo issued $8.5 bn across two maturities (6NC5 priced at +158 bps,
T1NC10 priced at +178 bps), JP Morgan issued $7 bn across two maturities (6NC5 at +128 bps, TINC10 at +162.5 bps), and

Morgan Stanley issued $6.75 bn across three maturities (3yr at +73 bps, 6NC5 at +147 bps, TINC10 at +167 bps). Execution was
favorable for the issuers with all three transactions pricing with modest concessions. The sharp decrease in money center supply
YTD has been supportive for valuations. July’s issuance increased supply out of the big six to $56 bn YTD, still well below the

$148 bn issued the first seven months of 2022.
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M&A-related issuance of $8.8 bn remained subdued as the backlog of activity slowed. The largest of the three deals came from
L3Harris Technologies (issuing $3.25 bn across three tranches to fund the Aerojet Rocketdyne Holdings, Inc. (AJRD) acquisition,
Syrs priced at +85 bps, 10yrs at +140 bps, 30yrs at +155 bps). YTD, M&A-related issuance of $108 bn is in line with the post
pandemic run rate but well below pre-pandemic levels. One explanation could be the more combative regulatory backdrop for
M&A transactions, though the FTC has a less than stellar success rate challenging deals (having recently lost its attempt to block
Microsoft’s acquisition of Activision Blizzard).
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Bank Supply Is Significantly Below 2021 and 2022 Levels
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M&A-Related Supply Is Still Well Below Pre-Pandemic Levels
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There is no assurance that an investment in any of the securities mentioned herein has been or will be profitable. Investments in securities, such
as those named herein, are subject to numerous risks and involve the risk of loss.

BofA Research sourced charts are reprinted by permission. Copyright © 2023 Bank of America Corporation (“BAC”). The use of the graphs in no way implies that
BAC or any of its affiliates endorses the views or interpretation or the use of such information or acts as any endorsement of the use of such information. The
information is provided “as is” and none of BAC or any of its affiliates warrants the accuracy or completeness of the information.

This material is for general information purposes only and does not constitute an offer to sell, or a solicitation of an offer to buy, any security. TCW, its officers,
directors, employees or clients may have positions in securities or investments mentioned in this publication, which positions may change at any time, without
notice. While the information and statistical data contained herein are based on sources believed to be reliable, we do not represent that it is accurate and should
not be relied on as such or be the basis for an investment decision. The information contained herein may include preliminary information and/or “forward-looking
statements.” Due to numerous factors, actual events may differ substantially from those presented. TCW assumes no duty to update any forward-looking statements
or opinions in this document. Any opinions expressed herein are current only as of the time made and are subject to change without notice. Past performance is
no guarantee of future results. © 2023 TCW
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