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Looking for the Fat Pitch

‘Fat pitches’ are rare, but the market occasionally throws smaller, chubby pitches

Major index rule changes cause dislocations
15% of the investment grade utilities sector dropping out of the index
Catch high quality credits at discounts

Index Rule Changes Present Chubby Pitches

As active bond managers we are always looking for the proverbial ‘fat pitch’; the market opportunity where
the reward to risk ratio is heavily skewed in one’s favor. In truth, ‘fat pitches’ are few and far between and
are usually only obvious in hindsight. Market dislocations that cause prices to stray from value are
accompanied by the uncertain probability of loss or in other words, risk. However, from time to time the
market throws smaller, chubby pitches. The recent rule changes to the US Broad Index provided managers
with one such opportunity to take a swing.

On April 1%, the Bloomberg Barclays US Aggregate Index changed its minimum issue size from $250mm to
$300mm. The rule change impacted 985 individual issues totaling $272 billion or 1.4% of the Index. Of the
$272bn, 67% or $182bn is Corporate debt and the remaining $90 billion is Government Related. The
following table shows the distribution of debt impacted by sector.

Market New Market

Change % Change

($ Billions) Value Value
Treasury 5 6959 5 6,959 S - 0%
Securitized 5 5831 5 5,831 5 - 0%
GovRelated & 1,512 & 1,422 % (91) 6%
Corporate 5 4962 5 4,730 S5 (182) -4%
Industrial 5 3,025 5§ 2,937 5§ (28) -3%
utility $ 382 5 324§ (58) -15%
Financial 5 1,556 5 1,520 5 (36) -2%
Total "4 19,264 '$ 18992 § (272) 1%

Source: Bloomberg Barclays Index as of 1/31/2017

Forced Selling of High Quality Credits

In anticipation of the rule changes, we saw index funds sell these smaller corporate issues. Not
surprisingly, the selling caused spread widening in the 250-300mm issue sizes (see below) and offered very
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attractive liquidity premiums verses the Index eligible comparators. Liquidity premiums for non-index
issues typically range from 10 to 50 basis points depending on the credit quality of the issuer, the sector,
dollar price and maturity. Given the uneven distribution of small deal sizes, some corporate sectors were
disproportionately impacted by these rule changes.

Credit Curve Liguidty Premiums
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Within the Utility sector, approximately $57.8 billion in market value or 15% became Index ineligible. Given
that these smaller Utility issues are thinly traded and quite illiquid, the selling widened spreads dramatically
despite the relatively high quality and defensive nature of these credits. In much the same way that
technical selling pressure occurs when a bond is downgraded to high yield, these market dislocations can
ultimately prove to be a great buying opportunity for active managers.

In Closing

While it is impossible to predict the duration of this technical dislocation, past experience tells us the
opportunity won’t last long. We have already seen a number of issuers ‘tap’ outstanding deals, i.e. increase
the size of their outstanding issue in order maintain an index presence. We have viewed this technical
dislocation and widening in a number of these issues to as an opportunity to add high quality credits at
significant discounts and take active, non-index risk verses our benchmark.
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For more information on any of the data, trends, or trading strategies in this piece, or to discuss how New
Century Advisors might help you to manage your inflation risk, please contact Leigh Talbot, CFA, Director
of Client Relations at 240-395-0012 and Italbot@ncallc.com

Important Disclosures:

Forward looking statements: Any projections, forecasts and estimates contained herein are forward looking
statements and are based upon certain assumptions that New Century Advisors considers reasonable. Projections are
necessarily speculative in nature, and it can be expected that some or all of the assumptions underlying the
projections will not materialize or will vary significantly from actual results. Accordingly, the projections are only an
estimate. Actual results may vary from the projections, and the variations may be material. Some important factors
that could cause actual results to differ materially from those in any forward looking statements include changes in
interest rates, market, financial or legal uncertainties, the timing of acquisitions of the underlying assets, the timing
and frequency of defaults on the underlying assets, amongst others. Consequently, the inclusion of projections herein
should not be regarded as a representation by the manager of the results that will actually be achieved. New Century
Advisors, LLC has no obligation to update or otherwise revise any projections, including any revisions to reflect
changes in economic conditions or other circumstances arising after the date hereof or to reflect the occurrence of
unanticipated events, even if the underlying assumptions do not come to fruition. The securities listed in New
Perspectives are not to be considered recommendations or an offer to buy or sell securities and are being used as
illustrations only. Past performance is not an indicator of future results. There is no guarantee that the investment
objective of the strategy will be achieved. Index returns reflect the reinvestment of income dividends and capital
gains, if any, but do not reflect fees, brokerage commissions or other expenses of investing. One cannot invest
directly in an index. CLIENTS MUST BE PREPARED TO BEAR THE RISK OF A TOTAL LOSS OF THEIR INVESTMENT. THE
THEMES AND STRATEGIES HEREIN ARE NOT TO BE CONSTRUED AS RECOMMENDATIONS. THEY ARE FOR
ILLUSTRATION PURPOSES ONLY AND SUBJECT TO CHANGE WITHOUT NOTICE.

Data provided by New Century Advisors, LLC, Bloomberg and BLS. NCA does not guarantee or warrant the accuracy,
timeliness, or completeness of third party provided information and is not responsible for any errors or omissions. The
discussion of any investments in this presentation is for illustrative purposes only and there is no assurance that the
adviser will make any investments with the same or similar characteristics as any investments presented. The
investments identified and described do not represent all of the investments purchased or sold for client accounts.
The representative investments discussed were selected based on a number of factors including, investment process
and subject matter applicability. The reader should not assume that an investment identified was or will be
profitable.

The information contained in this email or document may not be reproduced or provided to others without the prior
written permission of New Century Advisors, LLC. The information provided is neither an offering nor a solicitation of
an offering for any securities. Nothing contained herein shall constitute any representation or warranty as to future
performance.
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