Credit Strategies Commentary —2Q 2024

Overview

Positive Returns Continued in 2Q Despite
Modest Spread Widening

The US High-yield bond market posted another quarter of positive
gains during the second quarter of 2024, as spread widening was
minimal due to continued market faith in a decent macro
environment. As we look ahead to the back half of 2024, we
believe the US High Yield market remains poised to deliver
“coupon plus” returns at year end, as solid corporate earnings
keep spreads relatively low, while fixed coupon bonds start to
benefit from the initial round of Fed rate cuts that we expect will
occur near the end of the year.

Quality Outperforms in The Second Quarter

The US High Yield bond market provided gains of 1.23% during the
second quarter of 2024 due in large part to strong returns in June,
according to JP Morgan data. During the quarter, spreads inched
up slightly by 8bps while yields also crept higher to end the quarter
at 8.03%. Despite this small tick higher, current spread levels of
351bps are still significantly tighter than historic averages for the
US High-yield market. Spreads even reached post Great Financial
Crisis tights temporarily in the beginning of May before widening
slightly by quarter’s end. Helping drive this tightness of spreads
was a decent earnings season, benign inflation data and hope that
late year end Fed rate cuts help the US economy nail a soft
landing. By rating, higher quality BB companies were the top
performing high yield bonds in 2Q24 with returns hitting
1.44%. That being said, CCC bonds remain the top performing
credits by rating for the year-to-date due to their strong 1Q
returns and still positive, albeit small 2Q gains of 0.70%. By sector,
Healthcare was the best performing industry in the second quarter
with gains reaching 3.12%, while Broadcasting was the worst
performer with losses totaling 2.91% during this same time-
period. Year-to-date, Automotive remains the best performing
industry with gains reaching 7.06% while Broadcasting takes the
title as the worst performing industry with losses hitting
4.26%. Market credit quality, as measured by ratings, improved
on a dollar weighted basis in the second quarter as the
Upgrade/Downgrade ratio climbed to 2.4x. This breaks the recent
trend of consecutive quarterly negative readings for the
Upgrade/Downgrade ratio and suggests market credit risk is likely
not increasing for the time being. The US HY default rate ended
the quarter at 1.79%, down 109bps from the end of 2023.

These default levels are still well below the historical average
default rate of 3.4% as calculated by JP Morgan.

Capital Market Indicators

The US High Yield primary market remained solid in the second
quarter of 2024 as ~$78bn of gross issuance was placed during the
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quarter, according to JP Morgan. Refinancing activity remained the
main driver of issuance in 2Q once again with refinancing deals
representing ~79% of new volume in the quarter. By ratings,
issuance remained focused on higher rated BB credits in the
quarter. In total, BB and Split BB-rated deals represented ~54% of
the new bonds issued during 2Q. CCC issuance, at ~3% of new
volume remains relatively subdued verse the recent past and shows
a decline in issuance volume from the first quarter. At year end BB
and split-BB bonds still represented the majority of the high yield
market value.

Defensive Short Duration High Income

The Defensive Short Duration High Income strategy holds mainly
BB/B rated bonds with an average portfolio maturity of 3 years or
less and outperformed the ICE BofA 1-3 Year BB/B Rated US Cash Pay
HY Index on a gross basis. The Telecom and Media industries
outperformed through strong security selection identifying credit
improvement situations with a handful of competitors lagging during
the period. The Transportation sector outperformed as a private
aviation company reported increased subscribers and flight time
within their customer base. The Healthcare sector lagged due to
weak cash flows for two companies that are investing in inventory
and backlog for future customer orders during the period.
Additionally, a lower quality Healthcare index name outperformed
despite significant patent risk. We focused the credit rating toward
BB-/B+ reducing exposure to BBB/BB+ and B/B- exposure during the
quarter.

Defensive High Yield

The Defensive HY strategy performed in line with the ICE BofA BB-B
US Non-Distressed HY on a gross basis during 2Q. The Media industry
outperformed through strong security selection identifying credit
improvement situations with a handful of competitors lagging during
the period. Additionally, we outperformed in the Real Estate and
Retail sectors through conservative underweights concentrated
away from the most challenged areas. The Healthcare sector lagged
due to weak cash flows for two companies that are investing in
inventory and backlog for future customer orders during the period.
Additionally, a lower quality Healthcare index name outperformed
despite significant patent risk. In the Transportation sector, a
logistics company struggled with integrating a vertical acquisition
during the quarter. Incrementally, we reduced BB exposure due to
compressed spreads finding more opportunity in higher quality B
credits. Duration remains slightly higher than the benchmark
through a higher participation in new issuance at higher coupons but
also modestly longer maturities.

Opportunistic High Yield

The Opportunistic HY strategy underperformed the ICE BofA US HY
Constrained Index during 2Q. The Telecom industry outperformed
through strong security selection identifying credit improvement

© 2023 Penn Capital. All rights reserved. e 1200 Intrepid Avenue, Suite 400, Philadelphia, PA 19112 e www.penncapital.com



http://www.penncapital.com/

Credit Strategies Commentary — 2Q 2024 PENN ¢y CAPITAL

situations with a handful of competitors lagging during the period.
We outperformed in the Real Estate sector through a conservative
underweight that concentrated away from the most challenged
areas. We lagged in the Media sector as concerns grew that 2024
political spending would be muted after a short Presidential
primary campaign and weak advertising market. The Healthcare
sector lagged due to weak cash flows for two companies that are
investing in inventory and backlog for future customer orders
during the period. Additionally, a lower quality Healthcare index
name outperformed despite significant patent risk. Incrementally,
we added to BB bonds while reducing exposure to lower quality
B/B- bonds. Duration remains slightly higher than the benchmark
through a higher participation in new issuance at higher coupons
but also modestly longer maturities.

Outlook

Higher Market Yields Constructive for Returns

The Federal Reserve signaled in December that the interest rate
hiking cycle has ended providing projections of cuts coming in
2024. Interest rates have been a significant headwind to the high
yield market over the past three years and this signal is welcome.
In the short term, the expected timing of these cuts have been
deferred from starting in the 1H 2024 to late 2024, providing
slightly less than coupon returns over the past six months. High
yield coupons have risen to 6.27% (at a 92.98 dollar price for a
8.03% yield to worst) providing a stronger return environment for
the asset class going forward. The pace of rate cuts will be a
second factor for prospective returns in future months with a
modified duration of 3.53 providing the prospect of high single to
double digit returns based on the Fed rate guidance.

The current environment calls for focusing on strong credits that
can weather economic slowdown due to higher rates for longer.
In many areas, the credit market is not differentiating well
between the strongest companies and weaker competitors, so we
are upgrading the portfolio by reducing risk with little loss of
return today. New issuance has been muted but we have found a
“buyer’s market” with high coupons and strong covenants
providing an attractive risk-return paradigm. We are focused on
new issuance with higher coupons to seek to drive a higher
significantly higher current yield as compared to the index in the
current environment.
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The views and opinions expressed are for informational and educational purposes only ST . .
as of the date appearing in this material only and may change without notice at any time SpeCIaIIStS n Capltal

based on numerous factors, such as market or other conditions, legal and regulatory Structure Investing®

developments, additional risks and uncertainties and may not come to pass. These views

are subject to change at any time and they do not guarantee future performance of the At Penn Capital, we believe that
markets. understanding a company’s entire
capital structure is the best way to
identify investment opportunities with
the most value. In fact, we’ve found that
managing bond portfolios makes us
better equity managers, and vice versa.

Indices are unmanaged and not available for direct investment. Index comparisons have
limitations as volatility and other characteristics may differ from a particular investment.

All information has been obtained from sources believed to be reliable, but its accuracy
is not guaranteed. There is no representation or warranty as to the current accuracy,
reliability or completeness of, nor liability for, decisions based on such information and
it should not be relied on as such. Employing a fully integrated credit and
equity research process, we focus on
This material is not intended to be relied upon as investment advice or non-investment grade companies in the
recommendations, does not constitute a solicitation to buy or sell securities and should micro to mid-capitalization range, where
not be considered specific legal, investment or tax advice. It does not take into account we can take advantage of inefficient
the specific objectives, financial situation, or particular needs of any specific person. You
should not assume that any discussion or information provided here serves as the receipt
of, or as a substitute for, personalized investment advice. Investment decisions should
be made based on an investor's objectives and circumstances and in consultation with . . . .
. ) . . . . . management firm based in Philadelphia,
his or her financial professionals. Investing in the stock market involves gains and losses

and may not be suitable for all investors. Investors have the opportunity for lossesas P A- We forge our own ideas, 1 [EEREE
well as profits. hard work, and we are committed to our

clients, our staff and our community.

security pricing.

We are a boutique investment

Past performance is not indicative of future results. Different types of investments involve varying degrees of risk, and there can be no
assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or
investment strategies recommended or undertaken by Penn Capital), or any non-investment related content, made reference to directly or
indirectly contained within this commentary be suitable for your portfolio or individual situation, or prove successful. Comparisons to indices
are inherently unreliable indicators of future performance. The strategies used to generate the performance vary from those used to
generate the returns depicted in the benchmarks. Penn Capital makes no representation as to the methodology used to generate the
benchmark returns. Portfolio holdings are subject change and may or may not be held by one or more Penn Capital portfolios from time to
time. Please note that comparing the performance to a different index might have materially different results than those shown. The ICE
BofA 1-3 Year BB US Cash Pay High Yield Index is a subset of the ICE BofA US Cash Pay High Yield Index, which tracks the performance of non-
investment-grade corporate bonds with a remaining term to final maturity less than three years and rated BB. The ICE BofA 1-3 Year BB/B
US Cash Pay High Yield Index is a subset of the ICE BofA US Cash Pay High Yield Index, which tracks the performance of non- investment-
grade corporate bonds with a remaining term to final maturity less than three years and rated BB/B. The ICE BofA US High Yield Constrained
Index contains all securities in The ICE BofA US High Yield Index but caps issuer exposure at 2%. The FTSE BB-B Capped High Yield Index is a
subset of the FTSE US High Yield Index including all securities rated BB through B. Investors cannot directly invest in an index.

A copy of Penn Capital’s current written disclosure statement discussing our advisory services and fees is available upon request.
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