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US: IG Flows: A mirage, yet a trend?

There has been much noise recently about sharp outflows in the IG market over the last
two months and questions asked about the trend in IG flows heading into 2015. We
will address these in order. Regarding the reported Lipper I1G outflows of $28BN in
September and October, nearly all of this can be traced to outflows in one fund. We
believe this paints a mirage over what is actually taking place regarding new investor
flows. This fund invests in multiple asset classes, and we estimate that only roughly 8%
of the fund is actually invested in IG bonds. Thus, when correcting for this, we believe
the real picture of new investor money into IG is more nuanced; IG flows were
essentially flat in September and moved to positive in October amidst the market
turmoil. This story is consistent with another other flow metric that we track. The
current level of market flow breadth (defined as the ratio of the # of funds with inflows
to the # of funds with outflows) strongly tracks the rate of |G flows historically, and is
far more consistent with new money flowing into the market than sharp outflows
(Figure 1).

However, stepping back in time, the recent rate of inflows into IG looks far from
impressive. Fund Flows as a % of AUM are currently below their median level since
2000 (Figure 2). There appear to be two general scenarios where 1G inflows are subpar:
1) crisis episodes/recessions & 2) periods of low |G yields. For the foreseeable future, we
worry about the latter. The predicament of low yields, robust primary market issuance,
and lower than normal flows could potentially arrest or limit spread tightening going
forward.

While trailing 2014 performance (on a total return basis) will provide a boost to flows in
the beginning of 2015, we believe that the prospect of higher rates will keep investors
from diving head-first back into this market. If Treasury yields rise as per our UBS
forecasts (3.1% by mid-2015, 3.5% by Dec 2015), then IG total returns will clearly
suffer. But there is an additional catch. If spreads widen, will falling Treasury yields
provide the buffer that they have in the past? As we discussed', this dynamic may be
out of gas. Recent market action has somewhat corroborated this trend, as September
& November have seen spread widening in conjunction with rising treasury yields,
though admittedly October's near market correction did bring the relationship back in-
line with recent norms (Figure 3). The net result has been negative total returns for IG
of -0.75% since September. With the Fed stepping away from QE and the current level
of Treasury yields already pricing in historically weak nominal growth, it is not a given
that Treasuries will provide the buffer that they did in 2014 to IG total returns, lending
less support for future flows if this scenario pans out. Bottom line, while IG
fundamentals are decent and 2014 performance was strong; the overall technical
picture has us reiterate our neutral stance in the space.

! “Risk-Off hits US IG: Where do we stand?”, S.Caprio, M.Mish,Oct 2014
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Figure 1: IG Fund Flows vs. Market Breadth Figure 2: IG Fund Flows vs. IG Yields
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Figure 3: IG Spreads vs. Treasury Yields
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US Daily Market Pulse
Primary Market Recap

US IG and HY issuance stood at $11.95 bn and $3.12 bn respectively. LL issuance
stood at $4.6bn. HY pipeline on LCD is estimated at $35bn, of which $3.2bn is
expected to be priced this week. LL pipeline on LCD is forecasted at $19bn, of
which $1.6bn is expected to be priced today.

Secondary Market Recap

Credit indices closed flat to marginally wider (US BIG +1bp, US HYCP +1bp, CDX
IG unch, CDX HY unch, LL unch). TRACE data showed $693mn (1.1 Sell/Buy ratio)
of client selling in IG and $48mn (0.97 S/B ratio) of client buying in HY.

In IG, all sectors widened with Materials (+1.8bps) leading the underperformers.
Communications (+4.3bps) widened the most while Consumer Disc. (-2.2bps)
tightened the most in HY.

For IG, client buying was most prevalent in the Technology sector (0.96 S/B ratio)
and in 3 -7 yr (0.96 S/B ratio) maturity bucket. Client selling was most
concentrated in the Materials sector (1.5 S/B ratio), and in the long end of the
curve (1.5 S/B ratio).

For HY, client buying was most prevalent in the Consumer Discretionary sector (0.9
S/B ratio), and in Bal1-Ba3 (0.9 S/B ratio) rated bonds. Client selling was most
concentrated in the Utilities sector (1.1 S/B ratio), and in Caal1-Caa3 (1.1 S/B ratio)
rated bonds.

Figure 4: Things to watch

Time (EST) Event Survey UBS Est. Prior

8:30 AM Initial Jobless Claims (Nov 8) 280k 278k 278k

8:30 AM Continuing Claims 2,349 2,348k

10:00 AM JOLTS Job Openings (Sep) 4,800 4,835

2:00 PM Federal Budget (Oct) -$111.78 -$91.0B

Source: UBS, Bloomberg
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EU: All that glistens IS credit

Finally, we're there. We now have the lowest spread levels since the crisis peak (Q1
2009) for IG non-financial corporates, as measured by the iBoxx index (B+101.7bp).
They're lower in HY too, but here it's more about the retracement - by 50%, of the
weakness we saw in Q3 this year. Returns in HY are ratcheting higher as a result, now
up at 5.5% YTD and it's beginning to look respectable for the asset class after that
quite difficult summer. That's the nuts and bolts of it. The focus today was on the
primary markets and the sluice gates opened with a deluge of issuance. There was
something for everyone. T2 insurance paper, a corporate hybrid, high and low beta IG
corporates and senior bank deals swamped a product hungry investor base. That ought
to have put a cap on the squeeze in spreads given investors were distracted by the
heavy supply, but in reality it didn't, and we look for the iBoxx index to edge lower and
closer to that B+100bp level. Equities may have been notably weaker, and gowvies
caught a bid but it passed us by. The mood has changed quite noticeably in the
corporate bond market. Even the HY cash market was better bid despite the stock
market being down 1.5% and those indices blindly following them higher (X-Over
+8bp). High cash balances, fear, greed, performance and the herd instinct are all
making this a rather joyous grabfest into year-end.

So, deals galore met with the usual response. They were gorged on. The pick of the
bunch of the corporate deals was the Gas Natural hybrid. The Ba1/BB+ rated structure
offered a final yield of 4.125% and met with a tremendous interest given that yield is
otherwise unachievable in the plain vanilla high yield market - and the group raised
€1bn from their efforts. At the low beta end of the market, Total (Aa1/AA) raised a
combined dual-tranche €1.85bn in a 5-year floating format (3mE+30bp) and 10-year
fixed at midswaps+45bp; both priced at the tighter end of the initial price talk. BG
Energy (A2/A-) raised a combined €1.575bn with an 8-year at midswaps+50 and a 15-
year at midswaps+85bp. For these IG deals, the long BG Energy deal was the sole 2-
handle coupon offering. In financials, we had three plain vanilla senior deals from
Lloyds Bank (7-year at midswaps+48bp, €1.5bn), Danske Bank (4-year FRN at
3mE+38bp, €1bn) and Morgan Stanley (5-year FRN at 3mE+73bp for €1.25bn). The
Lloyds deal (Opco, A1/A) was very cheap even after the spread was tightened by 12bp
versus initial price talk. They paid +24bp for a 2-year extension (with 19s at
midswaps+24bp). CNP Assurance gave us some extra juice in a T2 PNC10 €500m
transaction at midswaps+310bp. Aareal Bank announced plans for an AT1 issue while
SAP and Pirelli were also looking to get deals away in the near future.

So, in the secondary market, the corporate market was better bid (1-2bp) amid little
real visibility. Still, performance YTD will rise as underlying yields fell and spreads
tightened a touch. The follow through was clear in higher beta sectors where the
corporate hybrids moved up to a quarter of a point higher — and here we some decent
two-way activity. CoCos were flattish to a small down in price and this was the only
sector to follow stocks and the iTraxx indices. Main was up at 64bp (mid, +1bp versus
the open) while X-Over went up at 349bp (+9bp). The 10-year bund yield dropped to
0.8%, the 4-year went negative and the 5-year down at 10bp. All of this on the back
of low growth and inflation for longer musings again from a central banker (Carney at
the BoE). Of course corporate bonds retain their lustre!
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Figure 5: Market Update

Spreads (bp) Yields (%)
Current 1d chg 1w chg 1m chg Current 1dchg 1wchg 1Tmchg
us Cash usiGg 121 1 2 8 3.05 0.00 0.02 0.14
US Fin 108 0 0 6 2.67 -0.01 0.01 0.13
US Non Fin 128 1 3 9 3.19 0.01 0.03 0.14
Us HY 456 1 1 -33 5.87 0.00 0.00 -0.35
CDS CDX IG 64 0 -1
CDX HY ($) 107.1 0.0 0.2 2.0
Equities* S&P 500 2,038 -0.1% 0.7% 6.9%
VIX 13 0.8% -8.1% -38.7%
Treasury 10y UST 2.37 0.01 0.03 0.09
EU Cash iBoxx € Corp 101 0 -4 -7 1.42 -0.02 -0.05 -0.08
iBoxx € Fin 110 0 -4 9 1.42 -0.01 -0.04 -0.10
iBoxx € Non Fin 96 0 -5 1.43 -0.01 -0.04 -0.06
iBoxx € HY 402 = -16 -39 4.22 -0.02 -0.16 -0.40
CDS iTraxx Main 64 1 -2 -6
iTraxx Crossover 349 9 -7 -18
iTraxx Fin Snr 65 2 -2 -2
iTraxx Fin Sub 147 -1 -1 -18
Equities* € Stoxx 3,047 -1.8% -1.4% 1.9%
Treasury 10y Bund 0.81 -0.02 -0.02 -0.08
10y UKT 2.19 -0.04 -0.07 -0.02
Asia Cash JACI 254 0 1 -4 4.66 0.00 -0.03 -0.06
CDS iTraxx Asia ex Japan IG 106 1 1 -13
Source: UBS, Bloomberg, Markit, Yieldbook; Data as of COB Y'day.
Figure 6: Credit Index Skew
12-Nov-2014 Skew*
Index Current 1dchg  1wchg 1m chg
CDX IG -6 0 -1 -2
CDX HY ($) $0.1 -$0.1 $0.0 $0.5
iTraxx Main -2 1 0 -2
iTraxx XO -1 5 2 4
Fin Snr 3 1 0 2
Fin Sub 5 -2 -4 -6
iTraxx Asia ex Japan IG 8 1 -1 -8

Source: UBS, Markit; *Skew=Index-Intrinsic;
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Figure 7: CDS Sector Movements

11-Nov-2014 DX 1G CDX HY iTraxx MAIN iTraxx XO
Sector Changes (bp) # Avg 1d Twk Tm # Aug 1d Twk m # Avg 1d 1wk Tm # Avg 1d 1wk 1m
Consumer Discretionary 32 66 0 -1 8 36 820 4 -18 79 21 63 -1 -4 3 14 449 -8 -16 -26
Consumer Staples 13 94 0 - 5 6 227 1 -16 245 19 76 -1 -3 -2 6 467 6 2 -12
Energy 9 125 0 5 -7 6 537 -2 =T 83 6 5 -1 0 3 1 239 -2 -16 3
Financials 20 77 0 11 3 13 346 1 -10 12425 63 -1 4 -5 2 419 -9 -17 -39
Health Care 0 39 0 -1 7 4 253 2 27 -4 3 3 0 -1 -3 3 540 -4 -11 -30
Industrials 16 34 0 -1 77 222 0 -17 4 %6 67 -1 -4 -5 21 333 -7 -15 -21
Information Technology 7 87 -1 2 -14 11 298 0 5 -1 2 8 3 -7 10 4 232 6 -26 -4
Materials 10 116 0 1 3 10 262 1 -3 -25 8 8 -1 -1 S5 o1 461 4 -6 -22
Telecommunication Services 2 48 0 3 5 4 286 0 9 5 1M 5 -1 8 11 265 -6 -14 -14
Utilities 6 43 0 -2 -11 3 257 2 -10 49 14 64 -1 -2 -5 2 432 3 0 95
Total/Theoretical Sprd 125 71 0 0 -5 100 342 0 -5 33 125 65 -1 -3 -4 75 345 -6 -16 -22
Source: UBS, Markit
Figure 8: Daily CDS Winners/Losers

WINNERS LOSERS
Issuer 1dchg 1wkchg 1mchg Issuer 1dchg 1wkchg 1mchg
CDX (IG) CDX (IG)
CVS Caremark 25 -4 -1 -7 Ford Motor Company 116 +2 +1 -1
Avnet 87 -1 -4 —24  Halliburton Co 54 +2 +0 +4
Block Financial 136 -1 -7 —-18  Darden Restaurants 177 +1 -9 +5
Arrow Electronics 77 -1 -6 —-25  Comcast 34 +1 = —6
Computer Sciences 130 -1 +1 —16  Devon Energy 86 +1 =14 -16
CDX (HY) CDX (HY)
First Oil 1,699 -18 +8 +22  Caesars Entmnt 11,735 +127 —459 +5,284
Toys R Us 1,911 -13 -79 —182  RadioShack 4,720 +53 +130 -1,943
Boyd Gaming 415 -3 -23 —-100  Polyone 180 +7 -18 87
MBIA Insurance 939 -3 +73 +67  Liberty Media 251 +4 +3 11
Calpine 299 -3 -12 =37 CIT Group 167 +4 -2 -13
iTraxx (Main) iTraxx (Main)
STMicroelectronics 120 -6 -1 +24  Pearson 58 +0 -2 -6
Wendel 105 -4 -14 -10  Solvay 58 +0 = —4
Vodafone Group 60 -4 -7 -11  Bayer 34 +0 -2 -5
Intesa Sanpaolo 76 —4 -6 =12 ISS Global A/S 76 +0 +2 +2
PostNL NV 123 -4 -4 +25  Nestle 24 +0 +1 +1
iTraxx (XO) iTraxx (XO)
New Look Bondco | 337 51 -53 +0  Stretford 79 747 +50 +70 +56
Abengoa 689 =21 +26 +164  Public Power Corp Fin 741 +9 +11 +208
Grupo Isolux Corsan Fin 638 -21 -15 +58  Hema Bondco | B.V. 843 +7 +60 +50
Lock Lower Holdings 637 14 -18 —41  Premier Foods Finance 691 +5 =5 —58
Matalan Finance Plc 766 -13 +0 —-88  Norske Skogindustrier 2,556 +3 -5 +73

Source: UBS, Markit; Data as of 11t Nov
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Figure 9: Today's Earning Releases

Time* us Estimate Guidance Time* Europe Estimate Guidance
Bef-mkt Helmerich & Payne Inc 1.67 Bef-mkt Tyco International Ltd 0.56 0.55
Bef-mkt Viacom Inc 1.68 5:45 AM Koninklijke Ahold NV 0.21
Bef-mkt RCS Capital Corp 0.43 6:00 AM RWE AG 0.06
Bef-mkt CDK Global Inc 6:00 AM KBC Groep NV 0.91
7:00 AM  Kohl's Corp 0.74 6:00 AM K+S AG 0.26
7:00 AM  Wal-Mart Stores Inc 1.12 6:00 AM Merck KGaA 1.17
Aft-mkt Nordstrom Inc 0.71 6:30 AM Aegon NV 0.12
Aft-mkt Applied Materials Inc 0.27 0.27 6:30 AM Solvay SA 1.73
7:00 AM GDF Suez 0.37
7:00 AM London Stock Exchange Group PLC 0.52
- Sodexo SA 3.41
- SABMiller PLC 1.27
-- Trevi Finanziaria Industriale SpA
- Anima Holding SpA 0.08

Source: UBS, Bloomberg *US Time Zone — EST and Europe Time Zone — London Time; Amounts in local currency
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Figure 11: Yesterday's Global Corporate Bond Issuance

Principal (mm)  Issuer Cpn (%) Maturity Moody's S&P Spd (bp)
11,950 USD Investment Grade

1,750 Gilead Sciences Inc 3.500 2/1/2025 A3 NA 115
1,750 Gilead Sciences Inc 4.500 2/1/2045 A3 NA 145
1,500 Phillips 66 4.875 11/15/2044 A3 NA 190
1,000 Phillips 66 4.650 11/15/2034 A3 NA 165
800 Sunoco Logistics Partner 5.350 5/15/2045 Baa3 BBB 230
750 Volkswagen Group America 2.450 11/20/2019 A3 NA 85
750 Volkswagen Group America 1.600 11/20/2017 A3 NA 65
600 Canadian Natl Resources 3.900 2/1/2025 Baal NA 155
600 Canadian Natl Resources 1.750 1/15/2018 Baal NA 80
500 Volkswagen Group America FRN 11/20/2017 A3 NA NR
500 Gilead Sciences Inc 2.350 2/1/2020 A3 NA 75
300 Avalonbay Communities In 3.500 11/15/2024 Baal NA 123
300 Duke Realty Lp 3.750 12/1/2024 NA NA 153
300 Paccar Financial Corp 1.400 1111712017 NA NA 45
250 Tanger Properties Lp 3.750 12/1/2024 Baal NA 145
200 Sunoco Logistics Partner 4.250 4/1/2024 Baa3 BBB 155
100 Fulton Financial Corp 4.500 11/15/2024 Baa2 NA 220
3,115 USD High Yield

800 Ally Financial Inc 3.750 11/18/2019 B1 NA NR
600 Sm Energy Co 6.125 11/15/2022 Ba2 BB 394
540 E*Trade Financial Corp 5.375 11/15/2022 Ba3 B+ 319
425 Isis Pharmaceuticals Inc 1.000 11/15/2021 NA NA NR
350 Kennedy-Wilson Inc 5.875 4/1/2024 B2 BB- 329
225 Audatex North America In 6.125 11/1/2023 Ba3 BB- 320
175 Audatex North America In 6.000 6/15/2021 Ba3 BB- 315
8,472 EUR Investment Grade

1,500 Lloyds Bank Plc 1.000 11/19/2021 NA NA 80
1,250 Morgan Stanley FRN 11/19/2019 Baa2 A- NR
1,000 Gas Natural Fenosa Finan 4.125 11/30/2049 NA NA NR
1,000 Total Capital Intl Sa FRN 3/19/2020 Aal NA NR
1,000 Danske Bank A/S FRN 11/19/2018 Baal NA NR
850 Total Capital Intl Sa 1.375 3/19/2025 Aal NA 69
800 Bg Energy Capital Plc 2.250 11/21/2029 A2 NA m
775 Bg Energy Capital Plc 1.250 11/21/2022 A2 NA 77
297 Pt Jersey Ltd 0.500 11/19/2019 NA NA NR
325 EUR High Yield

225 Alize Finco Plc 6.250 12/1/2021 NA NA 655
100 Alize Finco Plc FRN 12/1/2021 NA NA NR
150 GBP Investment Grade

150 Standard Chartered Bank FRN 11/20/2015 NA NA NR
0 GBP High Yield

NA

Figure 10: 2014 YTD Issuance
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Figure 12: USD - IG Monthly Issuance

Figure 13: USD - HY Monthly Issuance
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Figure 14: EUR - IG Monthly Issuance

Source: UBS, Bloomberg

Figure 15: EUR - HY Monthly Issuance
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UBS Global Credit Strategy and Research: Rating Definitions
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are rated on one or both criteria shown below, and specific securities may be recommended as well.

UBS Terminology Time Horizon Definition

Issuer Ratings

. . 3 Up to 12 UBS' assessment of a company's
Credit Rating AAA, AA, A, BBB, BB, B, CCC, CC, C (+/-) months creditworthiness
o ) . Upto6 UBS' expected trend in a company's
Outlook Positive; Stable; Negative months creditworthiness

Security Recommendations

Bond . . Upto3 A corporate bond's expected relative
Recommendation Outperform; Marketperform; Underperform months performance versus a defined reference
CDS — , Upto3 Recommendation to hedge a company's
Recommendation Buy Protection; Sell Protection months creditworthiness

Note: Recommendations for periods under 3 months are defined as 'Tactical', as in Tactical Outperform or Tactical
Underperform. The UBS credit rating may be modified by the addition of a plus (+) or minus (-) sign where applicable to
show relative standing within the major categories.

Source: UBS
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