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Investment-grade bonds, year-to-date, in both
USD and EUR have lagged behind money
market and high-yield bonds. Tight spreads at
the end of 2023 and aggressive pricing of
Treasuries in anticipation of a Fed rate-cutting
cycle contributed to this underperformance.

High-yield bonds have outperformed,
supported by a strong risk-on environment.
Equity market gains were a key driver of high-
yield performance, and the relatively short
duration of these bonds helped them withstand
Treasury market volatility.

Emerging  market bonds have  also
outperformed, benefiting from significant
spread tightening. EM high-yield bonds, in
particular, delivered strong double-digit
returns, with notable contributions from
Argentina and African markets.
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Current State of the Bond Market
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Historical Spreads
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Long-term Returns
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Long-term bond returns are primarily driven by yield to
maturity, interest carry, and the compounding effect—
not price appreciation. Currently, yields to maturity
remain historically attractive —even in a low spread
environment—offering compelling opportunities for
long-term investors.
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FI Sectors Performance During Rate Cut Cyecles
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High yield bonds have consistently outperformed
investment-grade bonds during rate-cutting cycles. This
outperformance is due to monetary easing—which
lowers default risk—and the higher carry yields of high
yield bonds that boost returns in risk-on environments.

Emerging market bonds have shown strong
performance in recent rate-cut cycles. In the 1990s, EM
bonds were a nascent asset class with limited issuers
and high spreads, offering significant yield premiums
that contributed to their exceptional performance. Over
time, EM bonds have become more attractive due to
higher carry yields, increased transparency, and
improved governance. These factors, combined with
ample global liquidity, have allowed EM bonds to
outperform equities and developed market bonds, even

during periods of crisis.
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Economic Factors: Inflation
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US Fiscal Policy — Still Inflationary
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Distribution of US Government debt maturities, Bloomberg
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Monetary policy — Still in the Post-COVID Era
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USD Yield Curve: Consensus forecasts suggest a strong case for bull steepening in the USD yield curve
over the next several years, driven by expected rate cuts at the short end while longer-term yields remain
more stable.

EUR Yield Curve: In contrast, forecasts for the EUR yield curve indicate marginal tightening, with
noticeable changes primarily in money market rates, reflecting expectations of dovish ECB policies that
are already largely priced in.
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FED Dots and Forecasts
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* FED's Changing Projections: Since June, the Fed has lowered its end-2025 rate projection from 4% to
3.4%, even though economic indicators have remained stable. This may reflect the Fed’s data-driven
approach or a shift in their economic outlook.

* Market Skepticism: The Treasury yield curve and futures market remain skeptical, pricing in higher
rates—3.75% by the end of 2025 and 3.6% by the end of 2026.
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Historical Inflation and Rates
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FED's Dual Mandate: The Federal Reserve operates under a dual mandate of Price Stability and Labor Market
Support.

* Historical Trends: When focused on Growth Support, the median spread between the FED rate and the PCE index averaged
around -100 bps. In periods aimed at Inflation Control and Economic Stabilization, the spread was approximately +250 bps.
The current spread of 230 bps aligns well with historical data.

* Current Outlook: With the U.S. economy showing strength and unemployment around 4%, it may be reasonable to expect
the FED rate to sit about 2% above the PCE index in the near term. This suggests that current FED forecasts could be overly
optimistic about the rate cut cycle if inflation remains at current levels.
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Sector positioning: Developed Market Bonds

* Inthe current environment of low spreads, fixed-income markets are highly sensitive to any risk-off shifts or
volatility in base rates. Under a stable economic scenario, interest carry may become a key driver of returns in
the fixed-income space.

 Money Market Exposure: We like exposure to the money market and short duration in general as it offers
safety, a higher interest carry and provides flexibility to capitalize on tactical opportunities.

* Duration Positioning: We begin to favour extending duration by increasing exposure to 3-6 duration year bonds.
This allows to lock in current high yields and positions us well for a potential “bull steepening” scenario.

* High-Yield Bonds: Developed market high-yield (HY) bonds provide attractive carry and historically high yields
for dedicated fixed-income investors. However, as equity risk drives HY returns, we prefer U.S. equities over U.S.
HY bonds for multi-asset portfolios due to greater upside potential. In Europe, we favour EUR HY bonds over EU
equities, given the stagnating EU economy and the dampening effects of Trump’s protectionist policies.

 EUR Market Focus: Within the EUR space, we see value in South European exposure, where economic growth is
stronger than in Germany and France.
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Sector positioning: Making the case for EM markets

. * Outperformance in Key Scenarios: EM bonds

Why We like EM bonds? have historically outperformed DM bonds
during rate-cutting cycles and in "Goldilocks"

" ——Global scenarios.

2 US.

¢ ——Europe * Higher Yield and Carry: EM bonds offer more

z ——Emerging attractive yield and carry than DM bonds,

markets

Default mte (%)

appealing to income-focused investors.

Y - Lo = A « Stronger Fundamentals: EM issuers generally
0 —S = T T T T T T T T T T T T T T T T T T T 1 .
£ 255222800982 3588 3 3 have stronger fundamentals than DM high-
ER A 553335555333 ¢% E 53 P yield issuers with similar ratings, reflected in
Trailing 12-month speculative-grade default rates, S&P Global ratings lower default rates.

* Diverse Alpha Opportunities: EM markets
provide a range of alpha-generating
opportunities for fixed-income investors,
supported by current liquid environments.
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