THERE'S
GREAT INTEREST

IN BONDS

Irrespective of how 2024 plays out for the economy and markets, fixed income will
continue to play an important role in investor portfolios. With risk-free yields near 5%,
fixed income is likely to contribute to returns rather than detract. By Darren Langer
(Co-Head of Fixed Income) and Jessica Ren (Investment Manager), Yarra Capital
Management

The three potential outcomes for the year ahead

Global central banks have raised interest rates between 400-500 basis points over the past
two years to combat rapid rising inflation, post-quantitative easing. With inflation coming off
multi-decade highs and seemingly on track to reach central bank targets, most have paused
interest rate hikes, and the market view is that global bond yields have most likely peaked.
The exact timing or magnitude of any rate cut will be dependent on the economic conditions
at the time, however past cycles confirm that rate cuts in 2024 are possible (refer Chart 1).

Chart 1 — Months for central banks to cut interest rates after the peak in cash rate
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In this note, we look at the three potential scenarios for the year ahead, assess the likelihood
of each.
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Table 1 — Potential outcomes in 2024

Scenario Summary Probability (%)

1 — More hikes to come If inflation and employment remain 20
elevated there is potential for further
hikes, although the magnitude is likely
to be significantly smaller than
observed in the past year.

2 — Soft Landing If inflation continues to moderate, 30
employment remains firm and
consumer spending is strong, rates
could remain on hold for 2024.

3 — Hard Landing If inflation moderates, unemployment 50
rises and consumer spending declines
significantly. Rate cuts would be an
almost a certainty, with their
magnitude dependent on how deep a
recession the economy falls into.

Scenario one: More hikes to come

The major risk to bond markets would be if inflation and employment growth remain
elevated over the first half of 2024, leading central banks to resume rate hikes under the
view that they have not done enough monetary tightening. Should that occur, the magnitude
of rate hikes would be significantly smaller than what we saw over the past 1-2 years.

We still attribute a low likelihood (20%) for this to occur, as we believe interest rates are high
enough to curb inflation growth and slow the economy. If central banks continue to hike
rates, we believe it will significantly increase the risk of a hard landing, leading to rate cuts
sooner in 2024 than currently expected by markets. Domestically, the RBA also appears to
be a reluctant hiker and we believe that they felt the Melbourne Cup Day hike was necessary
only because of an upward revision in the central bank’s forecasts.

It is not our central case for future hikes in Australia unless the RBA's forecasts change
significantly (next updated forecasts will be released in February 2024).

Scenario two: Soft landing

The ideal scenario for all central banks would be for inflation to moderate and fall towards
target, but for employment and consumer spending to remain strong. If this were to occur,
we would see interest rates remaining on hold for a sustained period into late 2024. We
attribute a slightly higher likelihood (30%) of this occurring, as past employment and retail
sales data suggest some resilience in the economy.

Below we examine some key economic indicators in a few relevant economies and map out
whether the latest data releases are strengthening or weakening, and whether the trend is
accelerating or decelerating.

Table 2 — Key economic indicators in relevant economies
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If central banks
continue to hike
rates, we believe
it will
significantly
increase the risk
of a hard
landing.
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Economic conditions overall are clearly weakening, however some resilience is still seen in
Retail Sales, which could remain strong as we head into the holiday season.

Households have also benefited greatly from a prolonged period of near zero interest rates,
while the build-up of savings buffers to provide protection from the rapid rise in interest
rates has not been uniform. The danger to this is that monetary policy acts with a lag. Once
those buffers dry up, the economy may fall into recession quicker than monetary
policymakers expect. The major economies of the world are also highly interlinked; a
recession starting in a major trading partner (e.g. the US or China) can send rippling effects
across the global economy.

Scenario three: Hard landing

The largest risk to the global economy at present is for global central banks to have
overtightened interest rates, causing inflation, employment, consumer spending and
confidence — as well as economic growth — to plummet, causing a recession.

Policymakers are then more likely to cut interest rates, with the size of the cut dependent on
how deep a recession the economy falls into. A moderate recession could see central banks
cut interest rates by 50-100 basis points, while a hard recession could see that figure
increase to 300 basis points. We attribute a high likelihood (50%) to this scenario given,
historically, an overtightening of policy rates is so often a precursor to recession. The cracks
in the economy are indeed starting to form, with US Bankruptcies at their highest since the
pandemic in 2020 (refer Chart 2).

Chart 2 — US bankruptcy filings by year
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Similarly, if a recession occurs in other countries this is likely to impact bankruptcies on a
global scale.

Outside of the economic outcomes, geopolitical issues remain a major risk as they make it
difficult to predict how markets will react to any instability. The tensions in Ukraine still have
not abated even though the initial shock to global growth and inflation has. The unrest in
Gaza and Israel also has the potential to tip the Middle East back into major global conflict.

Where are the opportunities in 2024?

Bonds have traditionally provided investors with compelling yields and diversification
against risky assets. The past two years have been the exception, with central banks’
interference in bond markets impacting returns. The outlook for fixed income, however, has
become more positive, meaning now is an opportune time to hold active fixed rate bonds.

The most interesting aspect at present is the balance between risk-free yields and spreads.
Since the Global Financial Crisis (GFC) (and even prior), high-grade markets have seen
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either: (1) high yields and low spreads; or, as in recent times, (2) ultra-low yields and higher
spreads. It has been rare for both scenarios to contribute meaningfully to overall portfolio
returns. However, with the lift in outright yields we have seen credit spreads also remain
elevated, and thus both factors are now positively contributing to returns. A meaningful
allocation to spread exposure will result in some high-grade securities yielding closer to 6%.
This provides significant opportunities for active managers to rotate portfolios, even if rates
remain at current levels for longer than expected.

Another critical opportunity for core fixed income managers is the ability to utilise interest
rate duration positioning to produce capital gains for portfolios should yields fall.

How are we positioned?

Heading into 2024, we feel the risks are more skewed to steeper yield curves and lower
yields as shorter maturity rates begin to price in cash rate cuts. As ever, the timing is tricky,
particularly if we see higher yields in the early part of the year. If that occurs, the risk of
central banks overtightening becomes more pronounced, which could see cash rates fall
faster in the back half of 2024.

Spread markets may widen, particularly if we see a recession, but we primarily see
idiosyncratic risks in credit markets rather than broad systemic risks (as occurred during the
GFC). As such, we are holding shorter maturity credit since that is well protected against
higher spreads. We also favour holding 12—15 year semi-government bonds given elevated
yields, but also because of the attractive spread dynamics in that part of the curve.

Irrespective of what 2024 brings, fixed income will continue to own an important role in
investor portfolios. With risk-free yields at near 5%, fixed income is likely to be a contributor
to returns, rather than a detractor. Given the significant uncertainty of how 2024 will play
out, remaining nimble in sector allocation will be an important driver of excess returns.

Contact us

Call: +61 2 8072 6300
Email : sales.au@yarracm.com

Level 19, 101 Collins Street
Melbourne VIC 3000

Dﬁ Bonds will play an important role in investor portfolios in 2024

Yarra Funds Management Limited (ABN 63 005 885 567, AFSL 230 251) (‘YFM') is the issuer and responsible entity of a range of
registered managed investment schemes, which includes those named in this document (‘Funds’). YFM is not licensed to provide
personal financial product advice to retail clients. The information provided contains general financial product advice only. The
advice has been prepared without taking into account your personal objectives, financial situation or particular needs. Therefore,
before acting on any advice, you should consider the appropriateness of the advice in light of your own or your client’s objectives,
financial situation or needs. Prior to investing in any of the Funds, you should obtain and consider the product disclosure
statement (‘PDS’) and target market determination (‘TMD’) for the relevant Fund by contacting our Investor Services team on 1800
034 494 or from our website at www.yarracm.com/pdsupdates/. The information set out has been prepared in good faith and
while Yarra Funds Management Limited and its related bodies corporate (together, the “Yarra Capital Management Group”)
reasonably believe the information and opinions to be current, accurate, or reasonably held at the time of publication, to the
maximum extent permitted by law, the Yarra Capital Management Group: (a) makes no warranty as to the content’s accuracy or
reliability; and (b) accepts no liability for any direct or indirect loss or damage arising from any errors, omissions, or information
that is not up to date. No part of this material may, without the Yarra Capital Management Group's prior written consent be copied,
photocopied, duplicated, adapted, linked to or used to create derivative works in any form by any means.

YFM manages the Fund and will receive fees as set out in the PDS. To the extent that any content set out in this document
discusses market activity, macroeconomic views, industry or sector trends, such statements should be construed as general
advice only. Any references to specific securities are not intended to be a recommendation to buy, sell, or hold such securities.
Past performance is not an indication of, and does not guarantee, future performance. Information about the Fund, including the
relevant PDS, should not be construed as an offer to any jurisdiction other than in Australia. With the exception of some Funds
that may be offered in New Zealand from time to time (as disclosed in the relevant PDS), we will not accept applications from any
person who is not resident in Australia or New Zealand. The Fund is not intended to be sold to any US Persons as defined in
Regulation S of the US federal securities laws and has not been registered under the U.S. Securities Act of 1933, as amended.

References to indices, benchmarks or other measures of relative market performance over a specified period of time are
provided for your information only and do not imply that the portfolio will achieve similar results. Holdings may change by the
time you receive this report. Future portfolio holdings may not be profitable. The information should not be deemed
representative of future characteristics for the strategy. There can be no assurance that any targets stated in this document can
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be achieved. Please be advised that any targets shown are subject to change at any time and are current as of the date of this
document only. Targets are objectives and should not be construed as providing any assurance or guarantee as to the results
that may be realized in the future from investments in any asset or asset class described herein. If any of the assumptions used
do not prove to be true, results may vary substantially. These targets are being shown for informational purposes only.

© Yarra Capital Management, 2023.
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