INVESTMENT
GRADE CREDIT

RETURNS

The outlook for Australian investment grade credit in 2025 remains strong, supported
by healthy corporate balance sheets and a supportive economic backdrop. Combined
with elevated yields and a steeper yield curve, these factors should continue to attract
inflows into credit markets.

By Roy Keenan, Co-Head of Australian Fixed Income.

2024 recap: Volatility leads to opportunity

At the start of 2024, we anticipated a ‘higher-for-longer’ environment, which would be the 2025
favourable for investment returns in Australian credit. This view proved correct, with the outIOOk
Reserve Bank of Australia (RBA) holding the cash rate steady at 4.35% and investment grade .

credit generating equity-like returns. hybrlds

Throughout the year, market volatility, driven by expectations of interest rate movements,
created opportunities in duration management, yield curve positioning, and credit strategy
(refer Chart 1).

Chart 1 — One year Bank swap rate

46
45
44
43
42
4.1

4
3.9
3.8

Source: Bloomberg — December 2024

“‘YARRA

1 yarracm.com CAPITAL MANAGEMENT



Interest rates and the outlook for 2025

Interest rate movements play a crucial role in determining credit spreads because they
affect the overall cost of borrowing and the yield environment for fixed income securities.
Over the past year, we observed a noticeable shift in investor behaviour towards Australian
credit, marked by a widening of the inverse relationship between spreads and interest rates.
This volatility has driven investors to prioritise yields over spreads, such as CBA Tier 2,
offering yields around 6% despite narrower credit spreads at that time (refer Chart 2). For
some investors, yields appear to have taken precedence over credit spreads as a primary
consideration.

Chart 2 — CBA Tier 2 ASW spread vs Australian 10-year government bond yield
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Looking ahead to 2025, we expect the RBA to cut rates four times, bringing the cash rate to
3.35%. This reduction in rates should support strong returns in investment grade credit,
though the ‘higher-for-longer’ rate environment will persist. Despite rate cuts, rates will
remain elevated compared to the near-zero rates seen during the pandemic.

Maybe a rotation is taking place

The fixed income market continues to attract significant new inflows, a trend that we expect
to continue into 2025. One of the key drivers of this influx is the relative yield advantage
offered by fixed income compared to equities. For example, US BBB credit currently provides
a 1.8% yield premium over the S&P 500, while Australian BBB rated credit offers a yield
premium of approximately 0.7%. Yield premiums such as these often indicate that equities
may be overpriced—a signal that has historically preceded challenging periods for equity
markets.

“‘YARRA

2 - yarracm.com CAPITAL MANAGEMENT



Chart 3 — Fixed Income yields are compelling

10
e S&P500 Earnings Yield

9 = |JS BBB Yields

4

3
S SR R N o R\ O\ SN NN N NI L)

eOA %O\\ éoA %OA %O\\ éoA eo %O\\ éoA eOA %O\\ éoA' QOA/ %O\\' éoA' QOA/

Source: Bloomberg & YarraCM — November 2024

Return of corporate hybrids

Corporate hybrid issuance, which has been subdued in recent years, is expected to see a
resurgence in 2025. Companies like Scentre, ANZ, and Ampol began re-entering the hybrid
market in late 2024, offering attractive yields for investors (refer to Chart 4). Corporate
hybrids, which combine features of debt and equity, offer issuers a versatile funding tool
while providing investors with yields 1.7 to 2.0 times higher than senior credit spreads.

These instruments are likely to play an increasingly important role in funding capital-
intensive projects, particularly those related to the energy transition. However, issuer credit
quality remains paramount when navigating this space.

Chart 4 — Recent corporate hybrid deals have been attractive
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Navigating the AT1 transition

One of the most significant surprises in 2024 was the Australian Prudential Regulation
Authority’s (APRA) decision to phase out AT1 hybrids issued by banks.

While this move disappointed market participants, the planned transition of $44bn worth of
AT1 securities to Tier 2 capital by 2032 is generally seen as manageable (refer Chart 5).

Chart 5 — AT1-Redemption Profile to 2032 (ASbn)
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A key consideration is whether the transition of certain AT1 securities issues in 2025 and
2026 will be allowed to roll out to 2031/32. According to APRA's letter dated 9 December
2024, banks with surplus AT1 up to 1 January 2027 are expected not to issue new AT1
securities. All banks will need to submit plans to APRA by 31 March 2025. If rolling of AT1
securities does occur in 2025 or 26, investors may find opportunities to purchase these
securities at attractive credit spreads.

Strong returns ahead in 2025

Australian investment-grade credit remains well-positioned for another strong year in 2025.
A supportive macroeconomic environment, easing monetary policy, and healthy balance
sheets should provide a solid foundation for continued credit market growth. As households
remain resilient and investor interest in credit grows, we anticipate that the “good times” for
Australian credit will roll on through 2025.

Contact us

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

Level 19, 101 Collins Street
Melbourne VIC 3000

Dﬁ 2025 to be an exciting time for Australian investment-grade credit.

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
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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
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, 2024.
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