Australian Credit: Strong

Fundamentals, Superior
Yields, Global Appeal

Australian investment grade (IG) credit looks to be an attractive risk/reward opportunity
heading into 2026. It still appears to be an environment whereby investors don’t need to
take a lot of risk to generate quality returns. Australia credit remains well placed to
generate inflows given its superior yield versus global peers.

By Roy Keenan, Co-Head of Australian Fixed Income

2025 recap: Strong capital flows amid geopolitical uncertainty

The year has been positive for IG credit, with a range of themes ranging from geopolitics, de-
dollarisation, to interest rates driving capital flows and yield.

Heading into 2025, we anticipated a positive year but were also concerned that the market
had underestimated the impact of US President Trump's election. Ahead of Liberation Day,
we increased our cash position and lengthened our interest rate duration. We were able to
take advantage of rising credit spreads by deploying cash to take profits on our interest rate
positions. This allowed us to generate positive returns during a negative period for markets.

On the whole, Trump's activities have been a positive for risk assets. Despite the US
economy having moved into a period of slower growth, with rising inflation and record
indebtedness, we've seen a focus for foreign investors on moving away from USD
denominated assets.

The Australian credit market has benefitted from this move, with Asian investors increasing
their exposure to AUD assets. We've seen a notable increase in Asian investors participating
in primary deals which has resulted in new Foreign and Domestic issuers coming to the
market. We are now the third largest credit market (by issuance) behind the US and Europe
(refer Chart 1).

Chart 1. Major Credit Market Issuance (2022-2025)
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Performance across the year has been largely driven by credit spread contraction and
interest rates. There were three Australian interest rate cuts across 2025, although we did
expect four at the start of the year. 2025 proves again that investors don't need to take a lot
of risk to generate quality returns in the current environment.

2026 outlook: diverging central bank policies, high credit quality and
capital flows

There's much to be positive about heading into 2026, with performance continuing to be
driven by interest rates and the flow of capital.

Growing divergence in central bank policy will be a key feature for the year ahead, with the
US continuing to focus on cuts while the market is pricing for some level of tightening in
Australia. We expect this divergence to flow through to the macro data, with Australian GDP
likely to be higher than the US by around 60bps. It's a similar story with Australian inflation,
which we expect will trend back to the middle of the RBA’s range across 2026, leaving room
for a cut, though we continue to operate in a higher-for-longer rates environment.

On the whole, the Australian investment environment is highly attractive. Australian short-
term rates are likely to be higher than the US which will be supportive for the AUD. We have a
stable political environment, higher growth and a lower inflation range compared with the
US. This should be supportive for capital flows into Australia, with domestic IG credit a likely
recipient of these flows given our high-credit quality and the attractive credit spreads on
offer. Australian IG credit offers superior risk-adjusted returns compared to offshore 1G

markets; for example, BBB rated credit offers an extra 46bps in credit spread compared to
the US for half the term risk (refer Chart).

Chart 2. US/AU Credit Spreads to Bonds (%)
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There's also a growing trend towards demand for income, particularly as Australia’s baby
boomers continue to transition into retirement, a theme that will continue for many years. It

will underpin support for products like high quality IG credit that can offer solid risk/return
attributes within a broader portfolio.

The ongoing phase out of AT1 hybrids

In the wake of APRA’s AT1 bank hybrid phase out there have been no domestic issuance of

these securities in 2025, although Australian Banks have increased their issuance of T2 in
preparation for the implementation of this policy in 2027. Foreign banks have filled the AT1
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void, however, with UBS and BNP Paribas issuing into the Australian market in 2025. We
expect more foreign banks to enter this market in 2026 to satisfy investor demand for AT1
and the higher yields these securities offer.

The ASX listed AT1 market today is around $39 billion and will still be in existence until
2032. While the secondary market for these securities has been trending tighter over the
past year, we still regard it as an investable universe that will offer opportunities over time.

Chart 3. AT1 Redemption Profile
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Continued appeal of the hybrid market

Australian Corporate Hybrid issuance continues to fill the void of the AT1 phase out. In the
last 16 months, there has been $11bn of issuance into this market. With new issuers
including Macquarie Airports, Aurizon, Lendlease and Dexus (refer Chart 4), these securities
offer an increase in diversification while offering an enhanced return compared to the
equivalent senior securities. We expect this trend to continue, particularly for those
companies linked to the energy transition which requires extraordinary capital expenditure
to support connectivity to existing infrastructure.

Chart 4. Corporate Hybrids Issuance since August 2024

12,000
M Issue Amount  m Outstanding

10,000
8,000
6,000
4,000
2,000 I I
n.d . d .
D

&)

& & S & & K &
CJOQ/Q V&Q ?9% \\0 'b(\gq @Q ?96" ée:\’,\g/ o\b\(\ ,.OQ,QO ?S(\ %Q%Q QQ:F
O & ,\:2* s <&
& & < >
QT N N2
W v

Source: YCM/Bloomberg — Dec 2025.

“‘YARRA

3 * yarracm.com CAPITAL MANAGEMENT



As this market continues to develop, we expect foreign issuers to emerge such as NextEra
Energy, a US company that issued into Australia in 2025. While we haven't seen US Al-
hyperscalers enter the Australian market as yet, it will be one to watch given this is another
area requiring significant capital raising to meet demand.

The best risk/reward opportunity in the market today

As with 2025, Australian IG credit offering upwards of 6% yield/income is an attractive
starting point leading into 2026.

While we see value in the market, we still believe now is not the time to head down the risk
curve, and remain happy to run slightly higher levels of cash heading into 2026. Our
expectations of lower rates in 2026 remain in place. We are happy to maintain some
exposure to lower rates, and still believe that yield curves will steepen in the coming years
as long dated bond yields move higher off the back of the US debt position and the likely
bond issuance that will follow.

Australian IG credit is well positioned for strong returns in 2026. It offers one of the best
risk/reward opportunities in the market today and, accordingly, capital flows are now starting to
follow.

Contact us

If you require further information, please contact
your relevant Business Development Manager.

Dﬁ 2026: quality returns without needing to take excessive risk.

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 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.
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