Rates outlook — The calm

after the storm

By Darren Langer, Co-Head of Australian Fixed Income, and Jessica Ren,
Investment Manager

2025 has continued the run of extreme volatility in markets we have seen since the COVID
outbreak. At the end of 2025, slightly higher inflation, stable unemployment and a lack of

urgency from the Reserve Bank of Australia (RBA) to continue easing interest rates should
help markets return to a period of relative calm in 2026.

Despite the turbulence we saw over the past year, the economy has held up better than we
had expected. Inflation has eased, unemployment continues to remain well below its 20-year

averages, and we saw the RBA deliver three rate cuts over 2025 which has taken some of
the pressure off Australian consumers.

This all suggests the RBA can afford to be patient for some time and they have suggested
they need more data and evidence that inflation is moving towards the midpoint of their 2-
3% target band before considering further changes to policy. The one thing that might force
the RBA’s hand is if unemployment were to deteriorate rapidly. With the full monthly CPI
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What stability means for investors bonds

Chart 1. Monthly Market Volatility
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We expect market volatility to trend lower in 2026 and fixed income investors should rejoice
at a period of stability, because it should make returns more predictable. Over the past two
years, a large portion of returns have been generated due to market volatility and interest
rate positioning. In lower volatility conditions, investors can rely on the surest thing in fixed
income: a steady stream of income!

Big swings in interest rates could make or break performance, but in a more stable rates
environment, we expect outperformance will come more from sector rotation, security
selection and income. Less surprises and a rosy economy mean that income should
dominate fixed income returns.

In terms of the cash rate, we think it could still be slightly lower in 2026, but more likely
towards the back end of the year. We don't expect to see any more moves to interest rates in
the near term while the RBA waits for more data — and they are probably inclined to wait as
long as possible. Even if we don't see any further rate cuts, interest rate increases are
probably a long way off and unlikely to be as destructive as in 2021 and 2022.

Steeper yield curves to play their part
Chart 2. Australian Government Bond Curve November 2025 vs July 2023
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The shape of the yield curve also tells a more encouraging story for fixed income investors.
In mid-2023, investors were barely compensated for taking on term risk (blue line). Today's
curve is much steeper (green line), which means owning longer bonds once again
compensates investors for taking term risk. A steeper curve offers higher income and better
yields and creates more attractive opportunities for investors that were absent when yield
curves were very flat. We expect the spread between the 3 and 10-year bonds to range
between 0.60% to 1.00% in 2026.

Why we like Australian fixed income better than global

Global diversification plays an important role in portfolio construction, but it also introduces
risks that are easy to overlook. Australia remains a AAA-rated sovereign with strong fiscal
discipline and one of the most stable economic profiles in the world. Sadly, the same cannot
be said for many of our global peers.
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In Chart 3 we compare some of the major investment grade countries using two measures,
budget deficit as a % of GDP (x axis) and government debt as a % of GDP (y axis). We define
the countries that have government debt over 100% of GDP and is also in a budget deficit as
being in the “naughty corner”. When we compare those countries to their allocation in the
Bloomberg Global aggregate fixed income index*', over 2/3s of the countries are suffering

from outsized debt and extremely weak fiscal positions (Chart 4). How exposed do you want
to be to those countries?

Chart 3. Government Finances and Ratings

The Naughty Corner!
250
® Japan A+

200
o
(=]
(O]
3¢
= 150 United States AA+ Italy BBB+
8 \ Canada AAA
k] France A+
g UKAA ~_® " _/—'{pain At
g 100 . Iy China A+
E>3 o— Brazil BB e— Finland AA+
8 India BBB ./— Gerrhany AAA

50 South Korea AA ~ — New Zealand AAA
) _/ %onesi h RBB—— Switzerland AAA
Mexico BBB+ o
Australia AAA Denmark AAA
— Sweden AAA
0
-10 -5 0 5 10
Budget Deficit (% GDP)

Source: YCM/Bloomberg, December 2025.

Chart 4. Global Aggregate Index — Country of Risk
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Source: YCM/Bloomberg, December 2025.

The Australian fixed income market looks much stronger in comparison, as Australia
maintains a healthier budget position, lower debt levels and a more stable policy
environment.

A key point for Australian investors allocating to global fixed income: hedging the currency
risk back into AUD removes the impact of foreign interest rate movements. Once hedged,
the portfolio is essentially taking on Australian interest rate risk and adding credit exposure
to countries that have weaker fiscal profiles. The diversification has provided no real
benefits given global bond indexes have largely underperformed domestic indexes in recent
years.

We are not suggesting that investors allocate completely away from global fixed income, but
understanding the trade-offs and the potential risks helps avoid any unexpected impacts. On
this basis, Australian fixed income looks like a better place to be given the current global
backdrop.

Bonds vs Equities: Mind the valuation gap

Chart 5: ASX vs Australian Government Bonds
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Another theme to keep an eye on is the widening gap between equity and bond valuations.
Since 2020, equity markets in Australia and the United States have continued to push higher
even as interest rates rose sharply. Bonds repriced significantly during the hiking cycle, but
equities have held on. Such a large gap is unusual historically and, in a world where fixed
income now offers solid yields and lower volatility it should help to dampen any shocks from
any reversal in equities should that occur.

With steeper yield curves, solid sovereign fundamentals and attractive valuations relative to
equities, Australian fixed income stands out as a compelling choice. In a world where global peers
face mounting fiscal challenges, Australia’s AAA-rated profile offers security and opportunity. For
investors seeking dependable returns and lower risk, 2026 could be the year income truly
dominates
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Contact us

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

Dﬁ As stability returns, will income take centre stage in 2026?

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.

© Yarra Capital Management, 2025.
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