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Actively managed credit portfolios could play an important role in coming years as rising rates
and tightening central bank liquidity bring volatility to debt markets, says Perpetual’s Vivek
Prabhu.

The US Federal Reserve is rapidly withdrawing economic support provided during the
pandemic and plans to remove the equivalent of US$95 billion a month in liquidity over the next
year.

“This quantitative tightening is the biggest withdrawal of liquidity from global financial markets
in history,” says Vivek Prabhu, Perpetual’s head of fixed income.

Tighter liquidity is already triggering volatility in markets and could represent the single biggest
risk to all asset classes, says Prabhu.

“Prior to the pandemic, the Fed's balance sheet was US$4 trillion. Prior to the GFC, it was less
than $UST trillion. After the pandemic, that balance sheet peaked at US$9 trillion in June last
year.

“They commenced quantitative tightening in June last year at a rate of US$47.5 billion per month
of bonds that they would allow to mature without being reinvested.

“In September 2022, it accelerated to US$95 billion per month and it's been on autopilot ever
since.”

Prabhu believes the speed and magnitude of this liquidity withdrawal heightens the potential for
elevated market volatility, price-gapping risk (the risk that a security’s price falls significantly
from one trade to the next) and liquidity risk.

He argues investors should consider moving their fixed income exposure to actively-managed,
high-quality assets.

Volatility can bring opportunity

When the Fed began quantitative tightening, defensive positioning in Perpetual’s Diversified
Income Fund allowed Prabhu and his team to monetise changes in market risk premiums
during three episodes of volatility.

The first was in September last year when then British Prime Minister Liz Truss announced

expansionary fiscal policies that sparked panic in bond markets and forced a rescue from the

Bank of England.

“UK pension funds had to fund margin calls on some of their derivative positions as a result of
the spike in bond yields and sold a lot of assets, including selling $1.3 billion of Australian dollar
RMBS below the prevailing market price.
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“We successfully bid for about $130 million of these bonds, monetising the liquidity premium
(discount to market price) for investors in the fund from a forced seller.”

The second example was last year's Bank of Japan move to step away from easy monetary

policy for the first time in two decades, which sent global bond yields spiking.

“On the day, we took the opportunity to add duration to the portfolio as bond yields spiked
higher, closing this position the following month for profit as yields settled lower,” said Prabhu.

The third was March's collapse of Silicon Valley Bank and Credit Suisse, which we actively

traded using credit default swaps monetising the elevated market volatility as credit risk
premiums rapidly repriced during these events.

“This environment of central banks hiking rates aggressively into a slowing global economy;,
presents a significant headwind for risk assets.

“At this part of the economic cycle it can be prudent to rotate into higher quality assets.”
Be active in credit

Active credit managers can take advantage of price fluctuations and relative value between
different types of credit, argues Prabhu.

“Why do you need to be active in credit? Credit premiums change over time. Right now, credit
premiums are pretty close to decade-long averages, whereas throughout 2021 they were at post
GFC lows.

“At that time, credit spreads weren't so attractive, and neither were interest rates because the
RBA had record low cash rates.

“The yield on an Australian floating rate credit fund is a function of two things — the RBA cash
rate and credit premiums.

“Today, the RBA cash rate is 4.1 per cent and credit premiums are almost double where they
were back in 2021.

“This illustrates why credit needs to be actively managed.”
Be ready to take advantage

Prabhu says he is holding a higher-than-usual allocation to cash and government bonds to be
ready to take advantage of heightened volatility.

“The other way I've responded is by holding shorter-dated bonds. The price sensitivity of the
assets held in the fund to changes in credit risk premiums is driven by the average maturity of
the bonds in the portfolio and I've dialled that right down.”
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There are also active management opportunities arising from differences between Australian
and foreign denominated bonds, believes Prabhu.

In early 2020, credit premiums for Australian major bank senior bonds rose from 1 per cent to
about 1.5 per cent as markets weighed the risks COVID would pose to the global economy.

“But for the same banks’ foreign-denominated bonds, credit premiums rose to nearly 3 per cent.

“So, for the exact same credit risk, | could buy the foreign-denominated bonds and get double
the credit yield premium,” says Prabhu.

“Because credit is a global market, we're able to take advantage of these mispricings between
different regions.

“Importantly, we don't take currency risk — all of those foreign-denominated bonds are hedged.”
About Perpetual’s Credit and Fixed Income team

Perpetual offers a range of cash, credit and fixed-income solutions and are specialists in
investing in quality debt.

We take a highly active approach to buying and selling credit and fixed income securities and
invest extensively across industries, maturities and the capital structure.

Find out more about Perpetual’s Credit and Fixed Income capabilities

Want to find out more? Contact a Perpetual account manager

This article has been prepared by Perpetual Investment Management Limited (PIML) ABN 18 000 866 535,
AFSL 234426, as the issuer of the Perpetual Diversified Income Fund ARSN 601 199 035 (Fund).

Itis general information only and is not intended to provide you with financial advice or take into account your
objectives, financial situation or needs. You should consider, with a financial adviser, whether the information
is suitable for your circumstances. To the extent permitted by law, no liability is accepted for any loss or
damage as a result of any reliance on this information. The information is believed to be accurate at the time
of compilation and is provided in good faith. It may contain information contributed by third parties. PIML
does not warrant the accuracy or completeness of any information contributed by a third party.

Forward-looking statements and forecasts based on information available at the time of writing and may
change without notice. No assurance is given that the forecast will prove to be accurate, as future events may
impact actual results and these could differ materially from those anticipated. Any views expressed in this
article are opinions of the author at the time of writing and do not constitute a recommendation to act.
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The product disclosure statement (PDS) for the Perpetual Diversified Income Fund, issued by PIML, should
be considered before deciding whether to acquire or hold units in the Fund. The PDS and Target Market
Determination can be obtained by calling 1800 022 033 or visiting our website www.perpetual.com.au.

No company in the Perpetual Group (Perpetual Limited ABN 86 000 431 827 and its subsidiaries) guarantees
the performance of any fund or the return of an investor's capital. No allowance has been made for taxation
and returns may differ due to different tax treatments. Past performance is not indicative of future
performance.
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