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General Comment on Market Developments

December was a rollercoaster ride for global risk-free rates, with the U.S. 10-year
Treasury yield fluctuating between 4.15% and 4.62% to end the year at 4.57%. The
sell-off originated after the Fed delivered a hawkish 25bp rate cut, as the median for
2025 moved to two cuts versus expectations of three cuts driven by concerns about the
inflation outlook. Meanwhile, 10-year German Bunds saw a slight increase, ending
December at 2.36%. The Euro Area economic data for November painted a mixed
picture. The region's PMIs showed a significant drop in output and new orders, with the
composite output falling to 48.1, indicating a contraction. Despite this, the labour market
remained resilient, with the unemployment rate holding steady at an all-time low of
6.3% in October. Wage growth re-accelerated to 5.4% YoY in Q3, driven by one-off
payments in Germany. However, the ECB has increased its focus on forward-looking
indicators, which suggest a step-down in 2025.

Economic data in the Euro Area continued to paint a mixed picture, with a small
surprise bounce in output and inflation, but activity and jobs growth still at worryingly
low levels. The Composite PMI bounced back to 49.5 from 48.3 in November, well
above consensus of staying flat and mainly driven by growth in the periphery. While the
reading indicated a second consecutive monthly decline in private sector activity, the
contraction eased. Inflation rates for both input costs and output prices also picked up,
both driven primarily by the service sector. Finally, the Euro Area composite
employment was broadly unchanged at 49.1, the weakest level in about four years and
mostly driven by a sharp worsening in France.

The above — in summary, broadly stagnant GDP and jobs growth — clearly supports the
case for ongoing rate cuts, with the ECB delivering a 25bps cut to 3.00% this month, as
expected, and dropping the promise to "keep policy rates sufficiently restrictive for as
long as necessary” from its policy guidance, as inflation risks become “more two-sided’
than before. Given the notable uncertainty around the magnitude of year-start price
resets in January/February, we continue to expect gradual 25bp back-to-back cuts to
1.50-2.00% terminal rate range by the second half of 2025.

December saw continued turbulence in European political developments. Despite only
representing an alignment to S&P’s and Fitch's stance, France's credit rating
downgrade by Moody's from Aa2 to Aa3 underscored the country's ongoing political
fragmentation and expected weakening in public finances in the coming years. The
downgrade, which came just hours after the appointment of Francois Bayrou as the
fourth prime minister this year, put immediate pressure on French government bonds,
with yields on 10-year OATs surging above 3.05% on the first trading day after the
downgrade and widening the spread with German Bunds to over 80 basis points. In
Germany, Chancellor Scholz lost a confidence vote, paving the way for elections on
February 23, 2025. The focal point is whether the CDU will consider reforming the debt
brake, with rumours suggesting CDU leader Merz may be open to it, possibly to allow
for coalition compromises.

Euro Investment Grade Credit delivered a slightly negative total return (-0.34%)
throughout December. Spreads on the Bloomberg Barclays Euro Corporate Index
tightened by 6 bps to 102 bps, delivering a positive excess return. This was driven by
Non-Financials, which outperformed Financials, and the lower quality segment of the
sector, such as A and BBB-rated securities, marginally outperforming the higher quality
parts of the market.

Performance

> Credit Allocation (+): Credit beta management delivered a positive active
performance versus the benchmark, given the fund’s overweight and the spread
tightening of the EUR |G index over the month.
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Performance (Continued)

>

Security and Sector selection (+): Within financials, the overweight to Senior
and a selection of subordinated bonds across AT1s and Tier 2s added to active
performance, with the lower quality segments of the capital structure
outperforming. This was partially offset by the underweight to issues from the
Insurance and Retail REITs sectors. Positioning in non-financials delivered
positive results, with the overweight to Senior Utilittes being the largest
contributor over the month. Exposure to issuers from the Natural Gas sector in
particular performed well. Positive active performance in Industrials was driven
by the overweight to consumer non-cyclical and specifically a potential “rising-
star” from the Pharmaceuticals sector. Security selection in the Basic Industry
sectors was amongst the largest positive contributors too. This was partially
offset by the underweight to Consumer Cyclicals that followed the overall
market moves.

Macro (+): The overweight duration positioning was the largest detractor to the
portfolio's performance. This was primarily driven by the overweight to UK
duration, as Gilts underperformed following the release of the latest wages and
inflation data, with the former re-accelerating back above BoE’s 5% forecasts
for Q4 2024. This was partially offset however by the relative value curve
positioning, with the fund positioned for a steeper European curve.

Outlook

>

Overall, the themes of gradual disinflation and a softening labour market in
Europe remain consistent, despite some resilient data points. After the ECB
continued its path of 25bps rate cuts, with the latest reduction bringing rates to
3.00%, we maintain expectations for further cuts to a target range of 1.5-2.0% by
the latter half of 2025, which aligns with market pricing and reflects the Bank's
balanced view on inflation risks, which are now seen as more two-sided. Entering
the seasonally quiet issuance month of December, supply in Euro IG credit
tapered off. The lack of supply has provided a technical tailwind for EU IG credit
spreads, which tightened to the 100bps area. Approaching January, we maintain
a modest overweight in risk and expect high supply led by banks and autos,
mainly driven by significant refinancing needs on the back of legacy COVID-era
debt maturing in 2025/2026. Sector-wise, we continue to favour high-quality
trades and avoid cyclical sectors given the level of spread compression to the
benefit of more counter-cyclical ones such as Pharmaceuticals/Health Care. On a
relative basis, Euro Investment Grade credit remains attractively priced compared
to US Investment Grade credit.
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