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IS BORING THE NEW GROOVY?

After a decade of zero interest rate monetary policies that ended in a bloodshed for
bond investors in 2022, the investment landscape has finally returned to a more
traditional backdrop: higher rates and more attractive fixed income. Goldilocks and
TINA (There Is No Alternative) are now gone and investors need to rethink asset
allocation accordingly: fixed income, a long-time-no-see asset class is back in fashion
and has a lot to offer in the next few years, especially compared to its riskier equity

How should investors position portfolios for the months and years to come? What is
the best way to take advantage of this window of opportunity? How long will it last?
All these questions must be addressed.

WITH GREAT CRISES COME GREAT OPPORTUNITIES.

The pain caused for bond investors by the sharpest and swiftest
tightening cycle of the past four decades may only be equalled by
the opportunity it now presents. For the first time in most money
managers’ careers, the “safe” allocation in diversified portfolios
detracted - a lot - and at the worst of times given stock indices
incurred heavy losses as well. Looking at so-called “balanced”
portfolios (holding as much bonds as stocks), the proportion of
the current drawdown driven by the fixed income sleeve has for
the first time durably exceeded 50%, leaving asset owners and
asset managers in shock, with nowhere to hide.

A tale of blood, sweat and tears.

Figure 1: An unprecedented correlation shock
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Source: Bloomberg, Unigestion. As of 31.10.2023.

Over the past 20+ years, three distinct phases of equity/bond
relationships have been be observed, as shown in Figure 1.
Between 2000 and 2010, the correlation between the two asset
classes was intuitive (if not normal): sovereign bonds offered
positive returns during equity corrections and any pain suffered
by bond investors during “bad times” was usually either non-
existent (meaning returns remained positive) or low, averaging a
proportion of 5%.

During the post-GFC era, between 2010 and 2020, this proportion
increased to 10%, with brief peaks observed during 2013's taper
tantrum and 2015-2018's tightening cycle.

The third and last phase has been the post-Covid era, and the
major correlation shock that ensued, with the correlation between
bonds and equities converging to 1 and the proportion of bond
losses rising to 50% durably in 50/50 balanced allocations.

Figure 2: Contributors to diversified portfolios drawdowns
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Source: Bloomberg, Unigestion. As of 31.10.2023.
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The pain was real, but what does it mean for the future?

The first good news is that expected returns in the fixed income
space have not been as high for at least 15 years. Cash
equivalents offer 5% over a year in US Dollar terms, risk free.
Adjusted for inflation, they still yield positive returns, a situation
unseen for a while too.

The second good news is that with interest rates being the yield
basis for any bond sub asset class, the entire fixed income
universe is now offering much more attractive carry (which may
even exceed the equity dividend yield) at much lower risk. Figure
3 puts things into historical perspective on a wide range of asset
classes. An interesting takeaway is to observe that the US two
year yield is now superior to that offered by speculative-grade
bonds (high yield) in 2021.

Not a surprise then to see large scale allocation shifts happening.

Figure 3: Fixed income yields — 2000-2023
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Source: Bloomberg, Unigestion. As of 31.10.2023.

As one of the questions is whether bonds are always competitive
against stocks or not, the answer lies - as often - in the
observation window. Over the long run, the risk/reward ladder
scale is somewhat respected: cash is the safer/lower performing
asset; stocks and high yield bonds the riskier/higher performing
ones. On a risk comparable basis however, using sharpe ratios,
bonds have a clear advantage.

Table 1: Performance & Statistics comparison (2000-2023)

50%

Global Global ST Cash MSCI

) Global IG Sovereign

Sovereign HY Usd World 50% HY
Ann.
Return 3.5% 4.2% 6.9% 1.8% 5.3% 5.3%
Ann.
Volatility 3.1% 4.9% 9.3% 0.5% 15.7% 5.0%
Sharpe 0.6 0.5 0.6 0.2 0.8
Max. DD -11.6% -18.1% -31.4% 0.0% -54.0% -14.1%

Source: Unigestion, Bloomberg as of 31.10.2023

Over shorter timeframes, stocks can significantly outperform
bonds and vice versa, as depicted in Figure 3. So, the point is
rather to identify patterns to try to predict the timely competitive
advantage one will have over the other.

Figure 4: 1-year rolling returns
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Source: Bloomberg, Unigestion. As of 31.10.2023.

PATH DEPENDENCY... WHEN TIMING IS KEY

As intuition can be misleading at times, let's proof test some
assumptions. The higher the expected return, the higher the
realised return for example.

Figure 5 illustrates this relationship by comparing yields at any
given point in time (x) with one year forward total returns (y). Two
major observations can be drawn: firstly, it does confirm that on
average, a higher yield environment does offer superior absolute
returns. Secondly, and more importantly, the dispersion of
realised returns diminishes past a certain threshold.

Figure 5: Conditional Forward Returns
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Looking at relative returns, it becomes clear that starting yields
need to be quite elevated to beat their equity counterparts. Figure
6a showcases hit ratios of a 50% cash/50% high yield allocation
against a portfolio only invested in equities over one and three
years, contingent to the current level of yield. 6b measures the
relative performance of the first over the former over the same
time frames. The first observation confirms the above-mentioned
intuitive relationship between absolute levels of yields and
forward-looking returns, and identifies the important thresholds
of competitiveness: when starting yields are superior to 7.5%, the
batting average rises rapidly above 60%, while average
outperformance turns positive.
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Figure 6a: Conditional Hit Ratios
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Figure 6b: Conditional Forward Relative Performance
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Source: Bloomberg, Unigestion. As of 31.10.2023.

With vyields currently standing at approximately 8% for an
allocation comprised of cash equivalents (short term treasuries)
and high yield exposures, it becomes clear that the time to reflect
on strategic allocation changes has come.

Figure 7: Current conditions
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While it appears like an opportune time to reconsider fixed income
as a very valid alternative to stocks from a “probability of success”
perspective, investors also need to consider risk.

Volatility, the measure of the quantity of periodical divergence of
a variable around its own mean or, put differently, how uncertain
can a return stream be, offers a major advantage to bond
allocations, independent of the time horizon. Over the past 20
years, fixed income volatility has been three times lower than the
volatility of stocks - an appealing feature not to be overlooked.
Looking at risk from a maximum loss angle, as depicted in Figure
8, once again the advantage resides with boring bonds again.

Figure 8: Rolling Drawdowns
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Concluding Remarks
“Boring: Adj.. Not interesting or exciting”.

High expected returns, lower risk and better visibility are among
the major “pros” highlighting the revived attraction of fixed
income. A “con” would be the ‘Fear Of Missing Out’ (FOMO) on
equity returns non-withstanding one's view on the future
performance of stocks. To circumvent FOMO risk, the barbel
approach that consists of keeping a large portion of assets
invested into cash equivalents offers great flexibility and valid
options to get exposed to stocks when needed. This can be
achieved either simply by re-arbitraging into the asset class from
the cash sleeve at levels deemed attractive, or by engaging into
optional overlays, or any other convex/asymmetric solutions.

“BORING” HAS NOT BECOME THE NEW “GROOVY”, IT HAS
JUST BECOME AN EXCITING OPPORTUNITY AFTER ALL...

Strategically, arbitraging risk exposures for fixed income seems
very opportune today and will enable investors, via buy and hold
strategies, to lock in high fixed returns on assets for the years to
come, just like it was opportune to lock low rates on liabilities
during the ZIRP era. If good times arise, capital appreciation
could offer an extra kick to coupon clipping; if stress resurges,
such allocations will prove way more resilient and allow investors
to seize opportunities in stocks as they arise. Unless one believes
in 10%+ annualised returns in equities for the next three to five
years, it may be time to go boring, or go home.
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IMPORTANT INFORMATION

INFORMATION ONLY FOR YOU

This document has been prepared for your information only and must not be distributed, published, reproduced or disclosed (in whole or in part) by
recipients to any other person without the prior written consent of Unigestion. It is neither directed to, nor intended for distribution or use by, any person
or entity who is a citizen or resident of, or domiciled or located in, any locality, state, country or jurisdiction where such distribution, publication,
availability or use would be contrary to law or regulation.

NOT A RECOMMENDATION OR OFFER

The information and data presented in this document may discuss general market activity or industry trends but is not intended to be relied upon as a
forecast, research or investment advice. It is not a financial promotion and represents no offer, solicitation or recommendation of any kind, to invest in
the strategies or in the investment vehicles it refers to. Some of the investment strategies described or alluded to herein may be construed as high risk
and not readily realisable investments, which may experience substantial and sudden losses including total loss.

NO REPRESENTATION, INFORMATION SUBJECT TO CHANGE

The investment views, economic and market opinions or analysis expressed in this document present Unigestion’s judgement as at the date of
publication without regard to the date on which you may access the information. There is no guarantee that these views and opinions expressed will be
correct nor do they purport to be a complete description of the securities, markets and developments referred to in it. All information provided here is
subject to change without notice. Data and graphical information herein are for information only and may have been derived from third party sources.
Unigestion takes reasonable steps to verify, but does not guarantee, the accuracy and completeness of information from third party sources. As a
result, no representation or warranty, expressed or implied, is or will be made by Unigestion in this respect and no responsibility or liability is or will be
accepted. This document may contain forward-looking statements, including observations about markets and industry and regulatory trends. These
reflect Unigestion’s views as of the date of this document with respect to possible future events and are subject to a number of risks and uncertainties,
including, but not limited to, the impact of competitive products, market acceptance risks and other risks.

ASSESSMENTS

Unigestion may, based on its internal analysis, make assessments of a company’s future potential as a market leader or other success. There is no
guarantee that this will be realised.

LEGAL ENTITIES DISSEMINATING THIS DOCUMENT

United Kingdom

This material is disseminated in the United Kingdom by Unigestion (UK) Ltd., which is authorized and regulated by the Financial Conduct Authority
("FCA"). This information is intended only for professional clients and eligible counterparties, as defined in MiFID directive and has therefore not been
adapted to retail clients.

European Union

This material is disseminated in the European Union by Unigestion Asset Management (France) SA which is authorized and regulated by the French
“Autorité des Marchés Financiers” ("AMF"). This information is intended only for professional clients and eligible counterparties, as defined in the MiFID
directive and has therefore not been adapted to retail clients.

Canada

This material is disseminated in Canada by Unigestion Asset Management (Canada) Inc. which is registered as a portfolio manager and/or exempt
market dealer in nine provinces across Canada and also as an investment fund manager in Ontario, Quebec and Newfoundland & Labrador. Its principal
regulator is the Ontario Securities Commission ("OSC"). This material may also be distributed by Unigestion SA which has an international advisor
exemption in Quebec, Saskatchewan and Ontario. Unigestion SA's assets are situated outside of Canada and, as such, there may be difficulty enforcing
legal rights against it.

Switzerland

This material is disseminated in Switzerland by Unigestion SA which is authorized and regulated by the Swiss Financial Market Supervisory Authority
("FINMA").
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