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Key points

B The Fed remains cautious about further rate cuts due

to persistent inflation, leading to a higher-for-longer
rate environment.

B Tight historical Investment Grade (IG) spreads suggest
limited room for further spread compression, reducing
the potential for price appreciation.

B \With ‘coupon-minus’ returns expected this year,
diversifying into sub-classes like agency mortgage-
backed securities (MBS), senior loans and CoCos,
while keeping duration low, is a cautious approach.

B Our projections have prompted us to take a more
cautious view on fixed income and have led us to
adjust our tactical view to 2/5 (from 3/5 previously).

B [n terms of duration strategy, we have opted for
a relatively short stance, with our bond portfolios
averaging around three years.

i

B By focusing on carry, diversifying spread sources,
and carefully managing duration, we aim to construct
portfolios that can weather the anticipated economic
shifts while still capturing value where it exists.
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The year has started on a volatile note for fixed income investors, marked by fluctuations in 10-year Treasury
yields. This instability reflects inflation concerns and uncertainty on trade policy and on the Federal Reserve’s
interest rate trajectory, as the Fed maintains a cautious stance on rate cuts in response to persistent price
pressures, reinforcing the higher-for-longer rate environment.

For the months ahead, what can investors expect for rates and spreads? And what are the anticipated
returns for key fixed income sub-classes, along with the most suitable positioning? Our assumption of
‘coupon-minus’-type returns for the year is the catalyst to diversify into sub-classes like agency MBS or
senior loans while keeping duration relatively low.

Rates: higher for longer

US growth should remain robust. We expect a growth rate of between 2.5% and 2.9%, exceeding the
current consensus outlook of 2.1%. Inflation is likely to persist in mini waves, potentially reaching 2.5%-3.0%
in the second half of the year, meaning the Fed should proceed cautiously in easing rate at around 4%.

Our year-end target for US 10-year Treasury yields is 5%, explained by a shift in Treasury issuance from
short-dated bills to longer-dated notes, the inflationary impact of tariffs and immigration policies, and the
expectation of a continued normalisation of term premia across the yield curve that will lead to a steeper
curve. We peg the fair value of 2-year, 5-year and 10-year paper at 4%, 4.5% and 5%, respectively.

We also see a tangible risk of rates overshooting our targets on the upside driven by upside risks to inflation
and debt sustainability concerns.

Spreads at multi-decade lows

Credit spreads are essentially the yield difference between corporate bonds and equivalent government
securities, serving as compensation for the additional credit risk. For investment-grade (IG) bonds, the
median spread sits at 120 basis points (100 basis points (bps) is equal to 1%), with spreads falling below
the 100-bps mark about one third of the time. Currently, |G spreads are at 75 bps, which puts us in the fifth
percentile of historical data, meaning we have rarely seen tighter spreads. This level naturally suggests there
is limited room for further spread compression.

High-yield (HY) bonds, which are naturally more volatile due to their riskier nature, are currently trading

at spreads of close to 200 bps, placing them in the first percentile of historical data. This indicates that

HY bonds are sitting at multi-decade lows, where even a slight increase in perceived risk could lead to
significant spread widening, as the median level is considerably higher (380 bps). While the argument

that the composition of the HY market has seen an increase in less risky BB-rated bonds over the years,
suggesting some structural shift to lower spreads, the current spreads still look rich by historical standards.
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Even though we are positive on the economy, to be conservative, we assume spreads will widen at least
slightly from the current multi-decade lows.

Implications for fixed income
returns

Having outlined our view on rates and spreads, we can now work out an expected return scenario. The
table below is a simplification of what an investor can expect for 12-month returns of investment-grade
bonds under different assumptions of rates and spreads. The red circle represents the status quo, where
rates and spreads stay stable, and the investor earns the current carry, which is 5.1%. Naturally, as rates or
spreads move down, returns increase, while the inverse is also true.

US Rates: parallel curve shift
-0.75% -0.50% -0.25% 0.25% 0.50% 0.75%
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Sources: BofA ML Indices, 1-10 Year US Corporate and BB-B US High Yield US & Canadian Issuers Constrained
Any forecast, projection or target, where provided, is indicative only and is not guaranteed in any way.
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In a scenario in which rates move up by 0.25% and spreads widen slightly (to 100 bps), the 12-month total

return of IG is reduced from 5.1% to 3.1%, i.e. nothing to write home about and below the 12-month T-bill.

A similar exercise in high yield (but with spreads widening 50 bps given the more volatile nature of the class)
would reduce returns from 6.2% (current carry) to 3.9%.

An interesting take from this exercise is to understand that a situation in which investment-grade bonds
deliver negative returns is quite unlikely. This would only occur if rates moved up 0.75% and spreads
simultaneously double. Importantly, in a situation where spreads double, it would be safe to assume that the
economy is (at best) slowing, which is usually synonymous with rates moving down, cancelling out part of
the spread-widening hit to returns.

These projections have prompted us to take a more cautious view on fixed income and have led us to adjust
our tactical view to 2/5 (from 3/5 previously). This view also justifies why over the last few months we have
continuously reduced the fixed income weighting in portfolios, mostly allocating the proceeds to hedge
funds, as we expect the latter to offer more flexibility in navigating interest rate fluctuations and inflation
risks.

In terms of duration strategy, we have opted for a relatively short stance, with our portfolios averaging
around three years. We stand ready to extend this duration if yields move towards our revised targets. It
is worth noting that European bond yields might hit their peak before US yields due to differing economic
fundamentals, suggesting an earlier adjustment in Europe might be in play.

Asset allocation as at February 2025
Strategic views

High Conviction

High Conviction

Negative Positive
FIXED INCOME e
Tactical views
High Conviction High Conviction
Negative Positive
FIXED INCOME
Government
Investment Grade
High Yield
Emerging Market Debt -
Convertibles -
High Conviction Negative | Baseline Allocation | High Conviction Positive

Previous view e (no dot means no change)
This material represents an assessment of the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future results.

This information should not be relied upon by the reader as research or investment advice regarding any particular fund, strategy or security.
Past performance is not a guide to current or future results. Any forecast, projection or target, where provided, is indicative only and is not guaranteed in any way.
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Where investors can find value

Despite the challenges, investors can capture value in several areas within the fixed income space.

Agency mortgage-backed securities (MBS) are pools of US home loans benefitting from an implicit
government guarantee via entities like Fannie Mae or Freddie Mac, and they share the same rating as
government bonds. Agency MBS offer a spread over Treasuries to compensate for prepayment risk, which

has become particularly attractive due to market conditions like elevated rate volatility, the Fed’s quantitative
tightening, and reduced bank demand. Shifting part of our |G exposure to agency MBS allows us to improve
both the rating and yield while diversifying sources of spread. Given our expectation of sustained high rates, we
are comfortable with the prepayment risks, focusing on higher-coupon MBS for better spreads.

Senior loans are akin to high-yield floating-rate bonds, making them ideal in our high-rate scenario. They offer a
way of gaining credit exposure with almost no interest rate duration risk, making them less volatile than traditional
high-yield bonds. Spreads on senior loans are also at more reasonable levels than traditional high yield.

Additional tier 1 (AT1) or CoCos are deeply subordinated bonds issued mostly by European banks to satisfy
capital rules. We have been positive on such securities for a long time, as they offer an attractive pick-up versus
senior bonds, with the comfort of banks having been the target of intense regulation since the great financial
crisis, thus boosting their capital base and reducing their willingness to take risks, as evidenced by all-time-low
non-performing loans (1.9%) and all-time-high capital (CET1 at 16%).

Not all bad news

Despite our cautious outlook on fixed income, it is important to recognise that investment-grade bonds currently
yield more than 5% — one of the highest levels in many years. This level offers a significant cushion against
potential rate or spread shocks, making negative returns for the year quite unlikely. This yield environment is
particularly attractive for buy-and-hold investors, encouraging a strategy of lengthening bond holdings to lock in
current rates, which is why we maintain a strategic view of 3/5 on fixed income.

Navigating the fixed income landscape in 2025 requires a nuanced approach, balancing risk with opportunity. By
focusing on carry, diversifying spread sources, and carefully managing duration, we aim to construct portfolios
that can weather the anticipated economic shifts while still capturing value where it exists. This reflects our
commitment to delivering returns while managing risks in an evolving global financial environment.

AUTHOR

Filipe Alves
Da Silva

Head of Fixed Income
Advisory & Strategy
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Glossary of key investment terms

Agency MBS (mortgage-backed securities)

Mortgage-backed securities are issued or guaranteed by US government agencies such as Ginnie Mae, or
government-sponsored enterprises like Fannie Mae and Freddie Mac. These securities are generally considered
lower risk compared with non-agency MBS.

Additional tier-1 (AT1) capital

A category of regulatory capital for banks consisting of perpetual instruments that can absorb losses at times of
financial stress. AT1 securities, often referred to as contingent convertible bonds (CoCos), can be written down or
converted into equity under certain conditions.

Basis points (bps)
A unit of measurement used in finance to describe interest rate changes or yield differences. One basis point equals
0.01% (or 1/100th of a percentage point). For example, a 25-bps increase in interest rates means a 0.25% rise.

BB-rated bonds
A category of non-investment-grade (high-yield) bonds rated ‘BB’ by credit rating agencies such as S&P and Fitch,
or ‘Ba’ by Moody’s. These bonds carry a higher risk than investment-grade bonds but offer higher yields in return.

Common equity tier-1 (CET1) capital
The highest quality of regulatory capital held by banks, consisting primarily of common shares and retained
earnings. CET1 serves as a key measure of a bank’s financial strength and its ability to absorb losses.

Coupon-minus-type returns

The term refers to a scenario where the total return on a bond or fixed income investment is slightly lower than its
coupon (interest) payment. This can happen when capital depreciation (a decline in bond prices) offsets part of the
income earned from the coupon.

Duration
A measure of a bond’s sensitivity to interest rate changes. The longer the duration, the more a bond’s price is
affected by rate fluctuations. Duration helps investors assess interest rate risk in fixed income portfolios.

High-yield bonds
These are bonds rated below investment grade (below ‘BBB-’ by S&P and Fitch, or ‘Baa3’ by Moody'’s). These
bonds offer higher yields to compensate for increased credit risk compared with investment-grade securities.

Investment-grade (IG) bonds
These are bonds with a credit rating of ‘BBB-’ or higher at S&P and Fitch, or ‘Baa3’ or higher at Moody’s. These
securities are considered to have a lower default risk compared with high-yield bonds.

Senior loans

These are floating-rate loans issued by companies with below-investment-grade ratings. Senior loans are secured
by collateral and rank higher in the capital structure than bonds or other unsecured debt, offering investors potential
downside protection.

Term premia
This is the additional yield investors require for holding long-term bonds instead of rolling over a series of short-term
bonds. Term premia reflect uncertainty about future interest rates, inflation, and economic conditions.

10-year Treasury yield

This is the yield on US government bonds maturing in 10 years, widely used as a benchmark for borrowing costs
and risk-free rates in financial markets. Movements in the 10-year yield influence mortgage rates, corporate
borrowing costs, and overall market sentiment.

Yield curve

This is a graphical representation of interest rates across different maturities of government bonds, typically US
Treasuries. A normal yield curve slopes upwards (longer-term rates higher than short-term rates), while an inverted
yield curve (short-term rates exceeding long-term rates) can signal economic downturns.
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Disclaimer

This document is a marketing communication containing GENERAL INFORMATION
on financial services reflecting the sole opinion of Union Bancaire Privée, UBP SA
and/or any entity of the UBP Group (hereinafter “UBP”) as of the date of issue. It is
not and does not purport to be considered as an offer nor a solicitation to enter into
any transaction with UBP, buy, subscribe to, or sell any currency, product, or financial
instrument, make any investment, or participate in any particular trading strategy
in any jurisdiction where such an offer or solicitation would not be authorised, or to
any person to whom it would be unlawful to make such an offer or solicitation. This
document is meant only to provide a broad overview for discussion purposes, in order
to determine clients’ interest. It does not replace a prospectus, KID, KIID or any other
legal document relating to any specific financial instrument, which may be obtained
upon request free of charge from UBP or from the registered office of the issuer of the
instrument concerned, where applicable. The opinions herein do not take into account
individual clients’ circumstances, objectives, or needs.

UBP performs analysis on the financial instruments based on market offer and may
maintain and/or seek to develop business affiliations with third parties for that purpose;
furthermore, UBP may create its own financial instruments. This generic information is
therefore not independent from the proprietary interests of UBP or connected parties,
which may conflict with the client’s interests. UBP has policies governing cases of
conflicts of interest and takes appropriate organisational measures to prevent potential
conflicts of interest.

The information contained in this document is the result neither of financial analysis within
the meaning of the Swiss Banking Association’s “Directives on the Independence of
Financial Research” nor of independent investment research as per the EU’s regulation
on MIFID provisions. EU regulation does not govern relationships entered into with UBP
entities located outside the EU.

When providing investment advice or portfolio management services, UBP considers
and assesses all relevant financial risks, including sustainability risks. Sustainability risks
are defined by the EU’s Sustainable Finance Disclosure Regulation (2019/2088) as “an
environmental, social or governance event or condition that, if it occurs, could cause a
negative material impact on the value of the investment”. For further information on our
sustainability risk management approach please visit [www.ubp.com].

Reasonable efforts have been made to ensure that the content of this document is
based on objective information and data obtained from reliable sources. However, UBP
cannot guarantee that the information contained herein and gathered by the Bank in good
faith is accurate and complete, nor does it accept any liability for any loss or damage
resulting from its use. Circumstances may change and affect the data collected and the
opinions expressed at the time of publication. Therefore, information contained herein
is subject to change at any time without prior notice. UBP makes no representations,
provides no warranty and gives no undertaking, express or implied, regarding any of
the information, projections or opinions contained herein nor does it accept any liability
whatsoever for any errors, omissions or misstatements in the document. UBP does
not undertake to update this document or to correct any inaccuracies which may have
become apparent after its publication.

This document may refer to past performance which is not a guide to current or future
results. All statements in this document, other than statements of past performance
and historical fact, are “forward-looking statements”. Forward-looking statements do
not guarantee future performances.

The tax treatment of any investment depends on the client’s individual circumstances
and may be subject to change in the future. This document does not contain any tax
advice issued by UBP and does not reflect the client’s individual circumstances.

This document is confidential and is intended to be used only by the person to whom it
was delivered. This document may not be reproduced, either in whole or in part. UBP
specifically prohibits the redistribution of this document, in whole or in part, without its
written permission and accepts no liability whatsoever for the actions of third parties

in this respect. This document is not intended for distribution in the US and/or to US
Persons or in jurisdictions where its distribution by UBP would be restricted.

Switzerland: UBP is authorised and regulated in Switzerland by the Swiss Financial
Market Supervisory Authority (FINMA).

UK: UBP is authorised in the United Kingdom by the Prudential Regulation Authority, and
is subject to regulation by the Financial Conduct Authority (FCA) and limited regulation
by the Prudential Regulation Authority.

Dubai: This marketing material has been communicated by Union Bancaire Privée
(Middle East) Limited, a company regulated by the Dubai Financial Services Authority
(“DFSA"). It is intended for professional clients and/or market counterparties only and
no other person should act upon it. The financial products or services to which this
material relates will only be made available to a client who meets the professional client
and/or market counterparty requirements. This information is provided for information
purposes only. It is not to be construed as an offer to buy or sell, or a solicitation for an
offer to buy or sell any financial instruments, or to participate in any particular trading
strategy in any jurisdiction.

Hong Kong: UBP is a licensed bank regulated by the Hong Kong Monetary Authority
(HKMA) and a registered institution regulated by the Securities and Futures Commission
(SFC) for Type 1, 4 & 9 activities only in Hong Kong. The securities may only be offered
or sold in Hong Kong by means of documents that (j) are addressed to “professional
investors” within the meaning of the Securities and Futures Ordinance (Chapter 571 of
the Laws of Hong Kong) and any rules made thereunder (the “SFO”); or (ii) are defined
as “prospectuses” within the meaning of the Companies Ordinance (Chapter 32 of the
Laws of Hong Kong) (the “CQO”) or constitute offers to the public within the meaning
of the CO. Unless permitted to do so under the laws of Hong Kong, no person may
issue or have in their possession for the purpose of issuing, whether in Hong Kong or
elsewhere, any advertisement, invitation or document relating to the securities, directed
at, or likely to be accessed or read by, the public in Hong Kong, except where the
securities are intended to be disposed of only to persons outside Hong Kong, or only
to “professional investors” within the meaning of the SFO.

Singapore: UBP is a bank regulated by the Monetary Authority of Singapore (MAS), is an
exempt financial adviser under the Financial Advisers Act 2001 of Singapore to provide
certain financial advisory services, and is exempt under section 99(1) of the Securities
and Futures Act 2001 of Singapore to conduct certain regulated activities. This document
has not been registered as a prospectus with the MAS. Accordingly, this document and
any other document or material in connection with generic recommendations may not
be circulated or distributed, whether directly or indirectly, to persons in Singapore other
than (j) institutional investors; or (i) accredited investors as defined under the Securities
and Futures Act 2001 of Singapore. This advertisement has not been reviewed by the
Monetary Authority of Singapore.

Luxembourg: UBP is registered by the Luxembourg supervisory authority the Commission
de Surveillance du Secteur Financier (CSSF).

Italy: Union Bancaire Privée (Europe) S.A., Succursale di Milano, operates in Italy in
accordance with the European passport — held by its parent company, Union Bancaire
Privée (Europe) S.A. — which is valid across the entire European Union. The branch
is therefore authorised to provide services and conduct business for which its parent
company, Union Bancaire Privée (Europe) S.A., has been authorised in Luxembourg,
where it is regulated by the Luxembourg financial supervisory authority, the Commission
de Surveillance du Secteur Financier (CSSF).

Monaco: This document is not intended to constitute a public offering or a comparable
solicitation under the Principality of Monaco’s laws, but might be made available for
information purposes to clients of Union Bancaire Privée, UBP SA, Monaco Branch,
a regulated bank under the supervision of the Autorité de Contréle Prudentiel et de
Reésolution (ACPR) for banking activities and under the supervision of the Commission
de Controle des Activités Financieres for financial activities.

© UBP SA 2025. All rights reserved.
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