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Portfolio Review

The Schroder Absolute Return Income Fund, wholesale class, delivered a return of 0.4% (net of fees) for
December and 5.5% (net) over the 12 months to December 2025, which is 1.6% over the RBA cash rate
for the past year. Over 3 years and 5 years the Fund has returned, net of fees, 5.9% p.a. and 3.3% p.a.
which is 1.9% p.a. and 0.6% p.a. over the RBA cash rate, respectively.

At the end of December, the Fund had a yield of 4.9%, 1.3% above the RBA cash rate and a duration of
0.50 years.

Largest contributors

The largest contributor to performance was our duration and yield curve derivative overlays (+0.3%),
which hedged the Fund from rising market yields. In addition, subordinated debt (+0.1%) and
residential mortgage back securities (+0.10%) also added.

Largest detractors

The largest negative contributor was foreign currency exposure (-0.06%), mostly via a long Japanese

yen position (-0.04%) and emerging market currency exposure (-0.04%). In addition, Australian
investment grade corporates (-0.04%) deducted due to rising yields.

Market Review

December saw an increase in volatility, particularly toward month-end, as some investors locked in
gains after a strong year. Even so, global equities edged higher over the month, with the MSCI World
Index rising by 0.8% in US dollar terms. Confidence that central banks would continue to support
economic activity helped steady sentiment, although valuation concerns in some areas of the equity
market lingered.

In the US, price action was dominated by rotation rather than direction. Equity markets finished broadly
flat overall, as late-year profit-taking and policy uncertainty weighed against still-supportive macro
conditions. Highly valued technology-related stocks remained under scrutiny, while financials
outperformed, rising by 4.63%, as investors rotated away from growth. The US Federal Reserve cut
rates by a further 0.25% to 3.65%, as expected.

European equities showed resilience into year-end despite a softer December. Economic signals
remained mixed, with services activity continuing to underpin growth while manufacturing, particularly
in Germany, stayed under pressure. The European Central Bank left policy rates unchanged, and
attention remained focused on the outlook for monetary policy in 2026.

Momentum carried through in Japan, where equities extended their rally with the TOPIX Total Return
Index rose by 1.03%. Expectations of continued reflation and improving domestic conditions supported
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sentiment, while rotation away from generative Al leaders, amid valuation concerns, favoured more
cyclical areas of the market. In contrast, Japanese government bonds underperformed as concerns
around fiscal sustainability and the Bank of Japan lifted their policy rate to 0.75%.

Emerging markets delivered one of the strongest performances of the month. The MSCI Emerging
Markets Index rose by 2.99% in US dollar terms, outperforming developed markets. A weaker US dollar
and continued strength in technology-oriented markets such as Korea and Taiwan helped offset weaker
returns from China and India.

Fixed income markets presented a more complex picture. Government bond yields generally rose,
particularly at longer-dated maturities, leading to steeper yield curves across several major markets. US
Treasuries nevertheless outperformed, returning 0.11%, while Japanese government bonds lagged
sharply, with the JPM GBI Japan Index falling by 3.81%. In credit markets, spreads contracted
marginally, supporting relative performance versus government bonds. High yield performed best,
returning 0.65% and outperforming investment grade.

Commodity markets were mixed. Industrial metals-related equities strengthened, reflected in gains
across materials sectors, supported by supply constraints and demand linked to the energy transition
and data-centre investment. Precious metals experienced some volatility following strong gains earlier
in the year. Oil prices remained under pressure, reflected in a 0.18% decline in the energy equity sector
as supply-demand dynamics continued to weigh on the market.

In currency markets, the Australian dollar outperformed most developed market currencies, benefited

from stronger commodity process and favourable interest rate differentials as rate hikes were priced
into forward yields. The US dollar and the Japanese yen were the weakest performers.

Market Outlook

In their minutes from the December 2025 meeting, the RBA Monetary Policy Board confirmed their
concern that the recent trend in inflation could be more persistent than currently assessed and may
warrant an increase in the cash rate in 2026, confirming a bias to tighten policy. Market pricing had
already shifted, particularly following the higher-than-expected October monthly CPI, with two rate
hikes now priced for 2026. However, there remains considerable uncertainty around the new monthly
CPI calculations, particularly the monthly frequency of seasonal adjustment process for some of the
components, and the RBA have confirmed their preference to rely primarily on the quarterly CPI
calculations. All eyes will be on the December quarter CPI data, released prior to the February policy
meeting, to gauge the persistence of inflation and the need for a policy response. Australian
government yields continue to increase over December in response to the increasing risk of policy
tightening, with the yield curve flattening as short-dated maturities bear the brunt of the swift change
in policy expectations.

Market Priced for a Dovish Fed in 2026

A weak labour market, not persistent inflation, remains the US Federal Reserves' primary risk, and they
cut rates again in December by 0.25% as expected. Market pricing reveals an expectation for a further
2 rate cuts in 2026 to a Fed Funds rate of 3.1%. However, there is a very large dispersion amongst
FOMC members, with the range of expectations for the December 2026 Fed Funds rate stretching from
2.1% to 3.9%, with a median of just one further cut. The divergent views focus around 1) the weakness
in the labour market, with the more hawkish members arguing that weak labour supply is the primary
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driver of low payroll growth and 2) the level of restrictiveness of current policy settings, with some
members arguing policy is overly restrictive for the potential labour market risks. At any rate, the last
two rate cuts have been “sold” as risk management cuts to guard against a further weakening in the

labour market added to the expectation that inflation will fall in 2026, mostly due to the disinflation in
the housing component. The advance reading on US third quarter GDP surprised to the upside with a
4.3% annualised growth rate, fuelled by a resilient US consumer, suggesting that monetary policy is not
so restrictive. With the exception of very short-dated maturities of 2 years and less, US Treasury yields
closed the month higher, with ten-year yields 0.15% higher at 4.15%. This is the same level from mid-
September (when the Fed restated their easing campaign) despite three 0.25% reductions in the Fed
Funds rate as longer term yields remain concerned over inflation and the fiscal outlook. As a result, the
US yield curve has continued to steepen, with short-dated maturities falling in yield.

Hedging interest rate risk insulated the Fund

Australian government bond yields are between 0.50% and 0.25% higher across the yield curve over the
December quarter and by hedging most of the interest rate exposure and positioning for continued
yield curve steepening in the US market, the Schroder Absolute Return Income fund has been insulated
from the rise in yields. Australian monetary policy expectations have shifted significantly; two rate
hikes are now priced for 2026. Three-year yields are 0.60% above the cash rate and the yield pickup
between Australian ten-year bonds and US ten-year bonds is also near 0.60%, a three year high. The
risk premium for holding AUD duration has now been established. While we remain concerned about
the rebound in Australian inflation and there is a clear risk of the RBA tightening policy at the February
meeting, with such a significant upward shift in pricing, investors are now being paid a reasonable
additional return for taking interest rate risk. As a result, over December we added to the Australian
duration exposure and we have reduced exposure to US duration to flat, while maintaining the US yield
curve steepening position and reducing the Australian yield curve flattening bias. We anticipate adding
further Australian duration during January if yields rise further.

Concerns over credit increasing

Investment grade credit was very subdued over the quarter, with credit spreads trading at very
compressed levels across most sectors, regions and rating grades and spread volatility very low.
Demand for high quality credit remains strong as all-in-yields remain attractive as cash rates reach the
cycle lows. However, our global credit strategists have recently turned more neutral to negative on
outlook for credit despite corporate fundaments remaining favourable and high yield defaults at low
levels. There are concerns that the strong technical overlay (high demand from investors, against more
limited supply) will reverse in 2026, resulting in a widening of credit spreads. The main drivers of
increased supply are from Al driven capex from the technology hyperscalers and higher sovereign
supply to fund defence spending. There is also concern over the increased use of debt funded capital
management activities by US corporates which usually signifies a shift of the credit cycle into the
euphoric late stages. If correct this will provide us with an opportunity to add to US corporate credit
exposure in 2026. With the RBA shifting to a tightening bias this is a clear negative for AUD credit
spreads, particularly mortgage-backed securities (RMBS), which have performed well with spreads
narrowing 0.30% to 0.40% over the past year. We will look to progressively sell down our RMBS
exposure in preference to US securitised exposure, where spreads remain attractive, particularly after
hedging currency exposure.

We reduced the foreign currency exposure of the Fund, buying 2% Australian dollars (AUD) mostly

against the US dollar (USD) and the Japanese yen (JPY). Apart from the Swedish krona, the AUD was the
best performing developed market currency in December, gaining 2% against both the USD and JPY.
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The AUD has benefited from the shift in the RBA’s policy bias and buoyant commodity prices. We have
retained approximately 4% exposure to emerging market currencies and this is funded mostly by short
USD, Euro and British pounds. EM currencies were poor performers over December, particularly the
Brazilian real (BRL), Indian rupee and Turkish Lira, with the BRL giving up a small proportion of its
strong 12- month gains.

In summary, with the significant shift in Australian dollar yields over the past quarter, markets are now
priced for the policy risks in Australia. Australian yields are at three-year highs across the yield curve
relative to US yields, which still factor in further cuts to policy rates despite strong US growth, inflation
1% above target and uncertainty over the source of labour market weakness. Despite the risks of policy
tightening in Australia the relative value of Australian yields over US yields is high, so we have shifted
80% of the Fund’s interest rate exposure to Australian rates, with US rates exposure a zero and negative
European rates exposure. We expect Australian mortgage-backed securities to underperform in a rate
hiking cycle and are reducing exposure in preference to US Securitised assets. The AUD looks set to
outperform in this environment and we have reduced foreign currency exposure to minimal levels.

Important Information
This document is issued by Schroder Investment Management Australia Limited (ABN 22 000 443 274, AFSL
226473) (Schroders).

This document does not contain and should not be taken as containing any financial product advice or financial
product recommendations. This document does not take into consideration any recipient’s objectives, financial
situation or needs. Before making any decision relating to a Schroders fund, you should obtain and read a copy of
the product disclosure statement available at www.schroders.com.au, or other relevant disclosure document for
that fund and consider the appropriateness of the fund to your objectives, financial situation and needs. You
should also refer to the target market determination for the fund at www.schroders.com.au. All investments carry
risk, and the repayment of capital and performance in any of the funds named in this document are not
guaranteed by Schroders or any company in the Schroders Group. The material contained in this document is not
intended to provide, and should not be relied on for accounting, legal or tax advice.

Schroders does not give any warranty as to the accuracy, reliability or completeness of information which is
contained in this document. To the maximum extent permitted by law, Schroders, every company in the Schroders
plc group, and their respective directors, officers, employees, consultants and agents exclude all liability (however
arising) for any direct or indirect loss or damage that may be suffered by the recipient or any other person in
connection with this document.

Opinions, estimates and projections contained in this document reflect the opinions of the authors as at the date of
this document and are subject to change without notice. “Forward-looking” information, such as forecasts or
projections, are not guarantees of any future performance and there is no assurance that any forecast or
projection will be realised. Past performance is not a reliable indicator of future performance. All references to
securities, sectors, regions and/or countries are made for illustrative purposes only and are not to be construed as
recommendations to buy, sell or hold.

Telephone calls and other electronic communications with Schroders representatives may be recorded.
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