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Sustainable fixed income

The scale and the maturity of the sustainability fixed income universe mean that any investor taking a “best in
universe” approach when constructing a diversified fixed income portfolio would have to consider this segment, as
it represents around 15% of global fixed income issuance. Moreover, that percentage looks set to increase
significantly. We anticipate that across all fixed income asset classes (including municipals), sustainable bond
issuance should exceed US dollar (USD) 900 billion in 2024. There is also potential for an even further significant
uptick in issuance, particularly in the second half of 2024, which could result in a record-breaking year, as both
corporate entities and sovereign agencies seek to capitalise on the more favourable lower interest rate environment.

Chart 1: Green, sustainability and social bond issuance
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Despite the positive outlook for sustainable bond issuance, it is important to note that the market landscape for
sustainable bonds still poses certain challenges, among them the political environment in the US. Environmental,
Social, and Governance (ESG) considerations have become a third rail of US politics, and an anti-ESG movement is
being leveraged as a campaign platform by the Republican Party. This has led some corporations to exercise caution
when undertaking ESG initiatives or promoting sustainable bond issuance. However, we think that this pause will
give companies the opportunity to refinance capital at lower interest rates further down the road.

It is worth noting that the green energy sector struggled in 2023, partly due to rising interest rates and inflation
impacting the cost of capital and materials. Consequently, some green energy exchange traded funds (ETFs) have
experienced significant declines. However, despite these challenges, we believe that, from an economic perspective,
onshore wind and solar power remain cost-effective options for energy production compared to fossil fuels.

Looking to 2024 and beyond, a wave of regulations is on the horizon, aimed at enhancing transparency and curbing
the risk of “greenwashing” in sustainable finance. One example is the Corporate Sustainability Reporting Directive
(CSRD) in Europe, finalised in 2023 and taking effect in 2024. Under the CSRD, large public companies will be
required to start collecting sustainability data, with the first disclosures expected in their 2025 annual reports. In
subsequent years, the CSRD will expand its coverage to include more companies that do business in Europe,
including those with subsidiaries in the Eurozone. Non-compliance with these regulations could result in fines.

Despite the potential regulatory challenges, the sustainable bond market is poised for significant growth. The base
case anticipates an issuance of USD 900 billion to USD 1 trillion annually, with the current market size at
approximately USD 4 trillion. It is conceivable that, even with conservative growth estimates, the market could reach
USD 10 trillion by 2030. This market expansion is likely to be driven by the increasing awareness of the economic
benefits and job creation associated with sustainable finance, making it politically challenging to curtail green
energy finance efforts.

Moreover, the surge in private capital investment in renewable energy is driven by straightforward economic
considerations, and the attractiveness of solar and onshore wind from a financial perspective is undeniable. The
cost-effectiveness of these energy sources, coupled with the potential for stable and profitable returns, is a
compelling reason for private capital to continue to flow into the sector.

Core markets outlook

At the beginning of 2023, investors were focused almost solely on when inflation would be tamed. However, 2023
can only be described as a period of disinflation, and inflation is now on a path back towards central bank target
levels. As we enter 2024, we expect this trend to continue. We see the housing portion of core inflation, in particular,
as likely to cause overall core inflation to fall; this is evident from online indices such as the Zillow Observed Rent
Index (ZORI) and the owners’ equivalent rent (OER) component of the consumer price index (CPI) (Chart 2). Both
ZORI and OER have a lag of approximately 12 months between changes in housing costs and when they are
reflected in the core inflation rate. Given this lag effect, we expect core inflation to decline dramatically in 2024.

Chart 2: Owners’ equivalent rent of residences vs Zillow rent year-over-year percentage change
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As with every year, the Federal Reserve (Fed)'s actions and statements will be followed intently in 2024. It is worth
noting that the Fed has never cut rates while core CPl inflation was above 2.7%. Yet, when looking at market-implied
pricing for 2024, expectations point to rate cuts in roughly 25-basis-point increments during the second half of the
year. This would be an unfamiliar action from the Fed, which usually cuts in 50-basis-point or greater increments.
Should circumstances dictate a rate cut, we would expect the Fed to act aggressively. It appears to us that the
market is not fully factoring this possibility into implied rates.

Looking into 2024, there are a few potential concerning developments. For example, in the second half of
September 2023, the Fed’s Bank Term Funding Program (BTFP) became the largest federal credit facility. This was
after loans to depository institutions that had been placed in Federal Deposit Insurance Corporation (FDIC)
receivership dropped significantly. The surge in BTFP usage (Chart 3) suggests ongoing challenges and concerns in
the commercial real estate sector, particularly in relation to loan defaults. We think default rates will continue to pick
up in 2024, which could have far-reaching implications for the financial stability of banks and the broader economic
system. Banks often have a substantial portion of their loan portfolios tied up in commercial real estate investments.
These loans are typically structured with a fixed term, and a significant portion of outstanding loans are set to
mature or “roll over” in 2024. Banks will need to decide whether to renew these loans or not. Therefore, the focus
will be on hidden or less apparent losses inherent in bank loan structures, particularly in the context of long-dated
and long-duration commercial real estate lending portfolios, especially among regional banks, which were an area
of so much concern during the early months of 2023.

Chart 3: Fed Bank Term Funding Program
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While the Fed and the FDIC acted decisively to prevent further systemic issues at that time, questions remain as to
whether the Fed will choose to renew or continue the BTFP. If it chooses not to, it could trigger significant disruption
in the financial system. Therefore, we anticipate that the Fed will be compelled to extend the facility to maintain
banking sector stability.

It is also worth noting that before any interest rate cuts occur, we expect the Fed would need to step back from its
quantitative tightening (QT) measures. In terms of timing, market indicators and implied expectations suggest that
such a change in Fed policy could take place as early as the second quarter of 2024. This pause would be an
important signal to the market and could influence expectations about the future path of interest rates.

The USyield curve has beeninverted (when short-term interest rates are higher than long-term rates) approximately
12% of the time since 1980. Notably, the current yield curve inversion is the longest on record and approximately a
quarter of this inversion period has occurred since the summer of 2022. Looking ahead, we expect the yield curve
to move towards a “bull steepener” scenario, which implies that long-term interest rates will rise faster than short-
term rates. In this context, we would anticipate potentially double-digit returns in investment-grade (IG) sovereigns
and corporate credit. The two-year US Treasury yield could serve as a key indicator of market sentiment around
future interest rate movements. Understanding these dynamics will be essential for investors hoping to navigate
the fixed income market in 2024.

Returning to central bank activity, we expect the European Central Bank (ECB) and the Bank of England (BOE) will
begin to reduce interest rates ahead of the Fed, especially given recent Purchasing Managers' Index (PMI) data
suggesting weaker economic conditions in the Eurozone and the UK. On a relative basis, we expect a softer dollar
early in 2024 before strengthening as regional weaknesses become more apparent. In Japan, we question the Bank
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of Japan (BOJ)'s ability to lift its yield curve control policy, especially when considering other central banks
worldwide are expected to halt or reduce their QT efforts. We suspect the BOJ will find it challenging to raise interest
rates beyond their current extremely low levels, thereby falling short of market expectations. We also think the BOJ
may be out of sync with prevailing market expectations and global economic conditions. The current implied
pricing in the market and the BOJ's policy path seem incongruent, particularly in the context of a global economic
landscape marked by the possibility of recession.

In summary, we are approaching an inflexion point in the economic cycle, when rates are about to turn lower. Given
the anticipated volatility in fixed income markets during this transition period, active management becomes crucial.
Europe's economic slowdown relative to the US is one notable trend, and smaller countries such as New Zealand
and Canada are also potential considerations due to their slowing economic conditions. We believe that the
environment in 2024 will create opportunities for active management and relative value positioning across various
countries and vyield curves. We also think longer duration could be the optimal positioning for fixed income
portfolios.

Credit markets outlook

Three crucial factors need to be accounted for when we discuss credit market positioning for 2024: the
fundamentals of companies in our investment universe, the technical factors impacting the market and valuations
in the global credit market.

Starting with fundamentals, over the last few quarters we have observed some deterioration in US credit. First and
foremost, interest rate coverage ratios have come under pressure, which is not surprising given the shift in rates.
Companies in Europe are usually more conservative when it comes to their financial policies and we have not yet
noticed deterioration in Europe.

For the coming months, we expect fundamentals to remain stable, or to stabilise (in the US), as higher rates will only
slowly feed into interest costs as a lot of companies have termed out debt in recent years and do not have a real
need to issue more now. Nevertheless, we are currently more confident about the fundamentals of IG companies
and prefer to be cautious on high yield (HY) issuers. The latter might be more affected by higher rates as many
companies will have refinancing needs in 2024.

We expect that market technicals will remain stable in 2024, particularly should bond supply start to decline. During
periods of weaker growth, companies generally have reduced capital expenditure needs, less appetite for mergers
and acquisitions and lower pay-outs to shareholders. These factors should all reduce bond issuance in 2024, in our
view. Furthermore, we expect some corporate treasurers to time the bond market and wait for lower rates before
they tap it. While we expect the supply side for bonds to shrink, we see demand for bonds rising, given the attractive
yield levels across the credit universe.

The third important aspect to consider when discussing credit market positioning in 2024 is valuation. At the
moment, we would view credit market valuations in the US (Chart 4) and Europe (Chart 5) as fair, with both IG and
HY bonds trading around long-term averages. However, all-in-yields are at an historic high level, which creates
strong demand for the asset class from “buy-and-maintain” bond holders, including pensions and endowment
funds.

Chart 4: US Investment grade credit spreads
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Chart 5: Euro investment grade credit spreads
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We expect credit market fundamentals and technicals to remain benign while spread valuations can at least be
described as fair. This leads us to a positive view for credit in 2024. Nevertheless, we have a strong preference for IG
over HY. We also have a preference for Europe over the US, as we expect European issuers to approach 2024 with
more conservative balance sheets compared to their US peers.

For total-return focused strategies, our favourite part of the credit curve remains the short end. For those strategies
focused on relative performance rather than total returns, we think 30-year bonds look most attractive. In terms of
sector exposure, we continue to favour Tier 1 banks in the US and Europe after a strong earnings season where the
effects of higher rates have continued to drive up profits. We feel more cautious on cyclical sectors, including energy
and basic industries. We still view hybrid bonds as attractive with the extension risk for most issuers declining as the
primary market for these bonds re-opens.

Allin all, we expect 2024 to be a fruitful year with interest rates declining and spreads proving stable.
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Important information: This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for distribution
only under such circumstances as may be permitted by applicable laws. This document does not constitute personal investment advice or a
personal recommendation and it does not consider in any way the objectives, financial situation or needs of any recipients. All recipients are
recommended to consult with their independent tax, financial and legal advisers prior to any investment.

This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any investments or
participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM's investment strategy in any way. The
information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but have not
been independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no responsibility or
liability for the accuracy or completeness of this document. No reliance should be placed on any assumptions, forecasts, projections, estimates or
prospects contained within this document. This document should not be regarded by recipients as a substitute for the exercise of their own
judgment. Opinions stated in this document may change without notice.

In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates of
future performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal investment.
The mention of individual securities, sectors, regions or countries within this document does not imply a recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document, provided
that nothing herein excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention and use of the intended recipients. Any use beyond that intended by Nikko
AM is strictly prohibited.

Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan nor is it
intended for distribution to persons in Japan. Registration Number: Director of the Kanto Local Finance Bureau (Financial Instruments firms) No.
368 Member Associations: The Investment Trusts Association, Japan/Japan Investment Advisers Association.

United Kingdom: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and regulated in the United
Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). This document constitutes a financial promotion for the purposes of the
Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is directed at professional
clients as defined in the FCA Handbook of Rules and Guidance.

Luxembourg and Germany: This document is communicated by Nikko Asset Management Luxembourg S.A., which is authorised and regulated in
the Grand Duchy of Luxembourg by the Commission de Surveillance du Secteur Financier (the CSSF) as a management company authorised
under Chapter 15 of the Law of 17 December 2010 (No SO0000717) and as an alternative investment fund manager according to the Law of 12 July
2013 (No. A00002630).

United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. Any offering or distribution of
a Fund in the United States may only be conducted via a licensed and registered broker-dealer or a duly qualified entity. Nikko Asset Management
Americas, Inc. is a United States Registered Investment Adviser.

Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and intermediaries
only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of Singapore.

Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and intermediaries only.
The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory authority in Hong Kong. Nikko
Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.

New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057, FSP22562). It
is for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.

Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No offer
to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the addressee only
and must not be passed to, issued to, or shown to the public generally.

Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by the Kuwaiti
Capital Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the basis a private placement
or public offering is, therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as amended). No private or public
offering of the Strategy is being made in Kuwait, and no agreement relating to the sale of the Strategy will be concluded in Kuwait. No marketing
or solicitation or inducement activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised and regulated
by the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the Financial Conduct Authority (the FCA) in the United
Kingdom (the FCA Rules). This document should not be reproduced, redistributed, or sent directly or indirectly to any other party or published in
full or in part for any purpose whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko AME is
not treating that person as a client for the purposes of the FCA Rules other than those relating to financial promotion and that person will not
therefore benefit from any protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may at any
time make purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may provide or
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have provided significant advice or investment services in any investments referred to in this document or in related investments. Relevant
confidential information, if any, known within any company in the Nikko AM group or Sumitomo Mitsui Trust Holdings group and not available to
Nikko AME because of regulations or internal procedure is not reflected in this document. The investments mentioned in this document may not
be eligible for sale in some states or countries, and they may not be suitable for all types of investors.

Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as contemplated by
the Commercial companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, nor does it constitute an
offer to sell, or the solicitation of any offer to buy non-Omani securities in the Sultanate of Oman as contemplated by Article 139 of the Executive
Regulations to the Capital Market law (issued by Decision No. 1/2009). This document is not intended to lead to the conclusion of any contract of
whatsoever nature within the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an independent
investigation of the risks involved in an investment in such Strategies. The document does not constitute an offer to the public and should not be
reproduced, redistributed, or sent directly or indirectly to any other party or published in full or in part for any purpose whatsoever without a prior
written permission from Nikko Asset Management Europe Ltd (Nikko AME). No transaction will be concluded in your jurisdiction and any inquiries
regarding the Strategies should be made to Nikko AME.

United Arab Emirates (excluding DIFC): This document and the information contained herein, do not constitute, and is not intended to constitute,
a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only being offered to a
limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks involved in an investment
in such Strategy, and (b) upon their specific request.

The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or any
other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only and should
not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee's consideration thereof).

No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe Ltd.

Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is, to be
construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect to the eligibility of
any person to acquire any financial investment product or service. The offering and sale of any financial investment product is subject to the
applicable regulations of the Republic of Korea. Any interests in a fund or collective investment scheme shall be sold after such fund is registered
under the private placement registration regime in accordance with the applicable regulations of the Republic of Korea, and the offering of such
registered fund shall be conducted only through a locally licensed distributor.
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