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This sharp repricing in bond markets has had profound implications for fixed-income investors,

especially for those who extended their risk budgets outside of historical ranges. Christopher M.

Chapman, CFA, Senior Portfolio Manager, Head of Global Multi-Sector Fixed Income, believes now

is an opportune time for investors to recalibrate their portfolio risk and their future expectations,

considering both the current market environment and the next phase looming just over the horizon.

The pause before the pivot:
positioning bond  portfolios
for an evolving policy landscape

In the summer of 2007, as the extent of the global
financial crisis was only just beginning to reveal itself,
the yield on 10-year U.S. Treasuries slipped below
the 5% threshold. In the sixteen years since then, 5%
remains a level yet to be reached again. Quite to the
contrary, yields on the 10-year hit an all-time low of
just 0.52% in August 2020 and spent nearly all of that
inauspicious year trading below 1%."

Then, in the span of just 16 months, everything
changed. Inflation jumped from less than 2% in the
United States to 9%—a 40-year high.? The U.S.
Federal Reserve (Fed) had no choice but to respond
with a series of rate increases, and the investment
landscape was suddenly upended to become the
one we face today, characterized by stubbornly high
inflation, restrictive monetary policy, and potentially
overvalued asset prices.

The silver lining for fixed-income investors, though,
is that yield has finally returned to the bond markets.
For instance, to date in 2023, yields on the 10-year
U.S. Treasury have generally traded in the 3.5% to
4.0% range, which is twice the level from early last
year. Meanwhile, the three-month T-bill has
experienced an even more pronounced jump, from
0.08% at the start of 2022 to 5.10% at the end of April
2023.3 Income in 2023 is no longer quite so elusive.

Bonds have been unusually poor risk
mitigators lately—but that may soon change

We'd be remiss to not acknowledge that income isn’t
the only reason investors hold bonds. Reducing
overall portfolio risk, especially relative to equity
allocations, has always been one of the chief
functions of fixed income. On that score, it's been a
particularly challenging period for investors.

While the one-year correlation of the Bloomberg U.S.
Aggregate Bond Index versus the S&P 500 Index
has historically been highly volatile, we see that it

Back to the aughts: yields are now at levels not seen since before the global financial crisis

Average yield to worst (%)

2002-2008 2012-2018
Bloomberg U.S.
Aggregate Bond Index 4.80 2.37 4.35
Bloomberg Global
Aggregate Bond Index 3.82 1.75 3.52

Source: Bloomberg, as of 30 April 2023. It is not possible to invest directly in an index. Yield to worst is the lowest potential yield calculated by taking

into account an issue’s optionality, such as prepayments or calls.

" U.S. Department of the Treasury, as of 30 April 2023.
2 Bureau of Labor Statistics, as of 30 April 2023.

3 Federal Reserve Bank of St. Louis, as of 30 April 2023.
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tends to coalesce in a range from —0.2 to 0.2; for the
decade prior to 2022 (2012-2021), the average was
essentially zero, coming in at —-0.02. Today, the
correlation is almost 0.8 and is approaching a 50-
year high. 4 That's been a bitter pill to swallow for
investors who held fixed income to offset equity risk,
particularly given last year's decline of more than
18% for the S&P 500, as broad-based bond
exposures also produced double-digit losses.>

Looking ahead, however, we believe correlations are
likely to be more in line with their historical norms.
While inflation may remain elevated for some time,
we believe the initial shock has been priced into
markets and that a slowdown in global growth will
soon be the next major event for markets to
metabolize. As risk appetites diminish, we anticipate
the correlation of stocks and bonds to begin to fall.
And a slowdown at this stage feels increasingly
likely: The IMF recently pegged its outlook for global
growth over the next five years at just 3.0 percent—
the lowest five-year forecast it's ever published.®

For all of these reasons and more, it seems likely that
we're on the cusp of a great reawakening for bond
investors, as their collective appetite for higher-
quality, intermediate-duration fixed-income
securities—those more garden-variety holdings that

Rolling 1-year correlations are abnormally high
1.0

were so unappealing for so long from an income
perspective—returns in force.

What now? Positioning portfolios for a bond
market in transition

It's likely no surprise that our belief about the most
prudent way to navigate the coming transition is
fundamentally no different than our baseline
philosophy: that a broadly diversified, actively
managed approach allows investors to proactively
respond to fluctuating risks in the markets. We see
several attractive opportunities worth highlighting
further.

Interest rate positioning | As we've illustrated,
since investors are now being compensated
appropriately (in the form of yield) for the risk of any
additional rate hikes, we think now is the time to
begin embracing interest rate risk: The higher
income base investors earn would act as an offset to
price losses should yields move materially higher
from here. We also see a benefit to emphasizing
global diversification when it comes to duration
exposure. We believe as we move further into a late-
cycle environment, there could also be benefits in
allocating to countries where local economies may
be more sensitive—or vulnerable—to higher interest
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Source: FactSet, as of 30 April 2023. It is not possible to invest directly in an index.

4 Bloomberg, as of 30 April 30, 2023.
5 Standard & Poor’s, as of 30 April 2023.
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8 International Monetary Fund, World Economic Outlook, April 2023.
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rates. We'd expect those countries to begin cutting
policy rates before the Fed is ready to move.

Credit positioning | Within corporate bonds, we
hold a positive outlook for investment-grade and
select higher-quality high-yield bonds that operate in
sectors poised to benefit from the broader economic
reopening, including travel, leisure, and food
services. We also believe that commodity producers
and more defensive industries such as healthcare,
utilities, and non-cyclical consumer segments can
perform well in the current environment. Select
securitized assets are also attractive as they can
diversify a portfolio away from traditional corporate
credit risk. Within that space, we’re finding attractive
offerings in commercial mortgage-backed securities
tied to life sciences, traditional agency mortgage-
backed securities, and also unique asset-backed
securities.

Currency positioning | Our analysis suggests the
USD likely peaked in late 2022 and, looking out over
the medium term, we believe a less hawkish (or
possibly easing) Fed policy, coupled with the
potential for a shallow U.S. recession, could result in
the dollar falling further. A weaker dollar would
benefit  international  fixed-income markets;
subsequently, we believe non-North American
currencies have become more attractive, particularly
in places like the Eurozone where interest rates have
normalized. Select local emerging-market currencies
from jurisdictions where central banks have
preemptively raised interest rates also look attractive
from both a carry and total return perspective. We
would caution, however, that within emerging
markets, country selection can prove of paramount
importance given elevated geopolitical, political, and
liquidity risks experienced in the sector. We prefer
higher quality, liquid emerging markets with strong
fiscal positions, independent central banks, and
floating exchange rates (rather than pegged).
Targeted exposures in Latin America (LATAM),
where investors can pick up double-digit yields on
short-term bonds, and Asia, which should benefit
from peaking inflation and better growth prospects on
the back of China’s economic reopening, both look
appealing.
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Disclaimer

Investing involves risks, including the potential loss of principal. Financial
markets are volatile and can fluctuate significantly in response to
company, industry, political, regulatory, market, or economic
developments. These risks are magnified for investments made in
emerging markets. Currency risk is the risk that fluctuations in exchange
rates may adversely affect the value of a portfolio’s investments.

The information provided does not take into account the suitability,
investment objectives, financial situation, or particular needs of any
specific person. You should consider the suitability of any type of
investment for your circumstances and, if necessary, seek professional
advice.

This material is intended for the exclusive use of recipients in jurisdictions
who are allowed to receive the material under their applicable law. The
opinions expressed are those of the author(s) and are subject to change
without notice. Our investment teams may hold different views and make
different investment decisions. These opinions may not necessarily
reflect the views of Manulife Investment Management or its affiliates. The
information and/or analysis contained in this material has been compiled
or arrived at from sources believed to be reliable, but Manulife
Investment Management does not make any representation as to their
accuracy, correctness, usefulness, or completeness and does not accept
liability for any loss arising from the use of the information and/or analysis
contained. The information in this material may contain projections or
other forward-looking statements regarding future events, targets,
management discipline, or other expectations, and is only current as of
the date indicated. The information in this document, including
statements concerning financial market trends, are based on current
market conditions, which will fluctuate and may be superseded by
subsequent market events or for other reasons. Manulife Investment
Management disclaims any responsibility to update such information.

Neither Manulife Investment Management or its affiliates, nor any of their
directors, officers or employees shall assume any liability or
responsibility for any direct or indirect loss or damage or any other
consequence of any person acting or not acting in reliance on the
information contained here. All overviews and commentary are intended
to be general in nature and for current interest. While helpful, these
overviews are no substitute for professional tax, investment or legal
advice. Clients should seek professional advice for their particular
situation. Neither Manulife, Manulife Investment Management, nor any
of their affiliates or representatives is providing tax, investment or legal
advice. This material was prepared solely for informational purposes,
does not constitute a recommendation, professional advice, an offer or
an invitation by or on behalf of Manulife Investment Management to any
person to buy or sell any security or adopt any investment strategy, and
is no indication of trading intent in any fund or account managed by
Manulife Investment Management. No investment strategy or risk
management technique can guarantee returns or eliminate risk in any
market environment. Diversification or asset allocation does not
guarantee a profit or protect against the risk of loss in any market. Unless
otherwise specified, all data is sourced from Manulife Investment
Management. Past performance does not guarantee future results.

Manulife Investment Management

Manulife Investment Management is the global wealth and asset
management segment of Manulife Financial Corporation. We draw on
more than a century of financial stewardship to partner with clients across
our institutional, retail, and retirement businesses globally. Our specialist
approach to money management includes the highly differentiated
strategies of our fixed-income, specialized equity, multi-asset solutions,
and private markets teams—along with access to specialized,
unaffiliated asset managers from around the world through our
multimanager model.

This material has not been reviewed by, is not registered with any
securities or other regulatory authority, and may, where appropriate, be
distributed by the following Manulife entities in their respective

jurisdictions. Additional information about Manulife Investment
Management may be found at manulifeim.com/institutional
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