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Description/strategy

The investment strategy of the Arculus
Fixed Income Fund (name changed from
GCl Australian Capital Stable Fund on 29
November 2022) is to identify
appropriate investments from the pool
of Australian sovereign and Australian
senior bank bonds that are expected to
generate a sufficiently high vyield,
commensurate with the assumed risk,
with minimum volatility of returns. The
Fund is not benchmark aware so is
without a duration target. It is focused
on achieving an absolute return. The
Fund is best suited to investors who
seek a low to medium risk investment
over a 1 to 3-year period.

Investment objectives

To provide income and capital stability
and a high degree of liquidity in all
market conditions. The total return will
mainly comprise income from security
income payments. The target rate of
return is the Bank Bill Swap Rate plus
1.5% before fees.

ESG

Environmental, Social and Governance
issues form part of the risk analysis
framework.

Fund details

DDH Graham Limited (DDH) is the
responsible entity of the Fund. As
responsible entity, DDH is responsible
for the management and administration
of the Fund, including the issue of the
Fund's Product Disclosure Statement
and all other public announcements
concerning the Fund.

DDH has appointed GCI Australia Pty Ltd
(one of Australia’s leading Investment
management businesses) ABN 68 140
364 576 (GCl) as the Fund’s outsourced
investment manager. Arculus Funds
Management Pty Ltd (Arculus), a wholly
owned subsidiary and Corporate
Authorised Representative of GCI
undertakes the investment
management activities for the Fund.

APIR Code DDH8305AU
ARSN 622 419 578

Fund availability

This Fund can be accessed by investing
directly, or indirectly, using the BT
Panorama, Allan Gray, HUB24,
Netwealth and Macquarie Wrap
platforms.

LIMITED

Performance to 28 February 2023 (annualised)

™ 3M (] 1Y 2y 3Y
Total Return 0.03% 1.04% 1.48% -1.04% -1.29% -0.79% 0.51%
Cash Distribution 0.00% 0.59% 0.89% 1.47% 1.22% 1.23% 1.71%
+/- Growth 0.03% 0.45% 0.59% -2.51% -2.51% -2.02% -1.20%
Index 0.24% 0.746%  1.40% 1.76% 0.89% 0.66% 1.05%

*Fund returns are net of all fees — may not sum due to rounding

Australian index returns 28 February 2023

Index ™ e
Return Return
Bloomberg Australia Bank Bill Index 0.24% 0.78%
Bloomberg Australia Gov't 3-5 Yr Index -1.20% -0.50%
Bloomberg Australia Composite 0-3 Yr Index -0.38% 0.28%
Bloomberg Australia Composite 3-5 Yr Index -1.08% -0.14%
Bloomberg Australia All Maturities Composite Index -1.32% -0.64%

Since
inception

0.61%
1.63%
-1.03%

1.09%

12M

Return

1.76%

-3.68%
-0.73%
-3.68%

-6.37%

Returns are calculated using exit prices and are calculated after all fees and costs have been deducted, assumes any distributions are
reinvested and no allowance made for tax. The ‘distribution’ component represents the amount paid by way of distribution, including net

realised capital gains. Numbers may not sum due to rounding. Past performance is not an indicator of future performance.

The benchmark is the Bloomberg Australian Bank Bill Index. The inception date of the fund was 25 October 2004. E&P commenced as

Investment Manager on 31 December 2010. Arculus commenced as Investment Manager on 01 July 2015.

Yededeke e

Fund rating

Initially rated ‘Favourable’ by SQM Research in .
December 2018, the Fund was upgraded to Supenor
‘Superior’ in December 2020 and reaffirmed in SQM
February 2023. RESEAREH

Fund Size
As at 28 February 2023, the Net Asset Value of the Fund was $75,765,605.96.

Portfolio characteristics 28 February 2023

Running Yield 4.27%
Yield to Maturity 4.36%
Average Margin 0.85%
Average Years to Maturity 2.19
Number of Securities Held 40
Floating 45.97%
Fixed 51.87%
Cash 2.16%
Modified Duration 1.11
Credit Duration 0.57
Fees
MER 0.40%

Buy/Sell Spread +0.10%/-0.10%

Performance Fees Nil
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Asset breakdown

Sub Type Analysis
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After a strong 1.04% gain in January the Fund was able to hold onto this gain in February despite a
sharp and considerable sell off in the bond market after the bond market was surprised by a stronger
than expected inflation reading for the December quarter and a hawkish outlook from the RBA at the
February meeting. The stable outcome in February reflects the low duration positioning and the yield
to maturity of 4.36%. The performance of the Fund over the next 12 months will be primarily driven by
the 4.36% yield to maturity and the calculated duration of 1.11 years. The short duration of the
portfolio means that there is a low risk to this calculated yield to maturity.

Market review & outlook

A lot can change in just one month. Over the month of February, the Australian yield curve flattened a
great deal after stronger than expected inflation data forced several of the major banks to revise their
forecasts for the terminal RBA official interest rate to 4.10% from 3.65%. The market implied terminal
interest rate is now 4.40%. It is also significant that even those banks that expected the RBA to move
to a hold position at the February meeting, have now fallen silent.
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Just looking at the yield curve chart, it is not readily apparent that the curve is quite flat. The spread
between the 1 & 5-year bonds is now negligible. The yield on the 3-year treasury has been bid into
3.65% by natural demand from banks and investors and does not typically reflect a strategic view on
the macroeconomic outlook.

Issued by DDH Graham Limited — ABN 28 010 639 219 AFSL 226319 Page 2



Arculus Fixed Income Fund - Monthly Report — February 2023

Issued by DDH Graham Limited — ABN 28 010 639 219 AFSL 226319

Daily AUZAUS=RR 1/03/2022 - 18/03/2023 (GMT)
BarOHLE, AUDAUS=RR, 28/02/2023, -1.50, -0.70, -3.50, -0.80, +0.70, (-46.67%) T T Value
O S S T

AT O OO S O O O O O O B

: = 4 = .J:. s =l L 1 .E_GU

; A SN SO W AU W | P

1 i*i'] )r: | :

: -H- H“ iy :1, ........ p......:_zn
R A "||. i|" 1|w“ :
O P S S llwdr,,---:m

0116 01 16 01 16 01 16 01 16 01 16 01 16 01 16 01 16 Q1 16 01 16 01 16 01 18
Q1 22| Q2 2022 | Q3 2022 | Q4 2022 | Q12023

The spread between the 5 & 10-year bonds also contracted from near 28 basis points (bps) to 18bps
over the past month. The market appears to have revised upwards its expectations for RBA interest
rate increases, to combat the higher inflation reading in December, but not changed its outlook for
the economy over the medium term.
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In an Australian context we did not expect a recession in the first half of 2023, and while we still
believe that headline inflation has peaked in the December quarter, we are not confident that RBA rate
rises alone will impact the non-transitory price factors fast enough to prevent inflation becoming
embedded above the RBA 2-3% target range. The relatively flat Australian yield curve reflects this
economic outcome.

There are several pillars supporting the Australian economy that need to be considered when
forecasting the economic outlook. These include:

e  Strong employment/low unemployment levels underwritten by the Australian welfare state.
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e  The household savings ratio still being above pre-covid levels with Australian households
using their pandemic savings on home improvements that should have increased the value
of their primary asset.

Household savings
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e Money supply growth, and more particularly private credit growth, are still at highly elevated
levels, consistent with economic expansion and an inflation rate above the RBA 2-3% target

zone.

e  Wages growth in the private sector has already reached a level not seen since the GFC.
There is a high degree of risk that this will drive services inflation as the labour input to the
provision of services is greater than goods production where capital plays a greater role.
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e  The Australian dollar has not appreciated with the rise in interest rates to bring the price of
imports down and is at risk of further deprecation while US rates are above Australian.

It is still too early to confidently predict when the RBA will stop raising interest rates and even more
difficult to determine how long rates will need to remain at the terminal rate in order for inflation to
grind back down into the RBA 2-3% target zone. There is then a political risk from the RBA inquiry
currently underway that the government alters the RBA mandate such that inflation targeting is
amended or abandoned.
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Fund positioning

The Fund remains well positioned to avoid an increase in bond volatility in the year ahead, as it is
balanced with a mixture of both short-dated fixed rate bonds and short-dated floating rate bonds. This
short duration positioning compared to index should reduce portfolio volatility and the impact of inflation
and RBA rates continuing to drive rates volatility. It may also prove to be important if global bond volatility
spikes in the months ahead on any of the following events:

e  Bank of Japan yield curve control changes.
e  US debt ceiling debate.
e  The US avoiding a recession.

While not forecasting a recession the credit duration of the portfolio has also been kept very low at 0.57
years. There are two reasons for maintaining a low credit duration. These are:

1. Credit spreads have contracted sharply over the past two months to a level typically seen
when the economic outlook is strong. There is then very little value to be gained from
extending credit duration at this time.

2. The risk of a recession is not being reflected in credit margins. While not currently
forecast, a recession remains a probability within the next 12 months.
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The rise in interest rates, as reflected in the 90-day BBSW rate moving up to 3.56% in February, will be
reflected in the coupons of the floating rate bonds held in the portfolio over the next quarter. If interest
rates continue to rise, then the running yield of the portfolio will be expected to increase.

The performance of the portfolio over the next 12 months will be primarily driven by the yield to maturity,
as the portfolio has a calculated fixed duration of 1.07 years. The duration of the portfolio has been
actively reduced by taking capital gains on fixed rate bond rallies over the past three months and moving
into short-dated floating rate major bank senior bonds. This has meant accepting a lower coupon yield
in the short term in return for lower duration risk (exposure to higher interest rates). The strategy has
been effective with the sell off in the bond markets over February not impacting performance.
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Environmental Social and Corporate Governance

Arculus Funds Management believes that integrating Environmental, Social and Governance (ESG)
factors into our investment decision-making and ownership practices is fundamental to delivering the
results our clients seek.

Investing demands active and ongoing engagement and we are committed to maintaining a focus on
long-term sustainability and returns. We also recognise that the ESG investment world is constantly
evolving, and we seek to partner with clients and ensure our principles align with theirs on this journey.

At a corporate level, ESG principles influence our people, our culture, and our choices, helping to make
us better investors. At an investment level, we consider ESG in our analysis and processes, helping
us identify opportunities and risks. Recognising that there is a lack of consistency in ESG
implementation and articulation across the industry, we seek to be clear in our communication as
well as providing insight for our clients. Arculus does not explicitly exclude any industry, rather we
aim to invest only in what we consider to be the best company within an industry group that displays
industry leading ESG principles.

Arculus Funds Management'’s policy is to integrate sustainability risks in their investment solutions
across all our products by identifying, evaluating, and managing relevant risks in our investment
decisions. We believe sustainability risks are most relevant to investment outcomes when they exhibit
financial materiality, and, like all investment risks, are incorporated by balancing expected risk with
expected reward. In managing investment solutions, Arculus consider financially-material
sustainability risks in the context of expected rewards using a blend of inputs from sources including,
but not limited to, our own portfolio managers and external third-party data sources.

Our focus is primarily on investigating the governance structures of each issuer as this is central to
understanding the underlying business risks. Attention is also given to the level of equality and
diversity because we have found that in the long term, businesses that employ the best people
regardless of their gender, racial background or age tend to outperform.

We do not chase higher short-term returns by investing in offshore company securities because of
the increased risks that include currency but also regulatory differences that protect the Australian
financial system. Identifying inadequate governance practices is much more difficult offshore when
we are not able to fully understand the cultural practices of that country or verify that the regulatory
and governance framework of that country meets our standards.

Disclaimer. This document is not a recommendation to acquire a particular financial product. The information in this document is of a general nature only. DDH Graham Limited (DDH) has not
considered the investment objectives, financial situation or needs of any person or entity, when preparing this document. Persons should refer to the Product Disclosure Statement of this product
(available from www.ddhgraham.com.au) and seek professional advice before relying on the information. Information used in this publication has been prepared in good faith by DDH Graham Limited.
However, neither DDH Graham Limited nor Arculus Funds Management Pty Ltd warrant the accuracy of the information, and to the extent permitted by law, disclaim responsibility for any loss or
damage of any nature whatsoever which may be suffered by any person directly or indirectly through relying upon it, whether that loss or damage is caused by any fault or negligence of either DDH
Graham Limited or Arculus Funds Management Pty Ltd or otherwise. Past performance is not indicative of future performance.
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