ARCULUS PREFERRED INCOME FUND
MONTHLY REPORT - NOVEMBER 2023

Description/strategy

The investment strategy of the Arculus
Preferred Income Fund (name changed
from DDH Preferred Income Fund on 29
November 2022) is to identify
appropriate investments to generate a
sufficiently high yield, considering risk
and minimum volatility of returns. The
Fund is constructed with reference to
macroeconomic factors and industry
exposure. The Fund does not employ
leverage either directly or using
derivatives and has no offshore
currency or market exposure. Up to 30%
of the Fund can be invested in non-
investment grade securities (S&P, Fitch
rated below BBB-, Moodys rated below
Baa3). The Fund is best suited to
investors who seek a medium risk
investment over a 3 to 5-year period.

Investment objectives

To provide unitholders with returns in
excess of cash and bank deposits over
the medium to long term by investing in
Australian sovereign bonds, senior &
subordinate debt issued by Australian
financial institutions, senior &
subordinate bonds issued by Australian
corporates and ASX-listed hybrid and
debt securities. The return is a
combination of income distribution and
capital growth. The target rate of return
is the Bank Bill Swap Rate plus 350 basis
points.

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 GCl 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 DDH0001AU
ARSN 108 161 575

Fund availability

This Fund can be accessed by investing
directly, or indirectly, using the
Wealth02, HUB24, Netwealth, OneVue,
Praemium Investment, Ausmaq, BT
Panorama, Macquarie Wrap and
Australian Money Market platforms.
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Performance to 30 November 2023 (annualised)

Total Return 0.59%
Cash Distribution 0.00%
+/- Growth 0.59%
Index 0.35%

1.39%
1.44%
-0.05%
1.03%

3.28%
2.78%
0.50%
2.08%

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

5.69% 2.23%
4.97% 4.16%
0.72% -1.93%
3.75% 2.38%

Australian index returns 30 November 2023

Index

Bloomberg Australia Bank Bill Index

Bloomberg Australia Gov't 3-5 Year Index

Bloomberg Australia Composite 0-3 Year Index

Bloomberg Australia Composite 3-5 Year Index

Bloomberg Australia Composite All Maturities Index

ASX Bonds and Hybrids; All Issues incl. franking

Funds Management

Since
Inception

3.21% 3.27% 4.40%
3.81% 3.71% 5.30%
-0.60% -0.44%  -0.90%
1.59%  1.35% 3.35%

3Y SY

Tm 3M 12M
Return Return Return
0.35% 1.03% 3.75%
1.92% 0.01% 0.61%
0.88% 0.68% 2.48%
2.05% 0.12% 1.57%
2.97% -0.47% 0.20%
1.00% 2.34% 7.13%

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.
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Fund rating

Initially rated ‘Favourable’ by SQM Research in
December 2016, the Fund was upgraded to
‘Superior’ in December 2020 and reaffirmed in

February 2023.

Fund Size

Superior
sQM

RESEARCH

As at 30 November 2023, the Net Asset Value of the Fund was $170,097,898.54.

Portfolio characteristics 30 November 2023

Running Yield

Yield to Maturity

Average Margin

Average Years to Maturity
Number of Securities Held
Fixed

Floating

Cash

Modified Duration

Credit Duration

Fees
MER
Buy/Sell Spread

Performance Fees

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

6.54%
7.65%
3.23%
2.91
49
30.42%
66.56%
3.02%
0.68
1.98

0.82%
+0.15% /-0.15%
Nil
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Arculus Preferred Income Fund - Monthly Report — November 2023

Asset breakdown

Sub Type Analysis
= Cash = Covered Bond = Preference notes
« Senior Bond Sub notes
Cash,
3.02% Covered
Sub notes Bond, 4.07%

22.40%
Preference
notes,
16.71%

D 4

Senior
Bond,
53.81%

Sector Allocation
m Cash u Finance mIndustrial «Media
Media Cash

1.19% 3.02%

Industrial
17.82%

Finance
77.98%

Credit Rating

EAAA mAA- mA+ mA- mBBB+ mBBB uBBB- uBelow IG

AAA
8.27%

Below IG
29.76%

BBB-
10.90%

AA-
14.42%

A+
231%

A
8.31%

BBB+
14.08%

BBB
11.96%
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Performance

Yields and BBSW Performance Comparison Performance
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The Fund has had a total return of 5.69% (after fees) over the 12 months to November 30. The returns
are being primarily driven by the coupon running yield that is linked to the 90-day BBSW rate. What this
means is that each quarter the coupon on each floating rate bond is adjusted to reflect the change in
the 90-day BBSW rate. Our estimated coupon based running yield this quarter is 6.54% and the yield to

maturity is 7.65%. There is scope to increase the portfolio yield in the months ahead due to the current
low fixed and credit duration positioning.

Market review

A decent rally in global developed economy bonds in November was primarily driven by a fall in US
Treasury bond yields that fell from 4.76% to 4.34%. There are a number of reasons behind this fall in
in US bond yields such as:
+ A milder than expected US monthly CPI reading for October.
+ A growing belief that the US Federal Reserve will not need to increase rates again this cycle
because broad money supply is now declining.
A fall in the oil price because US CPI measurement outcomes have a high correlation to the oil
price.
+ Afallin the US dollar against both the Yuan and the Yen due to:
o A decline in geopolitical tensions following the APEC Summit.
o Stronger than expected trade outcome from China.
o The Bank of Japan is now expected to begin tightening monetary policy for the first time

in 30 years.
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Arculus Preferred Income Fund - Monthly Report — November 2023

There are then two other factors that are likely to have been drivers of the rapid fall in US bond yields
in November. They are:

+ The size of the US ‘basis trade’ where hedge funds had built by October a record level of long
treasury physical positions offset against short futures holdings. When rates began to fall the
banks that had taken the other side of this trade by purchasing futures against the sale of the
physical bonds faced a margin squeeze that saw heavy buying of physical bonds.

+ The banks and Money Market Funds that had accumulated a record level of cash in their Federal
Reserve reverse repo accounts (in the US a Money Market Fund can access the Federal Reserve
reverse repo window whereas in Australia only an ADI has this level of access). This excess
liquidity began to be deployed in November and is the likely driver of both the rally in bond prices
(fall in yields) and the rise in the equity markets.

1000 US Federal Reserve Reverse Repos X 1,000
3000 4 r 3000
2500 F 2500
2000 r 2000
1500 F 1500
1000 r 1000

500 F 500
2004 2006 2008 2010 2012 2014 2016 2018 2020 2022
— REVERSE REPO AGREEMENTS(WED) : United States
Source: LSEG Datastream

In an Australian context the benchmark treasury yield curve moved with the US yield curve but did
move from a discount to a premium after the Australian October inflation reading was higher than

expected.
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Arculus Preferred Income Fund - Monthly Report — November 2023

Much like we have seen in the US there has also been a fall in the amount of funds that the Australian
banks (ADIs that can sell bonds into the RBA repo window and put the funds raised into their RBA
Exchange Settlement Account). It is important to understand that the banks that take funds out of
their exchange settlement account will be using the funds to purchase other asset HQLA assets which
are sovereign bonds and senior bank repo eligible bonds. This may explain part of the fall in Australian
treasury bond yields in November, however, the banks in Australia are also able to purchase floating
rate senior bank repo eligible bonds.
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Our focus has been on the direction of floating rate credit margins because we expect that the
inflation will prove to be stubbornly higher for longer so the best return outcome will be from floating
rate, not fixed rate bonds over the forecast period. A credit rally in November was in mostly non-bank
issues that had seen margin expansion earlier in the year. Investors sought out diversification from
the banking sector by purchasing industrial and insurance issues. The credit rally did not extend to
the major bank senior bonds where margins have been pressured wider by new major bank issuance,
foreign bank repo issuances and kangaroo issuance. Floating rate credit margins declined
significantly in November at an aggregate level as depicted in the following 5-year Australian iTraxx

index chart.
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After the expansion in Tier 2 margins in October there was a slight contraction in major bank margins
in November consistently across all issuers and first call dates. There is understandably some
uncertainty in the market about the outlook for Tier 2 margins with the recent APRA discussion paper
on Tier 1 and the previous increase in the systemic cyclical buffer possibly increasing the banks
issuance of Tier 2 securities in 2024. Historically, Tier 2 margins with five years to the first call date
have not traded below a margin of 200 basis points (bps) very often over the past 15 years, and then
only briefly. Major bank Tier 2 issues carry an S&P rating of BBB+. There is currently better value at
the 5-year credit level from floating senior bank issues like UBS Australia (rated A+ and repo eligible)
issued recently at +145bps and AMP senior (rated BBB and repo eligible) offered recently at +165bps.

Major Bank FRN T2, Margin vs Maturity
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Fund positioning

As we enter the holiday period where often a lack of market liquidity contributes to higher volatility,
the Fund is positioned with a low fixed duration of 0.68 years and credit spread duration of 1.98 years.

This low-risk approach reflects the enhanced interest rate and credit risk at this point in the monetary
tightening cycle. Historically the Preferred Income Fund has had a credit duration of @3.5 years,
however, even if we were optimistic about the economic outlook, credit margins at current levels offer
little value. The Fund is positioned with the ability to increase either fixed duration if the forward
outlook deteriorates or increase credit duration if the forward outlook improves.

The focus over the next few months will be on reducing performance volatility. Fund returns will be
primarily driven by the portfolio’s effective rate of return of 6.69% with sensitivity to changes in either
the fixed rate curve and/or credit margins. Tactical changes will be made to the portfolio where it is
possible to increase the effective rate of return without increasing the sensitivity to either a change
in fixed rates or an increase in credit margins.

Analysis of Sensitivity to Rate Change
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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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