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“Fixed income
markets offer
significant
opportunities
for a truly active
manager...
to generate
consistent alpha.”

Would you invest in an active fund manager that regularly
delivered you sub-benchmark returns?

Most likely not, but this is essentially the reality for investors
in passive fixed income exchange traded funds (ETFs).

These funds track the benchmark but charge a fee so the actual total return to
investors is below that of the benchmark itself. Due to the differences between
equity and fixed Income markets, we do not consider ETFs the best solution
for investors when allocating to bond markets. Fixed income markets offer
significant opportunities for a truly active manager, who can take advantage
of the many idiosyncrasies that exist, to generate consistent alpha
(outperformance) net of fees.

Passive Fixed Income ETFs Consistently Lag Benchmarks Due to Fees

Over the past decade ETFs have grown rapidly across both the US and Europe.
From 2016-2022 their volume increased by 16% p.a. exceeding the 5% p.a. growth
of mutual funds'. ETFs began in the US in 1993 as an alternative to passive index
funds for individual investors, but now their reach is global. ETFs exist across
many asset classes and have now been widely adopted by institutional investors.
But we do not believe that ETFs are the best solution for investors in fixed income.

As shown in the chart below, over the past ten years, the RBC BlueBay
Investment Grade Euro Government Bond Fund has outperformed

its benchmark whereas the leading passive ETF has underperformed its
benchmark, net of fees. The RBC BlueBay Fund has generated alpha of
110bps per annum, but the leading ETF has lagged by an annualised 14bps.

Alpha Generation of RBC BlueBay 1G Euro Gov Bond Fund vs leading ETF
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Source Bloomberg, at 31st October 2024. All data is net of fees.
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Why do Passive Fixed Income ETFs deliver
sub-benchmark returns?

The first ETF was based on the S&P 500, a large
capitalisation equity market. In markets such as these,

due to the high liquidity and narrow bid/offer spreads that
prevail, providers can offer ETFs at very low costs. However,
in fixed income markets spreads are wider and liquidity is
lower, so the ETF providers generally charge investors more.
Transaction costs and fees mean passive fixed income ETFs
lag benchmark returns, this tends to be exacerbated during
volatile periods when liquidity decreases.

Fixed income markets are structurally inefficient

The bond markets are mainly traded ‘over the counter’
(OTC) and are generally less efficient than equities. This
means they are more prone to the mispricing of risk, which
creates opportunities for active managers. Information
inefficiencies also exist within fixed income markets.

In equity indices an issuer will only be one member, but
in fixed income benchmarks issuers often have multiple
securities, with differing maturities and coupons.

These often have different features such as callability,
subordination or covenant protection which are difficult
to value. This can lead to pricing anomalies that can be
exploited through an active management strategy.

Passive strategies always replicate the benchmark

This could mean they hold securities even though the
fundamentals are deteriorating. A passive ETF will not

sell until the issuer is removed from a benchmark, which
can happen when the credit rating is downgraded.

This can lead to all ETF holders selling their holdings
simultaneously, possibly causing sales at depressed prices.

Equities are effectively perpetual securities, but a typical
bond has a maturity of five to seven years. Consequently,
the turnover of the constituents within fixed income indices
is multiple times that of equity indices. Equity indices are
often rebalanced quarterly and, due to the methodology,
annual index turnover is normally only 1-2%” of the index
capitalisation. As bonds mature they leave the benchmark,
so typically between 15% and 20%* is replaced annually.
This gives a meaningful advantage for active investors

as issuers generally price new issuance at a discount to
outstanding bonds, to avoid the reputational risk of them
being undersubscribed. Active investors can participate in
the new issuance and generate alpha. Passive investors
will not purchase bonds until added to the benchmark,
when often the discount in pricing has closed.

Are Active ETFs the solution?

More recently ‘Active ETFs’ have been launched, aiming to
combine the value-added skill of active managers with the
low costs of ETFs. But observed performance shows there is
no evidence to support this is adding value to end investors.
In fixed income markets we observe that the data available
indicate that many of these funds track their benchmarks
closely, indicating that little ‘real” active risk is taken.

*>*Bloomberg

ETFs — under the hood

It is important to understand some of the key features
of ETFs and how they differ from mutual funds.

Tax: In the United States ETFs have a preferential
capital gains tax treatment relative to mutual funds,
this has been a major driver of their popularity in the
US. But the tax regime in Europe is different so this
feature adds no value to European purchasers.

Liquidity: ETFs offer investors the ability to trade
intraday, so ETF traders can attempt to exploit intraday
volatility. However, investors who take a longer-term
view do not need intraday liquidity, but they are in effect
‘paying’ for others to have this facility. ETF providers
are required to create or liquidate the balance of orders
each day, this generates transaction costs that are
borne by the remaining ETF investors.

Index construction methodology in the equity
markets generally affords the largest weighting to the
companies with the greatest equity capitalisation. In
fixed income the largest constituents are those issuers
with the highest level of debt. So, in a passive fixed
income ETF investors are most heavily exposed to

the most indebted companies. These companies are
potentially more vulnerable to downgrades or defaults.

Responsible investing: Passive ETFs invest in all
issuers in the benchmark so do not distinguish based
on ESG criteria. Consequently, they will have exposure
to companies with weaker ESG scores, which will
lower their overall ESG rating. Many investment-grade
passive ETFs are classified SFDR 6, the RBC BlueBay
Investment Grade Euro Government Bond Fund has a
SFDR 8 classification. Some investors have restrictions
on the percentage of their portfolios that can be
allocated to SFDR 6 funds, so investing in passive
ETFs can use up this allocation. At RBC BlueBay we
can integrate responsible investment analysis into
our credit evaluations, with an emphasis on forward-
looking and qualitative factors.

Actual returns from active ETFs display no evidence

of systematic outperformance, and they can still
underperform their benchmarks after fees. Active ETFs
generally charge higher fees due to additional transaction
and management costs.

Summary

Fixed income markets have multiple idiosyncrasies that

can allow an active fixed income manager to generate
outperformance, after fees, whereas passive ETFs have
consistently delivered net returns that lag their benchmarks.
Itis also important to choose a ‘truly active’ manager such
as RBC BlueBay where we retain the agility and rigorous
investment process that enables us to take advantage of
these opportunities for the benefit of our clients.
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This document is a marketing communication and it may be produced and issued by the following entities: in the European Economic Area (EEA), by BlueBay
Funds Management Company S.A. (BBFM S.A.), which is regulated by the Commission de Surveillance du Secteur Financier (CSSF). In Germany, Italy, Spain and
Netherlands the BBFM S.A is operating under a branch passport pursuant to the Undertakings for Collective Investment in Transferable Securities Directive
(2009/65/EC) and the Alternative Investment Fund Managers Directive (2011/61/EU). In the United Kingdom (UK) by RBC Global Asset Management (UK) Limited
(RBC GAM UK), which is authorised and regulated by the UK Financial Conduct Authority (FCA), registered with the US Securities and Exchange Commission (SEC)
and a member of the National Futures Association (NFA) as authorised by the US Commodity Futures Trading Commission (CFTC). In Switzerland, by BlueBay
Asset Management AG where the Representative and Paying Agent is BNP Paribas Securities Services, Paris, succursale de Zurich, Selnaustrasse 16, 8002 Zurich,
Switzerland. The place of performance is at the registered office of the Representative. The courts at the registered office of the Swiss representative or at the
registered office or place of residence of the investor shall have jurisdiction pertaining to claims in connection with the offering and/or advertising of shares in
Switzerland. The Prospectus, the Key Investor Information Documents (KI11Ds), the Packaged Retail and Insurance-based Investment Products - Key Information
Documents (PRIIPs KID), where applicable, the Articles of Incorporation and any other document required, such as the Annual and Semi-Annual Reports, may
be obtained free of charge from the Representative in Switzerland. In Japan, by BlueBay Asset Management International Limited which is registered with the
Kanto Local Finance Bureau of Ministry of Finance, Japan. In Asia, by RBC Global Asset Management (Asia) Limited, which is registered with the Securities and
Futures Commission (SFC) in Hong Kong. In Australia, RBC GAM UK is exempt from the requirement to hold an Australian financial services license under the
Corporations Act in respect of financial services as it is regulated by the FCA under the laws of the UK which differ from Australian laws. In Canada, by RBC Global
Asset Management Inc. (including PH&N Institutional) which is regulated by each provincial and territorial securities commission with which it is registered.
RBC GAM UK is not registered under securities laws and is relying on the international dealer exemption under applicable provincial securities legislation, which
permits RBC GAM UK to carry out certain specified dealer activities for those Canadian residents that qualify as “a Canadian permitted client”, as such term is
defined under applicable securities legislation. In the United States, by RBC Global Asset Management (U.S.) Inc. (“RBC GAM-US”), an SEC registered investment
adviser. The entities noted above are collectively referred to as “RBC BlueBay” within this document. The registrations and memberships noted should not
be interpreted as an endorsement or approval of RBC BlueBay by the respective licensing or registering authorities. Not all products, services or investments
described herein are available in all jurisdictions and some are available on a limited basis only, due to local regulatory and legal requirements.

This document is intended only for “Professional Clients” and “Eligible Counterparties” (as defined by the Markets in Financial Instruments Directive (“MiFID”)
or the FCA); or in Switzerland for “Qualified Investors”, as defined in Article 10 of the Swiss Collective Investment Schemes Act and its implementing ordinance,
or in the US by “Accredited Investors” (as defined in the Securities Act of 1933) or “Qualified Purchasers” (as defined in the Investment Company Act of 1940) as
applicable and should not be relied upon by any other category of customer.

Unless otherwise stated, all data has been sourced by RBC BlueBay. To the best of RBC BlueBay’s knowledge and belief this document is true and accurate
at the date hereof. RBC BlueBay makes no express or implied warranties or representations with respect to the information contained in this document and
hereby expressly disclaim all warranties of accuracy, completeness or fitness for a particular purpose. Opinions and estimates constitute our judgment and are
subject to change without notice. RBC BlueBay does not provide investment or other advice and nothing in this document constitutes any advice, nor should
be interpreted as such. This document does not constitute an offer to sell or the solicitation of an offer to purchase any security or investment product in any
jurisdiction and is for information purposes only.

No part of this document may be reproduced, redistributed or passed on, directly or indirectly, to any other person or published, in whole or in part, for any
purpose in any manner without the prior written permission of RBC BlueBay. Copyright 2024 © RBC BlueBay. RBC Global Asset Management (RBC GAM) is
the asset management division of Royal Bank of Canada (RBC) which includes RBC Global Asset Management (U.S.) Inc. (RBC GAMUS), RBC Global Asset
Management Inc., RBC Global Asset Management (UK) Limited and RBC Global Asset Management (Asia) Limited, which are separate, but affiliated corporate
entities. ® / Registered trademark(s) of Royal Bank of Canada and BlueBay Asset Management (Services) Ltd. Used under licence. BlueBay Funds Management
Company S.A.,, registered office 4, Boulevard Royal L-2449 Luxembourg, company registered in Luxembourg number B88445. RBC Global Asset Management (UK)
Limited, registered office 100 Bishopsgate, London EC2N 4AA, registered in England and Wales number 03647343. All rights reserved.
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