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implications for 2026. In this research note, we:

e Evaluate the returns from select bond market sectors and categories over
the past decade—a period distinguished by major shifts including the end
of the Zero Interest Rate Policy (ZIRP), the impact of a global pandemic, and
the resurgence of inflation. By evaluating the performance of various bond
market sectors responded to significant economic events, to shed light on
both the challenges and opportunities that have shaped fixed
income investing.

e AsAland Al adjacencies increasingly dominate the stock market and
economic growth, fixed income investors face new and evolving risks. This
piece evaluates the rising risk exposures within the fixed income space as
Al's role expands.

*  With tight credit spreads, a K-shaped economy, and an uncertain monetary
policy outlook, we offer our perspective on navigating these challenges,
focusing on practical approaches for managing fixed income portfolios in
the evolving landscape.

Table | Xponance Market Scorecard
1

ICE Corporate ICE High Yield ICE Corp, Gov't & Mtge
OAS $ Price Y\ﬁ'oor';to OAS $ Price Y\}sﬁstto OAS $ Price Y\}\‘j'odrstto

12/31/2021 98 $109.14 236 301 $103.49 424 32 $105.36 171
12/31/2022 138 $89.09 551 475 $86.02 894 51 $89.08 467
12/31/2023 104 $93.43 515 332 $92.98 7.65 41 $91.61 456
12/31/2024 82 $92.34 536 291 $95.47 7.46 34 $90.34 491
12/31/2025 79 $95.62 484 276 $98.12 6.58 27 $93.85 436
5-year meana 108 $96.78 4.46 357 $95.17 6.93 40 $95.01 3.80
maxﬁgﬁ?{: 167 $115.36 6.39 570 $105.38 9.42 57 $110.76 566
minﬁgﬁra; 76 $8538 178 266 $83.81 3.80 26 $84.84 1.03

Continued on next page.
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ICE Corporate ICE High Yield ICE Corp, GoVv't & Mtge

Total Return Excess Return* Total return Excess return* Total return Excess Return*
12/31/2021 -0.95 1.53 529 6.73 -1.62 0.25
12/31/2022 -15.44 -1.37 -11.11 -2.91 -13.31 -0.97
12/31/2023 8.40 4.65 13.40 9.05 5.39 152
12/31/2024 2.76 2.80 8.04 4.94 135 0.76
12/31/2025 7.78 1.34 8.55 2.40 7.16 0.79

Select United States Treasury Yields

2-year 5-year 7-year 10-year 20-year 30-year 10-2 Slope
12/31/2021 0.73 126 144 151 193 190 0.78
12/31/2022 443 4.00 3.97 3.88 414 396 -0.55
12/31/2023 425 3.85 3.88 3.88 419 4.03 -0.37
9/30/2024 3.64 3.56 3.65 378 4.18 412 0.14
12/31/2024 424 438 448 457 486 478 0.33
12/31/2025 348 373 394 417 479 4.85 0.69
n:isnttmjg’ﬁ 438 4.60 47 479 513 5.09 0.69
ﬁztntt"%’i‘(s 343 355 373 395 4.4t 441 018
YTD Change 077 066 054 -0.40 -0.07 0.06 0.36
QTD Change -0.77 066 054 040 -0.07 0.06 036
Option Adjusted Spreads (OAS) for Select ICE Sector/Rating Indices
Inv. Grade High Yield _ AA-BBB Capital AAA-A EM BBB EM
Corps Eli2Cel Corps SISl Sl 2D CMBS Securities Corps Corps
Current 79 101 276 892 172 171 169 59 19
SYear 09 135 356 850 203 361 198 92 189
maxﬁgﬁi{: 167 206 570 1145 310 702 288 133 309
min?gjﬁ: 76 97 266 545 152 168 129 55 n3
Cu;\;eer;; -30 34 -80 42 3 190 29 33 70

A 5-year analysis uses month end data *vs equivalent duration Treasuries
Source: Bloomberg, ICE BofA Indices, Xponance

Return Patterns and Credit Sector Differentiation: A Decade in Review

In the wake of a particularly robust year for fixed income returns across sectors—with notably little differentiation between
them—it is instructive to examine return patterns over the prior decade. Unsurprisingly, sectors delivering the highest
income have generated the greatest total returns, and the pattern of excess returns relative to equivalent-duration
Treasuries mirrors this trend.
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The data reinforce a key observation about fixed income returns: though broad market indices often represent inefficient
allocations of risk, there is a disconnect between perceived and actual risk versus return within fixed income markets. For
example, the distinction between the average BB-rated corporate (top tier of below investment grade, or “junk”) and the
average BBB-rated corporate (lowest tier of investment grade) is quite narrow. This convergence has become even more
pronounced as the boundaries between “fallen angels” and “rising stars” have grown increasingly fluid. Yet investment
guidelines often continue to draw a bright line between the two rating categories.

This narrowing of risk premia is logical, as the spread penalty for downgrading or upgrading between these two rating
cohorts has diminished over time. While the penalty has lessened, there is still a meaningful spread pickup opportunity in
crossover credit, which straddles the line between high yield and investment grade by at least one rating agency.

On a ratio basis, however, BB credit currently appears less attractive relative to BBB issuers, which can be interpreted as

a haven trade—high yield managers may seek refuge in BB issuers due to their lower volatility within benchmarks. In
contrast, single B corporates are comparatively inexpensive as compared to BB names, and CCC credits (the lowest rung
of junk, with the highest default risk) appear even cheaper as compared to B-rated issuers. This relationship likely signals
emerging (or ongoing) credit stresses in the macroeconomic environment, with the K-shaped economy exerting pressure
on the lower tiers of corporate credit.

From a capital allocation standpoint, we remain underweight US Treasuries. Notably, as we can see when looking at index
sector allocations, US Treasuries constitute the preponderance of market value across broad indices. Their share of the ICE
BofA Broad Market Corporate/Government/Mortgage Index has risen from just under 41% at year-end 2016 to 47% at year-
end 2025. Despite their reputation as “risk-free,” the long-term return profile and reduced yields of Treasuries underscore
the importance of portfolio construction using other available market sectors, even though such sectors may experience
rare but brief episodes of spread dislocation compared to Treasuries.

Table | Select Fixed Income Sector Total Return - Annual

2
12/31/2016  12/31/2017  12/31/2018  12/31/2019  12/31/2020  12/31/2021  12/31/2022  12/31/2023  12/31/2024  12/31/2025 | 10 Vr.Average
CCC Corporates 36.03 10.71 420 891 278 10.26 1543 2018 17.43 717 938
HY Corporates 17.34 7.48 226 14,40 621 529 nn 13.40 8.04 8.55 673
BB Corporates 1322 716 245 15.69 8.73 451 1057 1.43 628 892 629
Capital Securities 381 10.55 -4.45 18.39 7.63 342 14.85 929 961 6.77 502
BBB Corporates 815 7.35 282 1591 976 019 -15.86 9.46 355 8.07 434
Taxable Munis 565 1012 2110 13.69 .82 1.41 2023 835 026 7.60 376
BBB EM Corporates 7.50 7.52 218 12.89 4380 053 17.32 829 514 870 3.69
IG Corporates 596 6.48 225 14.23 9,81 -0.95 1544 8.40 276 778 368
Credit ABS 342 423 3.04 516 421 172 765 832 7.20 629 359
Credit CMBS 338 471 241 9.44 352 3.00 1261 284 10.23 7.87 3.48
TIPS 485 334 150 877 1.53 6.04 1261 359 198 6.76 327
AAA-A EM Corporates 420 425 057 9.53 7.49 -0.66 - 6.08 355 7.55 315
CcMBS 324 336 123 8.02 6.76 033 1020 47 590 7.56 303
ABS 217 206 212 423 3.82 034 443 628 593 566 2.82
ICE Corp, Gov't, Mortgage 261 363 0.00 8.96 7.64 1,62 1331 539 135 716 218
Agency MBS 167 245 1.00 651 409 21 .88 498 133 833 173
US Treasuries 114 244 0.80 6.99 822 238 12.86 3.87 0.51 619 149

Source: Bloomberg, ICE BofA Indices, Xponance
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Is an Al Bubble Forming in Fixed Income?

While equity markets debate whether Al is a “bubble,” the more relevant question for fixed income investors is whether
credit markets are being adequately compensated for a combination of construction risk, tenant concentration,
refinancing risk, and technological obsolescence. he rapid expansion of Al-driven -center investment is shifting from
being primarily equity- and cash data-flow-funded by hyperscalers toward a broader mix of corporate debt, project
finance, private credit, and structured product.

We have seen a barrage of Al-related debt coming to market through different mechanisms and market sectors. The Al
data-center buildout is colliding with a market regime that is far less forgiving than the prior decade. Higher real rates and
a still-elevated term premium increase the cost of long-duration capex, while tight credit spreads leave limited cushion for
execution missteps. At the same time, financing is increasingly migrating from transparent IG balance sheets into private
credit, off-balance sheet Special Purpose Vehicles (SPVs), and structured formats. These structured securities are largely
Asset Backed Securities (ABS) currently but could also be structured as Commercial Mortgage-Backed Securities (CMBS).
Price discovery is slower in these sectors—and repricing, when it happens, can be abrupt. With a meaningful share of
projects underwritten to near-term refinancing and optimistic utilization assumptions, even a modest capex moderation
by hyperscalers or a tightening in liquidity conditions could transmit quickly into wider spreads and higher dispersion
across data-center operators, power infrastructure, and credit vehicles exposed to single-asset/single-tenant risk.

Based on recent research from the BIS, CreditSights, S&P Clobal Ratings, and our own industry and economic analysis, a
consistent theme emerges: risk is migrating outward from mega-cap balance sheets toward less transparent corners
of credit markets, particularly private credit and securitized structures. Spreads remain tight relative to the uncertainty
embedded in long-dated Al cash-flow assumptions, leaving the sector vulnerable to repricing if capex expectations
moderate or refinancing conditions tighten.

The Financing Shift: From Cash Flows to Credit

Al-related capital expenditure—especially for hyperscalers and colocation data centers—is now large enough to exceed
even strong internal cash-flow generation at the margin. As a result:

e External financing is rising, including unsecured bonds, project-level loans, sale-leasebacks, and private credit facilities.

* Private credit exposure to Al-adjacent sectors has expanded rapidly, particularly for non-hyperscaler developers and
infrastructure operators.

e Financing increasingly occurs through SPVs and off-balance-sheet structures, which can be efficient but reduce
transparency during stress.

For fixed income investors, this marks a transition from a world where Al risk sat largely with equity holders of cash-rich
technology firms to one where credit investors absorb duration, refinancing, and residual-value risk.

The central credit distinction is hyperscalers vs. the marginal borrower.

e Hyperscalers (IG tech): Strong balance sheets, diversified revenue, and strategic flexibility. Credit risk is second-order
and mainly manifests through incremental leverage or capex discipline.

e Non-hyperscalers / developers: Heavily reliant on external financing, often backed by single-asset projects and
concentrated tenant bases.
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Several structural risks have become apparent:

1. Tenant concentration & contract durability — Take-or-pay contracts help, but termination clauses, repricing risk, and
counterparty quality matter far more than headline lease length.

2. Refinancing risk - Many projects rely on refinancing within 3-5 years, leaving them exposed to higher rates or tighter
credit conditions. This issue has already presented itself in certain stressed/distressed ABS structures currently in
the market.

3. Collateral uncertainty - GPU and server equipment depreciate quickly, raising questions about recovery values in
downside scenarios.

4. Opacity — Private credit and securitized structures may delay price discovery but tend to amplify spread moves once
risk is reassessed.

Chart | Data Center Debt Financing
1
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Source: UBS, Xponance

Why This Matters for Spreads (Not Equity Valuations)

From a fixed income perspective, the key risk is not whether Al adoption continues long term, but whether near-term
expectations are priced too optimistically into credit spreads.

Transmission channels to spread widening include:

e Capex moderation by hyperscalers, which disproportionately impacts smaller developers and operators.
e Refinancing walls coinciding with a less accommmodative macro or higher real rates.

* Reassessment of residual values for data-center assets and Al hardware.

e Liquidity shocks in private credit or structured credit markets, forcing repricing.

Historically, credit markets struggle most when growth narratives remain intact, but cash-flow timing shifts, pushing
leverage metrics higher than expected. This exact situation has already occurred in a handful of data-center ABS deals.
The data centers are leased and payments are current, but the original deal terms have encountered refinancing risk as
current yield and spread levels make even fully leased data centers uneconomic for the sponsor when the refinancing
window opens.
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Risk Matrix (Probability x Impact)

Risk Probability (6-24m) Impact on Credit Notes
Capex slowdown by hyperscalers Medium Medium Hits marginal borrowers first
Refinancing stress (private credit) Medium-High High Concentrated 2027-2030 maturities
Asset obsolescence / GPU repricing Medium Medium-High Affects recovery assumptions
Overbuild in select regions Medium Medium Power & grid constraints key
Disorderly repricing in structured credit Low-Medium High Tail risk in risk-off episodes

What are the practical portfolio implications?

IG Technology

e Favor higher-quality hyperscalers with balance-sheet flexibility.

e Be cautious on issuers using incremental leverage to fund aggressive capex.
Data-Center Operators (IG / crossover)

e Prefer operators with diversified tenant bases and long-dated contracts.

e Avoid structures reliant on near-term refinancing or aggressive leverage assumptions.
Utilities & Power Infrastructure

e Relative beneficiary of Al demand, but regulatory lag and capex execution risk are extremely important to watch.
e Selectivity matters; power availability is a binding constraint.

Private Credit / Direct Lending

* Focus on documentation quality, covenants, and sponsor support.

e Be wary of loans implicitly underwritten to optimistic exit or refinancing assumptions.
CRE / CMBS / Infrastructure ABS

* Avoid single-tenant or single-region data-center projects.

e Expect higher dispersion rather than uniform sector stress.

Fixed Income Strategy in 2026
Opportunities and Risks in Al-Related Investments

For equity investors, selecting the right Al names could deliver substantial upside. In contrast, credit investors should
temper their expectations, as current market conditions offer limited spread opportunities and carry significant
downside risks. Our preferred approach to participating in the Al investment theme is to focus on companies that benefit
tangentially from Al advancements. These businesses typically exhibit robust business models and minimal direct
exposure to assets that could become obsolete or stranded. Additionally, we advise steering clear of peripheral market
players who may be at risk of distressed financial positions.
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Sector Positioning and Economic Outlook

We maintain a cautious stance toward consumer-facing companies such as credit card issuers, regional banks, and those
in the consumer discretionary sector. Similarly, we view certain lending structures, particularly subprime auto-lending,
with skepticism due to the uneven—K-shape—economic dynamics. Our concern is heightened by the fact that the bulk
of consumer spending now originates from the highest income decile. Should there be economic instability in 2026, we
anticipate that more attractive investment opportunities may arise

Tactical Opportunities in Capital Securities and Hybrids

Capital securities and hybrid instruments currently trade as if they will be called in the short term, but they could become
highly appealing if spreads widen and extensions occur. Although the steepening of the Treasury curve largely unfolded
in 2025, we continue to expect additional bull steepening ahead. Moreover, credit curves remain flatter than warranted. If
credit spreads widen and the curves steepen, long-term credit instruments may become increasingly attractive.

Current Portfolio Positioning

Our portfolio remains overweight in corporate credit and credit assets more broadly. By positioning ourselves in the
intermediate segment of the curve, we are well-prepared to capitalize on market dislocations as they arise, allowing
flexibility and resilience in our fixed income strategy for 2026. In light of the strong returns fixed income markets enjoyed
in 2025, our return expectations for 2026 are more muted. While some further mark to market appreciation could occur
given the potential for one or two more reductions to the Federal Funds rate, we do not expect monetary policy to be a
major story, except as it pertains to drama regarding the future make-up of Federal Open Market Committee decision
makers. As such, earning the coupon on the index (and for our portfolios, the inherent yield advantage we earn) is likely to
reflect the total return expectation for 2026.

This report is neither an offer to sell nor a solicitation to invest in any product offered by Xponance® and should not be considered as investment advice.
This report was prepared for clients and prospective clients of Xponance® and is intended to be used solely by such clients and prospects for educational
and illustrative purposes. The information contained herein is proprietary to Xponance® and may not be duplicated or used for any purpose other than the
educational purpose for which it has been provided. Any unauthorized use, duplication or disclosure of this report is strictly prohibited.

This report is based on information believed to be correct, but is subject to revision. Although the information provided herein has been obtained from sources
which Xponance® believes to be reliable, Xponance® does not guarantee its accuracy, and such information may be incomplete or condensed. Additional
information is available from Xponance® upon request. All performance and other projections are historical and do not guarantee future performance. No
assurance can be given that any particular investment objective or strategy will be achieved at a given time and actual investment results may vary over any
given time.
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