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Executive
summary

A watershed moment in bond investing is occurring and the opportunity
is profound. After last year — the most challenging bond market in
decades — yields are back across most fixed income sectors. As a result,
there are strong flows into fixed income assets, much of which are
migrating into bond ETFs as investors adjust risk and recalibrate
portfolios to higher yield levels. This new fixed income paradigm is
accelerating bond ETF adoption — a trend that paradoxically gathered
speed in 2022 despite the challenging bond market and was most
recently evident in March 2023, when volatility was triggered by
concerns about the banking sector. Once again, investors turned to bond
ETFs to adjust their portfolios and navigate market uncertainty,
reinforcing the more traditional ‘flight to safety’ role of bonds.

Not only has it been true that ‘yields are back’ but the notion of ‘bonds as
ballast’ has begun to reappear after going missing in action, particularly
during 2022.1 The role of bonds as a potential diversifier to riskier assets
is returning as a fundamental element of portfolio construction. While
fixed income investors have a range of vehicle choices, the desire for
transparency, access, liquidity and efficiency is driving ever greater
numbers to turn to bond ETFs to retool and refocus portfolios as they
navigate this rapidly changing bond market. Global bond ETF assets are
approaching $2T; all of this reinforces our belief that global bond ETF
assets will reach $6T by 2030, and likely even sooner.

Diversification and asset allocation may not fully protect you from market
risk. There is no guarantee that any forecasts made will come to pass.

1 Based on weekly returns, the correlation between the S&P 500 & the
Bloomberg US Treasury Index was —0.37 from 21/12/2002-31/12/2021.
The same correlation was +0.24 from 31/12/2021-31/12/2022. All
references to $ mentioned in this report refer to USD unless otherwise
specified.
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Key themes we discuss in this piece:

A generational opportunity

e The newregime of greater macro and market volatility is here to stay
and demands a new investment playbook, with more frequent asset

allocation changes.

e Wessaw this volatility play outin Q1, and investors once again turned

to bond ETFs to navigate the market turmoil.

e Forinvestors who have had to look elsewhere forincome over the past

decade, the greatyield reset has transformed the strategic opportunity

in fixed income.

Time for a portfolio rethink

income, calling for a rethink of strategic asset allocation.

2 e We believe the average multi-asset portfolio is under-allocated to fixed

e Nowisthetimetoincrease fixed income allocations, in our view — a

‘wait and see’ approach poses further challenges and potential missed

opportunities.

e Ablendofindex and active exposures can offer investors transparency

and the opportunity to be nimble in their fixed income allocation.

Getting active with index

e BondETFs are made for these times, enabling investors to make rapid

tactical asset allocation changes, improve operational efficiency and

enhance the liquidity of fixed income portfolios.

e Asaresult,bond ETFs have become the tool of choice for active
managers, who are required to move nimbly in rapidly changing
market conditions.

3
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A generational
opportunity

Out with the old, in with the new regime

Gone are the days of the Great Moderation, the four-decade period of
largely stable activity and inflation. The new regime of greater macro and
market volatility is playing out. The trade-off central banks face —
suppress economic activity or live with higher inflation in a world shaped
by supply — is front and centre. Their projections for higher inflation and
slowing growth suggest they are waking up to this trade-off now.
Persistent inflation means we expect rates to stay higher for longer.
Although some production constraints could ease as spending
normalises, we see long-term trends keeping production capacity
constrained and cementing the new regime of higher macro and market
volatility. For example, ageing populations mean continued worker
shortages in many major economies, while persistent geopolitical
tensions are rewiring globalisation and supply chains.

Volatility in rate markets reached post-Global Financial Crisis highs in
March 2023, as bonds — particularly US Treasuries (USTs) — experienced
significant moves amid stress in the global banking sector. At the height
of the volatility, between 13 March and 17 March,? we witnessed:

The 2-year US Treasury yield experienced its largest one-day
decline since 1982.

The difference between 2- and 10-year yields steepened
the most since the 1980s.

Interest rate volatility reached its highest level since the
Global Financial Crisis.

US Treasury bond market liquidity was challenged the most
since March 2020.

2 Source: Bloomberg, as of 3 April. Interest rate volatility measured using
the ICE BofA MOVE Index while U.S. Treasury liquidity is measured using
the Bloomberg U.S. Government Securities Index.
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Throughout this period, investors once again turned to bond ETFs to
manage interest rate risk and access the bond market. Global flows into

. )
rates ETPs reached a record level in March, with $33.2B added globally, DU rl ng 2022 S
driven by inflows into US Treasury ETPs ($28.6B).3> We also saw a spike in histo rica | |y
trading volumes for iShares US Treasury exposures as investors turned
to Treasury ETFs to navigate volatile market conditions. Across iShares Com pIeX ma rket
40 Act and UCITS US Treasury ETFs, average daily trading volumes in environment,
the week of 13-17 March were more than 300% higher than their investo rs traded

averages over the prior three years, highlighting the extent to which r rd
global investors have adopted bond ETFs for rapid asset allocation areco

changes amid market turbulence.*

This wasn’t the first time investors had turned to ETFs to help manage o

volatility. The efficiency and liquidity of bond ETFs supercharged
investor adoption in 2022 amid a historically fraught and complex Of 40 ACt bond

market environment, and we saw a similar phenomenon in 2020, when ETFSS a nd
Covid-induced market turmoil spurred investors to use bond ETFs for

rapid asset allocation changes.
Mapping trading volumes and the MOVE Index of US Treasury volatility

as a proxy for the broader bond market (Figure 1), we can see clear
spikes in bond ETF trading at times of heightened bond market volatility, Of U CITS bond
such as March 2020 and March 2023. In fact, bond ETF liquidity has ETFS6

been trending higher for years, alongside a similar climb in bond market ‘
volatility. The two trends are not a coincidence, in our view, and we see

reason to believe both will continue — potentially offering a more
persistent catalyst for bond ETF adoption.

Figure 1: UCITS bond ETF trading volumes and the MOVE Index, 2018-2022
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Source: Bloomberg and BlackRock, as of 31 March 2023. The yellow bars show the total daily volume traded
in UCITS fixed income ETFs (USD billion). The orange line shows the Merrill Lynch Option Volatility Estimate
(MOVE) Index of implied US Treasury market volatility.
3 Source: BlackRock and Markit, as of 12 April 2023. Past flows into global ETPs are not a guide to
current or future flows and should not be the sole factor of consideration when selecting a product.
4 Source: BlackRock and big xyt, as of 31 March 2023. 5 Source: Bloomberg, as of 12/31/22. There can be
no assurance that an active trading market for shares in an ETF will develop or be maintained. 6 Source:
BlackRock and big xyt, as of 5 May 2023, covering the period 01/01/2022-31/12/2022. 5
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The great
yield reset

The fixed income market rout of 2022 — which led to bond yields not
seen in years — is a tale well told at this point. Suffice to say that High yield bonds had
investors who for years sought yields and returns by overweighting a lower yield in 2021
equities, going down in credit and liquidity, were suddenly gifted 2-year (3.75%) than risk-free
US Treasuries yielding more than 4.75%.” Figure 2 illustrates the seismic
shift that has occurred, with yields from many fixed income exposures

savings accounts
have today (4%).

now significantly above their 10-year average.

Figure 2: Fixed income yields — April 2023 vs. last 10 years
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Source: Refinitiv Datastream, Bloomberg and BlackRock Investment Institute, as of 4 April 2023. The bars show
the range over yields from highest to lowest over the past 10 years (highs and lows are labelled). The line shows the
average over that period. The dot is the current yield.

7 Source: Bloomberg, as of 31 December 2022. 6
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The 'great yield reset' is resulting in far greater portfolio flexibility and
could lead to better risk-adjusted outcomes, in our view. To illustrate,
consider a hypothetical portfolio allocated to global equities and global
fixed income (based on the MSCI ACWI and Bloomberg Barclays Global
Aggregate indices). Between 2012 and 2022, an investor seeking a 7%
return target would have had to hold 88% equity and 12% bonds. For
the same 7% return target on a 10-year forward looking basis today, we
find that this asset mix is now 50:50. This composition also reduces
portfolio risk by more than 25%, with portfolio standard deviation falling
from 12.9% to 9.5%.8

Figure 3: Risk levels for a hypothetical multi-asset portfolio targeting 7% return, 2012-2022 vs. 2023-2033
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Index performance is for illustrative purposes only. Index performance does not reflect any management
fees, transaction costs or expenses. Indexes are unmanaged and one cannot invest directly in an index. Past
performance does not guarantee future results.

8 Source: BlackRock, as of 11 April 2023. Ex-post: BlackRock, Morningstar, from 31/12/2012 to
31/12/2022. Currency = USD. Data frequency = monthly. Rebalance frequency = annual. The figures shown
relate to past performance. Past performance is not a reliable indicator of current or future results and
should not be the sole factor of consideration when selecting a product or strategy. Index performance
returns do not reflect any management fees, transaction costs or expenses. Indices are unmanaged and
one cannot invest directly in an index. Ex-ante: 10-year forward looking views based on Bll Capital Market
Assumptions as at February 2023, in USD. This information is not intended as a recommendation to invest
in any particular asset class or strategy or as a promise — or even estimate — of future performance. Return
assumptions are total nominal returns. Asset return expectations are gross of fees. Indices are unmanaged
and used for illustrative purposes only. They are not intended to be indicative of any fund or strategy’s
performance. It is not possible to invest directly in an index.

7
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Time for a
portfolio
rethink

Even after the surge in yields, we believe that multi-asset portfolios have
been slow to adjust and are significantly under-allocated to fixed income
(Figure 4). The upshot is an opportunity to revamp portfolio construction
through a reallocation to fixed income: reducing equity overweights,
moving up in credit quality and liquidity — all while diversifying and
reducing aggregate portfolio risk. Based on our survey, we estimate that
over 8% of the global multi-asset portfolio needs to shift to fixed income
based on a strategic 10-year investment horizon.

Figure 4: The shift needed in fixed income average allocations at the same portfolio risk level
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This information is not intended as a recommendation to invest in any particular asset class or strategy

or as a promise — or even estimate — of future performance. Source: BlackRock Investment Institute (BII),
February 2023, USD. ‘Estimated portfolio — 2022’ produced by Bll Portfolio Research Group-built scenario-based
optimiser run with target risk of 9.2% leveraging capital market assumptions as of 31/12/22 with a 10-year
investment horizon. Return assumptions are gross of fees. Currency: USD. For lllustrative purposes only.

8
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Blending index and active

We believe the ‘active vs. passive’ dichotomy is a long-outdated
construct. Many investors now adopt a blended approach across asset
classes to help improve portfolio outcomes over time.

Focusing purely on combining several active managers in a fund-of-
fund portfolio can lead to unintended consequences such as asset
allocation drifts, cancellation of active bets and unintended risk
exposures potentially revealing themselves in the least favourable
moments. For example, many unconstrained fixed income fund
managers have tilted to sectors such as high yield or lower quality
securitised assets to generate greater portfolio income. Over the most
recent three- and five-year periods ending December 2022, the average
fund in the Morningstar Global Bond category was 70% and 62%
correlated with the MSCI ACWI Index, respectively.® Over the same
periods, the Bloomberg Barclays Global Aggregate Index was 56% and
45% correlated with the MSCI ACWI Index.t° This demonstrates the
importance of transparency and looking beyond past performance to
determine an appropriate fixed income composition.

In times of higher macro volatility, we believe it is important for investors
to take charge of their fixed income allocation and truly understand what
they are owning. In our view, a more robust approach combines elements
of active and index: using low-cost index components to create a more
diverse and predictable exposure for greater transparency, freeing up
time and resource to identify complementary active strategies in the
pursuit of excess returns.

9 Source: Morningstar, April 2023. Based on 341 funds within Morningstar Category: Global Bond with base
currency in USD that tracks the Bloomberg Barclays Global Aggregate Index as of 31 December 2022.

10 Source: Bloomberg, April 2023.

9
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“We are in a very interesting
market that could shift at any
moment. It is more important
than ever to stay flexible

and nimble and | have found
that bond ETFs are a highly
efficient way to reposition and
take advantage of evolving
market conditions.”

Rick Rieder, CIO of Global Fixed
Income, BlackRock

ESTORS ONLY
DISCLOSURES
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Getting active

with indeXx

Bond ETFs: Made for these times

The new playbook calls for more dynamic, granular and precise
asset allocation adjustments, making liquidity and flexibility in
implementation choices paramount to a successful strategy. Many
investors have turned to bond ETFs as important tools to help them
navigate the rapidly changing market conditions and efficiently
access the fixed income market.

While most bond ETFs seek to track indices, many — traditional active
fixed income managers — have come to realise that bond ETFs can also be
used to help generate alpha or for efficiency gains in the following ways:

Tactical asset Liquidity

allocation sleeve
Investors can use bond ETFs By using bond ETFs for a portfolio
to rapidly scale into or out of liquidity sleeve, investors can
exposures to take advantage of or avoid having to sell individual
hedge against rapidly changing bonds in conditions that can be far
market conditions — far more more costly — especially in
quickly and efficiently than stressed markets.

trading individual bonds.

These benefits have not been lost on large and
sophisticated institutional investors: 10 out of 10
of the largest global asset managers and 8 of the
10 largest U.S. insurance companies all use bond
ETFs.**

The new playbook
calls for more dynamic,
granular and precise
asset allocation

adjustments, making
liquidity and flexibility
in implementation
choices paramount to
a successful strategy.

Operational
efficiency

By aggregating hundreds or
thousands of line items into a
single vehicle, bond ETFs provide
a high level of investment
efficiency. Investors are relieved
of the operational complexity of
reinvesting cash flows from
individual bonds or rebalancing
the exposure to maintain duration
targets. Bond ETFs can often be
far more cost efficient to trade
than individual bonds.

11 Source: Asset Manager figures based on BlackRock analysis of SEC 13-F filings for US; BlackRock
analysis of self-reported holdings by asset managers in Europe and Asia. Top 10 global asset managers

determined by Pensions & Investments in 2021.

11
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The modernisation of the bond market powers ahead

We think bond ETFs will continue to drive — and
benefit from — the modernisation of the fixed income
market. Over the past several years, bond ETFs and
their infrastructure have been catalysts for change,
helping to improve transparency and efficiency in the
notoriously opaque and fragmented global bond
market. Because of the evolution of the bond ETF
creation/redemption mechanism (through which
authorised participants are able to exchange
portfolios of bonds for shares), investors are now able
to trade large baskets of bonds — known as portfolio
trades — instantaneously and at one price.

Sourcing and pricing large numbers of bonds in the
over-the-counter market would be quite challenging
without bond ETFs and their infrastructure. In the US,
portfolio trading volumes grew by 24% y/y in
investment grade and 2% in high yield in 2022. In
Europe, portfolio trading volumes in 2022 grew by an
estimated 61% y/y to €145B (vs. €90B in 2021), and
were almost 15x higher than in 2019 (€10B).12
Growth in bond ETFs and portfolio trades has
resulted in advances in algorithmic pricing and
electronic trading. Last year, on average 40% of
investment grade bonds and 30% of high yield bonds
traded electronically.!® These innovations have
benefited not only bond ETFs, but the bond market
itself through enhanced transparency and fungibility
between the OTC market and exchange.

12 Source: Goldman Sachs, as of 31 December 2022. 13 Source: JPM US Credit Market Liquidity: YE 2022

update, TRACE.

Conclusion

Bond ETFs’ liquidity, efficiency and breadth of exposures have helped
them gain widespread adoption as instruments for fixed income
investment exposure and portfolio risk management. The market
dynamics of the past three years — starting with the onset of the
pandemic, followed by the great reflation and culminating in the great
reset in yields — has resulted in significant amounts of assets shifting
into bond ETFs. More than ever, investors are turning to bond ETFs to

Contributors

David Kurapka
Ursula Marchioni

Jim Miller

Vasiliki Pachatouridi
Jonathan Parker
Charlotte Tribley, CFA

seek desired investment outcomes and to navigate rapidly and ever-

changing market dynamics. The long-term, structural drivers of bond

ETF adoption have only been accelerated by these events. This reinforces

our belief that bond ETFs will continue to grow, reaching $6T in assets

globally by 2030, while further cementing their role as a central and

important part of the bond market itself.
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Disclaimers

This material is prepared by BlackRack for informational or educational purposes only and is intended solely for Professional and Institutional
investors. This material is provided to the recipient upon the understanding that information provided herein is strictly confidential and is intended
solely for the exclusive use of its recipient and in no manner, whatsoever, constitutes an offer or solicitation to purchase or sell in any securities or
iShares Funds, nor shall any securities or units be offered or sold to any person in any jurisdiction in which an offer, solicitation, purchase or sale
would be unlawful under the securities laws of such jurisdiction.

There are risks associated with investing, including loss of principal. Past performance is not indicative of future performance and is no guide to future
returns. The value of investments involving exposure to foreign currencies can be affected by exchange rate movements. Investment in emerging
market countries may involve heightened risks such as increased volatility and lower trading volume, and may be subject to a greater risk of loss than
investments in a developed country. The use of synthetic instruments such as derivatives may create exposure to market counterparty risk. Index
performance returns do not reflect any management fees, transaction costs or expenses. Indexes are unmanaged and one cannot invest directly in an
index. This material contains general information only and is not intended to represent general or specific investment advice. The information does not
take into account your financial circumstances. An assessment should be made as to whether the information is appropriate for you having regard to
your objectives, financial situation and needs. You are reminded to refer to the relevant prospectus for specific risk considerations which are available
from BlackRack or the iShares websites.

This material may contain “forward-looking” information that is not purely historical in nature. Such information may include, among other things,
projections, forecasts, estimates of yields or returns. This material is not intended to be relied upon as a forecast, research or investment advice, and is
not a recommendation, offer or solicitation to buy or sell any securities or to adopt any investment strategy. There is no guarantee that any forecasts
made will come to pass. Reliance upon information in this material is at the sole discretion of the reader.

The opinions expressed are as of the day of distribution and may change as subsequent conditions vary. The information and opinions contained in this
material are derived from proprietary and nonproprietary sources deemed by BlackRock to be reliable, are not necessarily all-inclusive and are not
guaranteed as to accuracy. They do not necessarily reflect the views of any company in the BlackRock Group or any part thereof and no assurances are
made as to their accuracy. No part of this material may be reproduced, stored in retrieval system or transmitted in any form or by any means, electronic,
mechanical, recording or distributed without the prior written consent of BlackRock.

In Hong Kong, this material is issued by BlackRock Asset Management North Asia Limited and has not been reviewed by the Securities and Futures
Commission of Hong Kong. This material is for distribution to "Professional Investors" (as defined in the Securities and Futures Ordinance (Cap.571 of
the laws of Hong Kong) and any rules made under that ordinance.) and should not be relied upon by any other persons or redistributed to retail clients
in Hong Kong.

In Singapore, this is issued by BlackRock (Singapore) Limited (Co. registration no. 20001014 3N) for use only with institutional/accredited investors
as defined in Section 4A of the Securities and Futures Act, Chapter 289 of Singapore. This advertisement or publication has not been reviewed by the
Monetary Authority of Singapore.

In South Korea, this information is issued by BlackRock Investment (Korea) Limited. This material is for distribution to the Qualified Professional
Investors (as defined in the Financial Investment Services and Capital Market Act and its sub-regulations) and for information or educational purposes
only, and does not constitute investment advice or an offer or solicitation to purchase or sells in any securities or any investment strategies.

In Taiwan, Independently operated by BlackRock Investment Management (Taiwan) Limited. Address: 28F, No. 100, Songren Rd., Xinyi Dist,,
Taipei City 110, Taiwan. Tel: (02)23261600.

Issued by BlackRock Investment Management (Australia) Limited ABN 13 006 165 975, AFSL 230 523 (BIMAL) for the exclusive use of the
recipient, who warrants by receipt of this material that they are a wholesale client as defined under the Australian Corporations Act 2001 (Cth) and the
New Zealand Financial Advisers Act 2008 respectively.

This material provides general information only and does not take into account your individual objectives, financial situation, needs or circumstances.
Before making any investment decision, you should therefore assess whether the material is appropriate for you and obtain financial advice tailored to
you having regard to your individual objectives, financial situation, needs and circumstances. Refer to BIMAL's Financial Services Guide on its website
for more information. This material is not a financial product recommendation or an offer or solicitation with respect to the purchase or sale of any
financial product in any jurisdiction.

This material is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use would be
contrary to local law or regulation. BIMAL is a part of the global BlackRock Group which comprises of financial product issuers and investment
managers around the world. BIMAL is the issuer of financial products and acts as an investment manager in Australia. BIMAL does not offer financial
products to persons in New Zealand who are retail investors (as that term is defined in the Financial Markets Conduct Act 2013 (FMCA)). This material
does not constitute or relate to such an offer. To the extent that this material does constitute or relate to such an offer of financial products, the offer is
only made to, and capable of acceptance by, persons in New Zealand who are wholesale investors (as that term is defined in the FMCA).

BIMAL, its officers, employees and agents believe that the information in this material and the sources on which it is based (which may be sourced from
third parties) are correct as at the date of publication. While every care has been taken in the preparation of this material, no warranty of accuracy or
reliability is given and no responsibility for the information is accepted by BIMAL, its officers, employees or agents. Except where contrary to law, BIMAL
excludes all liability for this information. Any investment is subject to investment risk, including delays on the payment of withdrawal proceeds and the
loss of income or the principal invested. While any forecasts, estimates and opinions in this material are made on a reasonable basis, actual future
results and operations may differ materially from the forecasts, estimates and opinions set out in this material. No guarantee as to the repayment of
capital or the performance of any product or rate of return referred to in this material is made by BIMAL or any entity in the BlackRock group of
companies.
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In China, This material may not be distributed to individuals resident in the People's Republic of China ("PRC", for such purposes, not applicable to
Hong Kong, Macau and Taiwan) or entities registered in the PRC unless such parties have received all the required PRC government approvals to
participate in any investment or receive any investment advisory or investment management services.

For Southeast Asia: This document is issued by BlackRock and is intended for the exclusive use of any recipient who warrants, by receipt of this
material, that such recipient is an institutional investors or professional/sophisticated/qualified/accredited/expert investor as such term may apply
under the relevant legislations in Southeast Asia (for such purposes, includes only Malaysia, the Philippines, Thailand, Brunei and Indonesia).
BlackRock does not hold any regulatory licenses or registrations in Southeast Asia countries listed above, and is therefore not licensed to conduct
any regulated business activity under the relevant laws and regulations as they apply to any entity intending to carry on business in Southeast Asia,
nor does BlackRock purport to carry on, any regulated activity in any country in Southeast Asia. BlackRock funds, and/or services shall not be
offered or sold to any person in any jurisdiction in which such an offer, solicitation, purchase, or sale would be deemed unlawful under the securities
laws or any other relevant laws of such jurisdiction(s).

This material is provided to the recipient on a strictly confidential basis and is intended for informational or educational purposes only. Nothing in
this document, directly or indirectly, represents to you that BlackRock will provide, or is providing BlackRock products or services to the recipient, or
is making available, inviting, or offering for subscription or purchase, or invitation to subscribe for or purchase, or sale, of any BlackRock fund, or
interests therein. This material neither constitutes an offer to enter into an investment agreement with the recipient of this document, nor is it an
invitation to respond to it by making an offer to enter into an investment agreement.

The distribution of the information contained herein may be restricted by law and any person who accesses it is required to comply with any such
restrictions. By reading this information you confirm that you are aware of the laws in your own jurisdiction regarding the provision and sale of funds
and related financial services or products, and you warrant and represent that you will not pass on or utilize the information contained hereinin a
manner that could constitute a breach of such laws by BlackRock, its affiliates or any other person.

For Other Countries in APAC: This material is provided for your informational purposes only and must not be distributed to any other persons or
redistributed. This material is issued for Institutional Investors only (or professional/sophisticated/qualified investors as such term may apply in local
jurisdictions) and does not constitute investment advice or an offer or solicitation to purchase or sell in any securities, BlackRock funds or any
investment strategy nor shall any securities be offered or sold to any person in any jurisdiction in which an offer, solicitation, purchase or sale would
be unlawful under the securities laws of such jurisdiction.

The information provided here is not intended to constitute financial, tax, legal or accounting advice. You should consult your own advisers on such
matters.

iShares® and BlackRock® are registered trademarks of BlackRock, Inc., or its subsidiaries in the United States and elsewhere. All other trademarks,
service marks or registered trademarks are the property of their respective owners.

© 2023 BlackRock Inc. All rights reserved.
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