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Absolute and Target Return Funds update
Distorted markets to continue

The outlook for world bond markets is confused. The supply and demand characteristics
have been distorted by political intervention and we expect this trend to continue. The
period that began with the credit crunch and continues with the euro sovereign debt crisis
has been characterised by the strong influence of central banks and politicians — through
governments’ underwriting of banking systems and central banks’ quantitative easing
programmes. The result of this is investor uncertainty and opaque asset prices — markets
do not properly reflect the risks and quality inherent in the underlying assets. Given the
macro outlook, we expect this trend to persist through 2012. The good news is absolute
and target return funds have flexible tools that allow us to cope with this.

Debt remains a key driver

Europe is the focal point of sovereign debt markets. The firewall that the troika of the EU,
ECB and IMF has tried to build around Greece is fragile. And recently, Portugal has come
under renewed pressure — its yields have spiked higher in spite of the ECB’s three-year
lending programme in December, such that the market now expects a second bailout.
Were this to occur, Italy (with its enormous debt pile) and Spain (where unemployment is
22.5%) could be dragged back into the chaos, despite the ECB programme having
relieved the pressure on its bond markets in recent weeks.

The macro outlook is unhelpful

Central banks in developed economies have turned the monetary taps fully open and are
doing their best to maintain liquidity. However, it is clear that the monetary stimulus is not
working as it should — the St Louis Federal Reserve Money Multiplier reveals that money
is flowing round the US economy at less than half the rate prior to the collapse of Lehman
Brothers. Central banks’ stimulus is becoming clogged up in the commercial banks’
balance sheets as they hold on to the capital and deleverage. The deleveraging theme will
remain an important one, despite central banks’ encouragement to lend more, and this will
inhibit growth in the developed world.

Emerging economies to outperform the developed world

Given the deleveraging theme, we have low expectations for developed economies in
2012. We expect the eurozone to fall into recession — though Germany should grow a little
if the US grows and China avoids a hard landing. The UK will teeter on the edge of
contraction, though we expect inflation pressures to recede, as the base effects of lower
energy prices should aid consumption at the margin. Therefore, we expect that the
guantitative easing programme will be extended further — perhaps by £50bn — and this
should support the gilt market. The US economy should do better than European
economies and grow at a modest pace, though below the levels it enjoyed prior to the
financial crisis. The main source of growth, meanwhile, will remain emerging economies
such as China and Brazil.
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“Australiais
atrue AAA
issuer with
an attractive
yield”

Unprecedented interest rate comments

Interest rates remain at historic lows. This has been the case for some time, and is likely
to remain so for the foreseeable future. Indeed, the US Federal Reserve recently said it
would keep US rates on hold at 0-0.25% until the end of 2014 — an unprecedented move
both in terms of the Fed’s openness in signalling its intentions and also in terms of the
length of time that monetary policy will have been so accommodative. The huge
guantitative easing programme — by which the Fed has bought government bonds by
creating money — has also supported the loose monetary policy and boosted the treasury
market.

Gold versus treasuries — distortion illustrated

The gold price has historically correlated well with treasury yields, as gold is seen as a
hedge against inflation. However, this correlation has completely broken down over the
past few years as extremely loose monetary policy has driven yields ever lower while the
gold price has risen, partly as a result of global currency debasement and inflationary
concerns. The breakdown in this relationship provides a good illustration of the distortions
that political intervention has brought to financial markets.

The currency challenge

A further challenge comes in the shape of strong emerging economies, which are
providing greater competition for the US dollar. Its status as the reserve currency of
choice around the world is under threat. China has publicly stated that it now has too
much invested in US dollar-denominated assets. The Hong Kong banking system,
meanwhile, has seen a threefold increase in the number of commercial banks engaged in
renminbi-denominated transactions.

Diversification the key to success

Our Absolute Return Bond Fund and Target Return Bond Fund offer valuable
diversification benefits to investors. The funds are very lowly correlated with corporate
bonds, and are negatively correlated with high yield, emerging market debt and UK
equities. We believe this type of fund is a useful asset class for a diversified portfolio,
particularly given the increased level of macro risks and bond market challenges we face
now and are likely to face in the future.

Strategy favours non-European assets

Our favoured long positions are in US treasuries — the US is the most suitable market for
liquidity and to increase the duration of the portfolio — and Australia, which is a true AAA
sovereign issuer and offers a relatively high yield. In contrast, the funds are short in Italian
bonds — a trading strategy that we are likely to add to as yields rally below 6%. We also
have CDS positions opposing Bulgarian and Belgian sovereign debt — the former because
of its close financial ties with Greece and the latter as a way of expressing a negative view
on the eurozone as a whole. A short position in UK gilts is an opportunistic trade, and we
are cautious that a dip in risk appetite might see gilt yields rally on ‘safe haven’ flows. Our
short position in Japan, meanwhile, is predicated on the enormous level of debt — for
perspective, around 50% of Japanese discretionary government spending goes on debt
servicing.
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Adding to financials

Within the portfolios, we had cut our weighting in financials last year. The ECB’s actions in
December — where they provided cheap three-year loans — have eased some of the risks,
so we have recently increased our exposure to covered bonds. These super-senior assets
pay a decent return above the interbank rate and give us a conservative way back into the
banking sector.

Conclusion — market turmoil argues for diversification

Bond markets are somewhat schizophrenic, as investors push and pull on the back of
good and bad news flow. On the one hand, ongoing concerns about the solvency of
southern Europe have not gone away. On the other, extremely loose monetary policy and
the ‘politicisation’ of markets are propping up core bond prices. This distortion is confusing
investors and makes investing in government bonds a treacherous prospect. In this tough
environment, absolute return investment strategies can improve the diversification of bond
portfolios.

Important information

For Investment Professionals use only, not to be relied upon by private investors. Fund performance source Morningstar, bid to bid, gross of charges.
Attribution source Factset. Past performance is not a guide to the future. The value of investments and any income from them can go down as well as up. This
material is for information only and does not constitute an offer or solicitation of an order to buy or sell any securities or other financial instruments, or to provide
investment advice or services. Threadneedle’s absolute return funds may hold up to 100% in cash or money market securities. Therefore, investors should be
aware that these funds may not participate fully in a market rise. The funds’ exposure involves short sales of securities and leverage which increases the risk of
the funds. Short selling is designed to make a profit from falling prices. However, if the value of the underlying investment increases, the short position will
negatively affect the funds’ value. Leverage amplifies the effect of changes in the price of an investment on the funds’ value. As such, leverage can enhance
returns to shareholders but can also increase losses. For the avoidance of doubt, these funds do not offer any form of guarantee with respect to investment
performance, and no form of capital protection will apply. Subscriptions to a Fund may only be made on the basis of the current Prospectus and the Key
Investor Information Document or Simplified Prospectus, as well as the latest annual or interim reports, which can be obtained free of charge on request, and the
applicable Terms & Conditions. Please refer to the ‘Risk Factors’ section of the Prospectus for all risks applicable to investing in any fund and specifically this
Fund. The mention of any specific shares or bonds should not be taken as a recommendation to deal. The research and analysis included in this document has
been produced by Threadneedle Investments for its own investment management activities, may have been acted upon prior to publication and is made
available here incidentally. Any opinions expressed are made as at the date of publication but are subject to change without notice. Information obtained from
external sources is believed to be reliable but its accuracy or completeness cannot be guaranteed. Issued by Threadneedle Investment Services Limited.
Registered in England and Wales, Registered No. 3701768, St Mary Axe, London EC3A 8JQ, United Kingdom. Authorised and regulated in the UK by the
Financial Services Authority. Issued in Hong Kong by Threadneedle Portfolio Services Hong Kong Limited ("TPSHKL"). Registered Office: 21F ICBC Tower,
Citibank Plaza, Central, Hong Kong. Registered in Hong Kong under the Companies Ordinance (Chapter 32), No. 173058. Authorised and regulated in Hong
Kong by the Securities and Futures Commission. Please note that TPSHKL can only deal with professional investors in Hong Kong within the meaning of the
Securities and Futures Ordinance. The contents of this document have not been reviewed by any regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the offer. If you are in any doubt about any of the contents of this document you should obtain independent professional advice. Issued in
Singapore by Threadneedle Investments Singapore (Pte) Limited, 07-07 Winsland House 1, 3 Killiney Road, Singapore 239519. Any Fund mentioned in this
document is a restricted scheme in Singapore, and is available only to residents of Singapore who are Institutional Investors under Section 304 of the SFA,
relevant persons pursuant to Section 305(1), or any person pursuant to Section 305(2) in accordance with the conditions of, any other applicable provision of the
SFA. Threadneedle funds are not authorised or recognised by the Monetary Authority of Singapore (the “MAS”) and Shares are not allowed to be offered to the
retail public. This document is not a prospectus as defined in the SFA. Accordingly, statutory liability under the SFA in relation to the content of prospectuses
would not apply. Threadneedle Investments is a brand name and both the Threadneedle Investments name and logo are trademarks or registered trademarks of
the Threadneedle group of companies.
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