‘Dancing on the motorway’
By Stewart Cowley

Newton Global Fixed Income Strategy
Overweight US duration; overweight long-dated bonds

There is no doubting that there is a serious problem in the credit
markets which could have very real and very long-term effects
on the financial system. You only have to look at how corporate
bond spreads are behaving to see the truth of this. Indices like
the ITRAXX Europe Crossover Index, which is a bundle of high-
yield (sub-investment grade) bonds, have risen substantially
(and especially since December 2007), indicating that yield
spreads over government bonds are rising and the fear of
default is increasingly stalking Europe (see chart below).

The ITRAXX High Yield Corporate Bond Index

A sign of mounting
financial distress?
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At this time nobody really knows the ultimate destination of
credit but, as has been pointed out by our credit team here at
Newton, when the turnaround comes there are going to be
some real bargains out there for them to hunt down for our
investors. Obviously, when the inflection point comes,
government bonds are going to look pretty silly. For instance,
who in their right mind REALLY thinks that a two-year-maturity
US-government bond is anything but a guaranteed loss when it
yields less than 2%, headline inflation is over 4% and the US
stock market is down over 8% year to date (as | write).

There is trouble brewing and although we acknowledge that for
the duration of the reconstruction period, the US and other
economies may well need a period of negative real interest
rates to cope with the situation, from the point of view of a bond
investor, when the turnaround comes we think it is going to be
sudden and vicious. Having a long duration like ours, seeking
the last part of the ‘Great Bond Rally’ that has been going on for
the past 27 years really is like dancing on the motorway. You
just know it's only a matter of time before you get hit by a truck,
especially if any of you witnessed the dancing of the Newton
fixed income team at the Christmas party last year.

To give you an idea of the financial dangers inherent in the
bond markets in the coming years, we thought we’'d have some
fun and put together a yield path for a domestic government
bond market (i.e. to currency or corporate bond returns) and
then calculate the returns on an annual basis.

The scenario we used follows this scheme:

e Bond yields fall in 2008 as a response to the credit crunch.
e  Some time in 2009 the market starts looking ahead to the
next cycle and yields start to rise.
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e Inflation becomes the world’s major concern, together with
the level of borrowing at a government level (particularly in
the US), sending western-government bond yields higher.

e Theyield and interest-rate increases in previous years
causes a cyclical slowdown allowing yields to fall in 2010,
instigating a recovery.

e The old problems resurface and there is a steady rise in
bond yields in the subsequent years.

While performing the calculations there are a couple of
assumptions (for example we are looking at market returns and
not a managed portfolio), but the idea is to get a sense of things
rather than over-complicate the situation. The results are shown
in the chart below:
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Source: Newton estimates.

As you can see in our scenario, bond returns aren't likely to be
bad in 2008, but the rise in yields from a low base in
subsequent years has some nasty consequences: back-to-back
negative returns. Payback occurs in 2011 as yields fall but
thereafter, with the best will in the world, domestic government
bond returns just won't be competitive with cash returns or
other asset classes if yields continue to rise.

This might all appear somewhat fanciful and it's certainly true
that those low bond yields could extend into 2009. In that case
we have nothing to fear from a turning point in the immediate
future but at some point in the future we are going to have to
cope with a cyclical, if not secular, turning point for yields and
there just won't be enough coupon income on the table to
compensate for the ensuing capital losses. There are various
things we can do to protect client money from the ravages of
the bond markets at this point of inflection. We could for
instance:

¢ Hold a relatively high-duration strategy and try to call the
turning point and recognise it for what it is when it shows
up and reduce duration.

e Use call options on bond futures to implement our duration
strategy.

e«  Systematically have a very low duration on our bond
portfolios and give up on the idea of calling the turning
point. We might miss the last part of the rally in favour of
not being caught by a sudden rise in yields and, perhaps,
experience a couple of years of underperformance in the
process.

For the time being we don't have to make this call and, instead,
we see the above as a road map for our behaviour rather than a
discrete set of choices. So, as we move through the year, we
will probably go from being long the markets to using options,
and finally implementing a low duration and all the time
acknowledge we are dancing baby, we are dancing.
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Important Information

This is a financial promotion and is not intended as investment advice. The information provided within is for use by professional
investors and should not be relied upon by retail investors.

All information relating to Newton Investment Management Limited has been prepared by Newton Investment Management
Limited for presentation by BNY Mellon Asset Management International Limited. Any views and opinions contained in this
document are those of Newton Investment Management Limited at the time of going to print and are not intended to be construed
as investment advice. BNY Mellon Asset Management International Limited and its affiliates are not responsible for any
subsequent investment advice given based on the information supplied.

This document may not be used for the purpose of an offer or solicitation in any jurisdiction or in any circumstances in which such offer or
solicitation is unlawful or not authorised. Past performance is not a guide to future performance. The value of investments and the income
from them is not guaranteed and can fall as well as rise due to stock market and currency movements. When you sell your investment you
may get back less than you originally invested. This document should not be published in hard copy, electronic form, via the web or in any
other medium accessible to the public, unless authorised by BNY Mellon Asset Management International Limited to do so. Portfolio
holdings are subject to change at any time without notice. This information is provided for illustrative purposes only and should not be
construed as a recommendation to purchase or sell any security.

This document is issued in the UK and in mainland Europe (excluding Germany) by BNY Mellon Asset Management International Limited.
BNY Mellon Asset Management International Limited, The Bank of New York Mellon Centre, 160 Queen Victoria Street, London EC4V 4LA.
Registered in England No. 1118580. Authorised and regulated by the Financial Services Authority.

In Germany, this document is issued by WestLB Mellon Asset Management Kapitalanlagegesellschaft mbH, which is regulated by the
Bundesanstalt fir Finanzdienstleistungsaufsicht. WestLB Mellon Asset Management was formed as a 50:50 joint venture between The
Bank of New York Mellon Corporation and WestLB AG. If WestLB Mellon Asset Management Kapitalanlagegesellschaft (\(WMAM KAG)
receives any rebates on the management fee of investment funds or other assets, WMAM KAG undertakes to fully remit such payment to
the investor, or the Fund, as the case may be. If WMAM KAG performs services for an investment product of a third party, WMAM KAG will
be compensated by the relevant company. Typical services are investment management or sales activities for funds established by a
different investment management company. Normally, such compensation is calculated as a percentage of the management fee of the
respective fund, calculated on the basis of such product’s fund volume managed or distributed by WMAM KAG. The amount of the
management fee is published in the prospectus of the respective fund. Any compensation paid to the WMAM KAG does not increase the
management fee of the relevant fund. A direct charge to the investor is prohibited.

BNY Mellon Asset Management International Limited has a branch office in Dubai which is regulated by the Dubai Financial Services
Authority.

If this document is used or distributed in Hong Kong, it is issued by Mellon Global Investments Asia Limited, whose address in Hong Kong is
Suite 2020, Jardine House, 1 Connaught Place, Central, Hong Kong. Mellon Global Investments Asia Limited is regulated by the Hong Kong
Securities and Futures Commission and its registered office is at BNP House, Anley Street, St Helier, Jersey, Channel Islands JE4 8WJ.

If this document is used or distributed in the United States of America, it is issued by MBSC Securities Corporation, located at 200 Park
Avenue, New York NY 10166, USA. MBSC Securities Corporation is a member of the National Association of Securities Dealers.

If this document is used or distributed in Australia, it is issued by BNY Mellon Asset Management Australia Limited (ABN 56 102 482 815,
AFS License No. 227865) located at Level 6, 7 Macquarie Place, Sydney, NSW 2000

BNY Mellon Asset Management International Limited, Mellon Global Management Limited (MGM) and Newton Investment Management
Limited are all ultimately owned by The Bank of New York Mellon Corporation.

www.bnymellonam.com / www.newton.co.uk
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