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M&G Emerging Markets Bond Fund

Update on key themes and fund positioning
Fund manager — Claudia Calich

e« Emerging market bonds proved to be a resilient asset class in 2017, performing well against their developed
market counterparts. Investors are reminded that past performance is not a guide to future performance.

e We believe the relative value case for emerging debt markets remains attractive based on a variety of factors.

e An increased allocation to local currency-denominated bonds continues to be one of the fund’s key themes.

The value of bonds and the income from them will rise and fall and an investor may not get back the amount originally
invested. The value of an investment may fall if the issuer of a fixed income security held is unable to pay income
payments or repay its debt (known as a default). Currency exchange rates will also affect the value of investments.

Moreover, emerging markets are generally more sensitive to economic and political factors, and investments may be less
easily bought and sold. In exceptional circumstances, the fund may encounter difficulties when selling or collecting income
from emerging market investments, which could cause the fund to incur a loss. In such circumstances, it could lead to the

temporary suspension of dealing in shares in the fund.

While the performance of emerging market (EM)
bonds has moderated since the third quarter relative
to their stronger returns in the first half of 2017, we
believe a number of factors continue to underline the
relative attraction of the asset class. These include the
higher yields available from EM bonds relative to their
developed market counterparts, as well as the
diversity of both the EM government and corporate
bond universes.

In addition, Figure 1 (overleaf) shows the elevated
real yields of many EM countries. Some of the fund’s
largest country allocations are to Latin American
markets that offer solid real yields and where inflation
has fallen, such as Brazil. We also still expect the
credit quality of EM bond issuers to stabilise as
economic growth forecasts edge upwards across
most developed and developing countries. With
improving fundamentals, this synchronised global
economic outlook is encouraging for emerging bond
markets, as EM credit ratings actions tend to correlate
with growth rates.

At the same time, the relevant risks need to be
monitored closely. These include higher US interest
rates, although so far the Federal Reserve (Fed) has
tightened at a relatively slow and gradual pace that
was widely anticipated. In turn, reactions among EM
bond markets to the Fed’'s hikes have been fairly
muted. Also relevantly, the higher US interest rate
environment is less challenging for many EM

economies than in previous cycles, largely due to
factors such as the improvements they have made to
their current accounts, as well as adjustments towards
having lower overall levels of US dollar-denominated
debt. However, US rate increases may cause a
headwind for other emerging economies, particularly
those more dependent on US dollar funding.

Looking ahead, and provided the Fed does not fall
behind the curve and needs to tighten more
aggressively, we believe the asset class should
continue to withstand a gradual path of US tightening.
Helpfully, for example, the real yields in many EM
bond markets look high enough to sustain their appeal
against such an outlook.

Other risks appeared to start being ‘priced out’ of
emerging debt markets as 2017 progressed. These
included the more pessimistic scenarios regarding the
outlook for US/China relations under President
Trump’s administration. The US has not, for example,
named China as a currency manipulator nor has it
engaged in a trade war.

However, the current renegotiation of the North
American Free Trade Association (NAFTA) has yet to
be finalised, with EM investors watching for any
moves by the US to introduce tariffs. Elsewhere, while
EM bond markets have proved resilient to tension
over North Korea’s armaments testing activity, the
possible elevation of this risk remained an area to
watch as 2017 drew to a close.
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Figure 1. Most EM countries still have an elevated real yield

@D OO @ 0O N @ 0 R
L B O @S B Q<" ¥ Y
& T KL OQQ’ o+ R Q\\?‘ PN SR
&Y F o

Source: M&G, Bloomberg, 30 November 2017. Please note, past performance is not a guide to future performance.

Flexibility is key

Overall, we continue to believe that flexibility remains
key for successfully investing in the emerging bond
markets, as this provides the freedom to hold those
bonds and currencies that offer the best relative value
and avoid countries or industries where the outlook is
unfavourable. Below is a selection of our current most
and least favoured areas:

Favoured:

Latin America: Encouragingly, economic signals
have shown improvement in several of Latin
America’s larger markets, including Brazil and Mexico,
despite the uncertainty for the latter surrounding
NAFTA’s renegotiation. In Brazil, economic growth
picked up in 2017, despite renewed political turmoil,
while declining local inflation has helped the country’s
central bank to lower interest rates. In the fund, we
have maintained exposures to both these markets and
they currently rank among its largest country
allocations. In our assessment, these markets’ high
real yields support their appeal.

In Mexico, we remain aware of NAFTA-related
uncertainty in the near term, as well as the risks from
general elections in 2018. The political candidates
cover all levels of market favourability. While Mexican
assets could react to the politics as well as the
economic story, a winning government would probably
need a large majority to undo the reforms that have so
far taken place. We think this outcome is unlikely and,
in turn, remain constructive on the country. In the
fund, our sovereign selections include long-dated
government bonds, such as positions in the country’s

‘century’ bonds and securities maturing in 2047. In the
corporate bond space, meanwhile, the fund’s holdings
in Mexico consist of idiosyncratic credit stories on a
selective basis.

India: We have held a favourable view on India for
some time, and have both local and hard currency
exposure. As at the end of November, for example,
the fund was 2.6% invested in rupee-denominated
7.3% 2022 bonds from the National Highways
Authority of India, making this one of the largest
holdings from an individual issuer in the portfolio. The
fund held a 0.7% position in US dollar-denominated
bonds from Indian telecoms group Bharti AirTel. We
have long viewed India’s macroeconomic backdrop as
supportive and, while its debt level is quite high, it is
sustainable as the majority is in local currency. In
general, we have considered India to be a good
example of an emerging nation whose positive reform
momentum has helped to make it an improving story.
However, the market has been well aware of this
backdrop, which has been reflected in the country’s
bond market valuations.

Africa: We also favour various allocations in the
Africa region, on a selective basis. These include
Nigeria, which has a comparatively low level of debt
versus other African nations. We like some financials
in Nigeria as banks benefit from decent profitability
and can now focus on loan book quality recovery,
having restructured a number of bad assets,
particularly in the oil sector. As foreign exchange
liquidity has improved, the naira currently offers good
liquidity. The country is out of recession, although its
recovery remains fragile. From a cautionary
perspective, we are also mindful that Nigeria is among
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the lowest collectors of taxes in Africa. Elsewhere,
Egypt is another one of our preferred exposures, with
holdings that include local currency-denominated
T-bills that we regard as offering attractive yields.
While there could be a risk of ‘hot money’ flowing into
the market, we think the securities compensate for the
risk and believe the government can cover its interest
payments as its reserves have strengthened.

Cautious:

China: The fund holds a significant underweight
position in China, which for much of 2017 has stood
at zero. This conviction view reflects our assessment
that credit spreads in this mainly investment grade
market are tight and better relative value may be
found elsewhere. While the economy has performed
better than expected in the past year, making the
possibility of a ‘hard landing’ not such a concern, we
remain wary about debt levels in the country. Given
the tight spread levels, we consider that Chinese
bonds generally do not offer proper compensation for
the risks.

Turkey: We have also maintained an underweight
allocation in Turkey, due to political troubles,
disagreements with the US administration, and poor
inflation readings. We also note that the country has a
relatively high dependency on US dollar funding,
making higher US interest rates an additional headwind
in the country’s outlook. However, given the extent of
Turkey’s underperformance in the past few months, we
added some sovereign exposure in November by
buying lira-denominated government bonds.

Gulf Cooperation Council (GCC): We are avoiding
most GCC countries given their incomplete adjustment
to lower oil prices and tight valuations. In addition,
higher dependencies on US dollar funding again make
rising US interest rates a potential headwind.

Boosted local currency debt

Overall, we maintain a globally diversified portfolio of
emerging market local and hard currency (mainly US
dollar-denominated) government bonds, as well as
emerging market corporate credit that is mostly
denominated in hard currency (see Figure 2).

During 2017, one of our key fund positioning
themes has been increasing the overall allocation to
local currency sovereign debt. In our view, the
relative attraction of these assets has improved
after their underperformance in 2016, based on
factors such the strengthening of many EM
currencies against the US dollar and the higher
yields that can be found in this segment of the
market. Helpfully for the fund’s performance, the
sub-asset class has been the best-performing
segment of the emerging markets year to date.

The fund’s overall allocation to local currency bonds
edged up again in November to around 38.5%, the
highest level in the fund’s history. At the end of the
month, the fund’s largest local currency exposures
were to the Singapore dollar, Russian ruble,
Indonesian rupiah, Indian rupee Brazilian real, and
Peruvian nuevo sol.
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Figure 2. Asset allocation across all available EM opportunities
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We are unrestricted in allocating the fund’s assets
between local currency-denominated EM sovereign
debt, hard currency EM sovereign debt, and hard
currency EM corporate debt. In turn, this gives us the
freedom to actively manage three levers that drive the
fund’s performance, namely credit risk, duration
sensitivity, and currency positioning.

We believe the scope to invest in global EM corporate
bonds significantly increases the opportunity set for
investors in the asset class, as this has been a fast-

the past decade. As a result, this area now offers
widely diversified choices across geographies and
industry sectors, as well as credit quality and maturity.
Currently, with EM spreads pricing in the improved
fundamental outlook, we continue to believe that stock
selection based on careful and thorough credit
research remains key to investing successfully in the
sub-asset class.
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growing segment of the fixed income universe over

The fund allows for the extensive use of derivatives.

For Investment Professionals, Institutional Investors and Professional Investors only. Not for onward
distribution. No other persons should rely on any information contained within.

Distribution of this document in or from Switzerland is not permissible with the exception of the distribution to Qualified Investors according to the Swiss
Collective Investment Schemes Act, the Swiss Collective Investment Schemes Ordinance and the respective Circular issued by the Swiss supervisory
authority ("Qualified Investors"). Supplied for the use by the initial recipient (provided it is a Qualified Investor) only. In Spain the M&G Investment Funds are
registered for public distribution under Art. 15 of Act 35/2003 on Collective Investment Schemes as follows: M&G Investment Funds (1) reg. no 390, M&G Investment
Funds (2) reg. no 601, M&G Investment Funds (3) reg. no 391, M&G Investment Funds (5) reg. no 972, M&G Investment Funds (7) reg. no 541, M&G Investment
Funds (9) reg. no 930, M&G Investment Funds (12) reg. no 1415, M&G Investment Funds (14) reg. no 1243, M&G Global Dividend Fund reg. no 713 M&G Dynamic
Allocation Fund reg. no 843, M&G Global Macro Bond Fund reg. no 1056 and M&G Optimal Income Fund reg. no 522, M&G (Lux) Investment Funds 1 reg. no 1551.
The collective investment schemes referred to in this document (the "Schemes") are open-ended investment companies with variable capital, incorporated in England
and Wales in respect of M&G Investment Funds and in Luxembourg in respect of M&G (Lux) Investment Funds. In the Netherlands, all funds referred to are UCITS
and registered with the Dutch regulator, the AFM. For Hong Kong only: The Funds referred to in this document may not be authorised by the Securities & Futures
Commission of Hong Kong (‘the SFC’) and may not be offered to the retail public in Hong Kong. The Funds may only be offered to Professional Investors (as defined in
the Securities and Futures Ordinance). If you have any questions about this financial promotion please contact M&G Investments (Hong Kong) Limited. For Singapore
only: The Funds referred to in this document are each a restricted scheme under the Sixth Schedule to the Securities and Futures (Offers of Investments) (Collective
Investment Schemes) Regulations of Singapore and are not authorised by the Monetary Authority of Singapore (MAS) and are not registered for retail public
distribution in Singapore. M&G Investments (Hong Kong) Limited and M&G International Investments Limited and the Funds referred to in this document may not be
authorised, recognised or regulated by the local regulator in your jurisdiction. This information is not an offer or solicitation of an offer for the purchase or sale of
investment shares in one of the Funds referred to herein. Purchases of a Fund should be based on the current Prospectus. The Instrument of Incorporation
Prospectus, Key Investor Information Document, the, annual or interim Investment Report and Financial Statements, are available free of charge, in paper form, from
the ACD: M&G Securities Limited, Laurence Pountney Hill, London, EC4R OHH, GB; or one of the following: M&G International Investments Limited, German branch,
mainBuilding, Taunusanlage 19, 60325 Frankfurt am Main, the Austrian paying agent Société Générale Vienna Branch, Zweigniederlassung Wien Prinz Eugen-
Strasse, 8-10/5/Top 11 A-1040 Wien, Austria; the Luxembourg paying agent: Société Générale Bank & Trust SA, Centre operational 28-32, place de la Gare L-1616
Luxembourg; the Danish paying agent: Nordea Bank Danmark A/S Issuer Services, Securities Services, Hermes Hus, Helgeshgj Allé 33, Postbox 850, DK-0900,
Copenhagen C, Denmark; Allfunds Bank, Calle Estafeta, No 6 Complejo Plaza de la Fuente, La Moraleja, 28109, Alcobendas, Madrid, Spain; M&G International
Investments Limited or its French branch; from the French centralising agent of the Fund: RBC Investors Services Bank France; or from the Swedish paying agent:
Nordea Bank AB (publ), Smalandsgatan 17, 105 71 Stockholm, Sweden. For Switzerland, please refer to M&G International Investments Switzerland AG, Talstrasse
66, 8001 Zurich. For Italy, they can also be obtained on the website: www.mandgitalia.it. For Ireland, they are available in English language and can also be obtained
from the Irish facilities agent, Société Générale SA, Dublin Branch, 3rd Floor IFSC House — The IFSC Dublin 1, Ireland. For Germany and Austria, copies of the
Instrument of incorporation, annual or interim Investment Report, Financial Statements and Prospectus are available in English and the Prospectus and Key Investor
Information Document/s are available in German. Before subscribing investors should read the Prospectus, which includes investment risks relating to these
funds. The information contained herein is not a substitute for independent advice. In Hong Kong, this financial promotion is issued by M&G Investments (Hong Kong)
Limited, Office: 16/F, Man Yee Building, 68 Des Voeux Road, Central Hong Kong; in Switzerland, by M&G International Investments Switzerland AG, Talstrasse 66,
8001 Zurich, authorised and regulated by the Swiss Federal Financial Market Supervisory Authority; in the UK, by M&G Securities Limited (registered in England, No.
90776) and, elsewhere, by M&G International Investments Ltd (registered in England, No. 4134655). Both M&G Securities Limited and M&G International Investments
Ltd are authorised and regulated by the Financial Conduct Authority in the UK and have their registered offices at Laurence Pountney Hill, London EC4R OHH. M&G
International Investments Ltd alsohas a branch located in France, 6 rue Lamennais, Paris 75008, registered on the Trade Register of Paris, No 499 832 400 and a
branch in Spain, with corporate domicile at Calle Fortuny, 6 — 4° A, 28010, Madrid registered with the Commercial Registry of Madrid under Volume 32.573, sheet 30,
page M-586297, inscription 1, CIF W8264591B and registered with the CNMV under the number 79. The Portuguese Securities Market Commission (Comissdo do
Mercado de Valores Mobiliarios, the “CMVM”) has received a passporting notification under Directive 2009/65/EC of the European Parliament and of the Council and
the Commission Regulation (EU) 584/2010 enabling the fund to be distributed to the public in Portugal. M&G International Limited is duly passported into Portugal to
provide certain investment services in such jurisdiction on a cross-border basis and is registered for such purposes with the CMVM and is therefore authorised to
conduct the marketing (comercializagéo) of funds in Portugal.
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