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Fixed Income in the New World
The Devil is in the Headlines!

Institutions Clamor for Specialized Managers

FundFire, March 11t 2014

Investor demand elevates the product specialist

Financial News, March 11t 2014

Insurers will outsource alternative funds

Financial News, March 10t 2014

Putting diversity at the heart of investment

FT Adviser, March 2014

“Active and high conviction investment management remains the cornerstone of the fund industry,
especially outside the US market.” International Adviser, March 6 2014

now is the time to hedge interest rate rise risk

Citywire, March 11t 2014

Witan’s Bell sounds ‘poverty’ warning on bonds

FIXPIONEER Head of £1 .5 billion Investment Trust says bond investors face losses akin to those suffered after WwW2.
&l Investments Citywire, March 4 2014
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Fixed Income in the New World
Drawbacks of traditional “long-only” active management
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Fixed Income in the New World
What drives a good Active Management strategy?

The Law of Active Management

Information Ratio = Function ( x Breadth x Transfer Coefficient)

Number of Measure of efficiency
independent bets and constrains

Source: The Law of Active Management. Grinold and Kahn 1999, and Clarke, de Silva and Thorely 2002.

Excess Retwrn (Alpha)
 Tracking Error

* Information Coefficient - ability of managers to access & process large amounts of information
» Breadth - number of diversified & lowly-correlated alpha sources
« Transfer Coefficient - ability of a managers to convert ideas into successful investment positions
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Fixed Income in the New World
Information Coefficient

T =

Long Only Short Specialist Better risk-
Instruments Instruments Portfolio adjusted returns
Managers

Specialist portfolio managers, focusing solely on individual market segments, coupled with the
selective use of derivatives, and the ability to implement negative duration positions, can lead
to higher excess returns, for a similar amount of risk. These portfolio managers are able to
access areas of the fixed income markets not open to traditional “long-only” managers.
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Fixed Income in the New World
Information Coefficient

[Specialist Portfolio Managers}

1 Greater
— Alpha

[Greater number of investment instruments]

Specialist portfolio managers, focusing solely on individual market segments, coupled with the
selective use of derivatives, and the ability to implement negative duration positions, can lead
to higher excess returns, for a similar amount of risk. These portfolio managers are able to
access areas of the fixed income markets not open to traditional “long-only” managers.
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Fixed Income in the New World
Diversified sources of returns is Key.....

Performance Target Breakdown

Asia Rates Spread Duration
Volatility

iTrend

Duration Euro / U.S.
Relative Value

Credit
Long/Short Credit

AUD/NZD Curves Sovereign Spreads

CAD Curves

Quant Relative Value

UK Curves

Currency
Scandi Curves

Inflation
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Fixed Income in the New World
Breadth of alpha sources is crucial...
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Fixed Income in the New World
Correlation also vital...

MUYy o et ot Qnition RS0y oresime
g:::it Long/ 1.00 0.01 0.18 0.08 0.18 0.17 0.23 -0.03 -0.24 0.10 0.25 0.00
Currency 0.01 1.00 0.05 0.16 0.13 0.18 041 -0.06 -0.20 -0.20 0.01 0.17
Inflation 0.18 0.05 1.00 0.06 0.11 0.09 0.12 0.04 0.18 0.01 0.33 047
;‘Efsckt Rates 0.08 0.16 0.06 1.00 0.14 0.11 001 0.20 0.23 0.02 0.01 001
L’;Zr“t Rates 0.18 0.13 0.11 -0.14 1.00 0.22 0.06 -0.22 -0.33 -0.14 0.30 022
jgt:arist Rates 0.17 0.18 0.09 0.1 0.22 1.00 0.19 017 037 007 0.42 0.06
g‘ct::jslt Rates 0.23 011 0.12 0.01 0.06 0.19 1.00 003 -0.09 0.09 031 021
Interest RatesUK  -0.03 0.06 0.04 0.20 9o 0417 0,03 1.00 0.32 0.13 -0.33 0.10
ﬁ]‘:"‘)’;j"‘ed -0.24 -0.20 -0.18 -0.23 -0.33 -0.37 -0.09 0.32 1.00 0.10 -0.60 0.31
Relative Value 0.10 -0.20 0.01 0.02 -0.14 0.07 0.09 0.13 0.10 1.00 0.07 0.11
Volatility 0.25 0.01 0.33 0.01 0.30 0.42 031 0.33 -0.60 0.07 1.00 0.29
Core Strategy 0.00 0.17 0.17 -0.01 0.22 -0.06 021 0.10 0.31 0.11 -0.29 1.00
’;;.-. PION E E R Source: Pioneer Investments as at 31st December 2013
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Fixed Income in the New World
Rigorous Risk Management....

Total Excess Average per

Performance Position

....results in Better Absolute & Risk Adjusted

Total 279 6.772% 0.023% Performance
Winning Positions 146 13.433% 0.094%

Losing Positions 133 -6.661% -0.050%

All Decisions 70 97 112 279

Hit Ratio 48.57% 52.58% 54.86% 52.0%

Win Loss Ratio 2.46 1.48 1.65

Best Winner 0.79% 1.65% 0.42%

Worst Loser -0.20% -0.25% -0.17%

A Manager’s Win/Loss Ratio is the key to success...
)Y PIONEER

= In\/e S lmenls Source: Pioneer Investments as at 31 December 2013 - Absolute Return Bond.
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Fixed Income In The New World
Is it Becoming a Return-Free Risk ?

The combination of cheap QE money and low volatility has fuelled risk taking and resulted in

financial repression

This has forced investors to either accept a rate of return on

investment below the rate of inflation or realise a negative real return on assets

Yields are too low to compensate for the increased riskiness of sovereign debt

Due to the concept of negative real returns, going forward investors are facing a return-free risk

The Result = traditional fixed income should now be
A PIONEER regarded as a risky investment

el Investments®
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Fixed Income in the New World
Interest Rates - The Only Way is Up...

Long-Term Interest Rates Back To 1790
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Fixed Income in the New World
Rates significantly below 20-year averages

Current ‘10-Year’ Government Bond Yields vs. Average
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Fixed Income in the New World
The Danger of Duration

During a cycle of rising bond yields, any
duration exposure can cause heavy losses

Effect of a 2% rise in bond yields on returns over a 12 month period...

= 2-year duration 5-year duration 10-year duration
O __- T T 1
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1.6 .18
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) PIONEER — 14 Duration now Dangerous... -13.3  ®US mGermany = UK
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QE WAS POSITIVE FOR RISKY
ASSETS. WILL QE REMOVAL BE
NEGATIVE FOR RISKY ASSETS?
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Fixed Income in the New World
Mind the GAP

Credit Fund AUM vs. Primary Dealer Credit Inventory
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Liquidity of Credit also now Dangerous
17‘ P I O N E E R Source: Federal Reserve Bank of NY. AMG, EPFR. Data as at July 2013
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Fixed Income in the New World
I-Shares Emerging Markets Local Currency Bond ETF
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Fixed Income in the New World
The Challenges

*  We expect greater volatility in the next 18mths-36mths. A good active manager welcomes
volatility as an opportunity to add value for clients.

e This increased volatility (and changes in central bank stances) will provide openings for specialist
managers versus traditional generalist managers.

e Multiple uncorrelated sources of active returns has been shown to lead to better risk-adjusted
returns and better information ratio’s.

e Fixed Income in New World means the end of the 30-year bond bull market and a period of rising
bond yields.

* As pension fund investors and advisors, this presents us with a challenge -
What Do We Do Now?
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Fixed Income in the New World
The Solution

Implement an Absolute Return Bond strategy that is uncorrelated to
duration that has the ability to generate returns in all market
conditions

Eg. Duration Positioning of Pioneer Absolute Return Bond Fund Since Inception
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Fixed Income in the New World
How to construct a winning Absolute Return Bond strategy?

Must have four key characteristics :

- Acash benchmark as opposed to being benchmark-constrained

- The ability to run negative interest rate and credit spread duration positions

- Areturn which is derived from several well-diversified, lowly correlated sources
of alpha rather than having one or two big bets dominating performance

- Strong & disciplined risk management techniques

‘Caveat Emptor-....
Be ABSOLUTELY sure it does what it purports to do.....
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