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David [00:00:33] Helloand welcome to the Investment Podcast. My name is David Parsons and I'm Head of the Public Debt
Investment Specialist Team here at M&G. I'mjoined today by Richard Ryan; M&G's Director of Fixed Interest Portfolio
Managementand we are here to discuss some of the currentissues in the fixed income market. Hello, Richard. How are you?

Richard [00:00:51] Thankyou, David. Thanksfor having me on.

David [00:00:53] So, Richard, there's been a lot of positive momentum in credit markets since the COVID crisis a year ago,
with central banks supporting markets and governments supporting their economies. But can this really last? What happens
when the music stops?

Richard [00:01:06] It's a really good question, David. So, | guess we needto think about how we got herein the first place. If
we castour minds backto 10 — 15 years ago, to the financial crisis, we came into that with excessive leverage building up in
the banking system, and that led to ever morerisk-taking. When the system then cracked, we got an inordinately large macro
shock and central banks respondedto that by cutting rates and trying to stimulate demand with lower interest rates. When
that failed, or didn't give themtheresponse they wanted, they took the next step of extraordinary monetary policy and
broughtabout quantitative easing. So, they bought up securities and flooded the marketplace with ever-increasing amounts
of cash. Whatis fascinating is that we've gone from crisis to crisis. In each episode, and if we go back to the 2011/12
European sovereign crisis, the 2015 global growth crisis, the commodity crisis, and then last year's market response to
COVID, each time that we've gotto another one of those episodes, centralbanks have responded in the same way — more QE
and more cutrates. In the intervening periods, the system has neverreally righted itself to a point where we can get backto
what people would think of as more normal levels of interest rates. And actually, that's called a second -round effect. If you
think about what the responseto this is, if you're acompanyand you want to borrow, it's cheaperand cheaperto borrow.
So,youincreaseyourleverage andwith thatincreasein leverage, yourratings begin to drift lower. With a more complicated
macro backdrop, maybe yourearnings are impacted like they were last yearand those ratings continue to continue to fall.
With rates aslow as they are, itdoesn't matter because youas a company can continue to borrow reallycheaplyand in fact,
you can borrow and extend out the term of that borrowing. So, in market-speak, what you've gotis a situation where interest
ratesare incredibly low and credit spreadsare incredibly tight. It's another way of saying that valuations are ata high pointin
time when arguably riskin the systemis high as well. So, you're getting high valuations, low compensationfor risk and the
risk in that marketis high. You then get higherleverage and that translates into weaker ratings, we've seen that particularly
ininvestment grade markets, and then longer duration, so you’ve got much more sensitivity to those changes in interest
rates. You boil it down to the fact that investors are now taking higherlevelsof risk in ariskier market and when yougo b ack
to your question as to what happens whenthe musicstops? Well, we've seenthat time and time again in each one of these
crises. Thisis where the markets will take a pause and you have that possibility of that quite sharpcollapsein valuations. It
doesn'ttake verymuch, with these types of excessive levels of riskin the marketplace forthat to happen.

David [00:04:26] Yes, | tend to agree with you on all of those points, and in additionto thatif you look at the structure of
markets and how they have changed overthe last 10 yearsor so. For example, if you look at European Investment Grade and
U.K Investment Grade Markets, those were markets that were more than 40 per centin triple-Aand double-Abonds 10 years
ago.Yet today they're about 10 per centin triple-Aand double-A. You have markets that are approximately halfin triple B
bonds. So, the inherent riskiness of markets has gone up quite substantially overthat period. What would have been seen as
relatively low volatility, low-risk type investment-grade mandate 10 years ago is now inherently much riskier what with rising
leverage and all the otherfactorsyou took the time to lay outfor us there. So, | guess coming backto the originalquestion,
when do we think the music might stop? How much longer can this persist before we hitan inflexion point?

Richard [00:05:28] That's the million-dollar question. The reality with risk is thatit's a tautology really and we don'tever see
it coming, that's the true nature of risk. We as investors work in an environment where we're confronted by a variety of risks
every day suchasinflation, growth, commodity prices, leverage and earnings. So, with all of these things, there arerisksand
the market makes an assessment every day on whatisimportantand whatis notimportant. Itisn'ta question of whetherit's
important, butwhenisitimportant? Isit importanttoday? Is itimportant tomorrow? If you go back to some of these crises
and these biginflexion points like the Europeansovereigncrisis of 2011/12, it came as no surprise to investorsthat certain
economiesin Europe wererunningveryhigh levelsof debt. But for very, very many years, that wasn'ta problem for today, it
was a problemfor tomorrow, the day after or sometime in the future. Therefore, markets broadlyignoredit. Then, there'sa



switch of focus. There's something that happens somewhere that brings that forwardto today and suddenly that's the one
that captures the market's imagination. So, we could discuss at length all sorts of different risks that we face today b ut the
real question is whichone will capture the market's imagination? And | think there'sthe fallacy of the forecast, which s,
market participants, investors (like politicians and commentators) and others can't forecast the future. They can'ttell you
with any degree of certainty which one of those risks is going to materialize, become the central focal point for the
marketplace, and then potentially create the sparkthatleads us to one of these big sell-offs. But thereis a consistent feature
to each one of those and the consistent featureisn't what started with or how it unwinds. The consistent featureis the one
thing that you need to have beforehand before youcan have that sell-off and that's a high level of valuation. So, in my world,
in corporate bonds, what that translates to is you really need an environment where spreads are very, very tight, so you're
getting very little compensation forall the risk that you're taking, because in that environment, if you think aboutit, if you've
gotvery little compensation for risk thenanything that upsets the apple cart can then have an outsized effect because you
don'thave any margin for error in yourvaluations. Whenwe look at the marketplace — we think about these risks. We think
aboutall the things that could happen, the fragilities within the marketplaces and the areas of instability, but the reality is,
the one thing that we focus on the mostis the valuation. Do you get compensatedfor taking that risk? Andis the spreadand
yield sufficient enoughto pay you to take thatrisk? Where itisn't, you've got to pause and think that if we are not getting
paid to take that risk then what's my potential downside here? We've seentime and time again, evenin markets that have
had a 10-yearbullrun, we’ve seensingle episodes, sometimes very brief and sometimes extended, where those risks have
come to the forefront, markets have become concerned about them and theysold off aggressively. In that one pointin time,
as markets collapse, you've unwound orlostall the gains you've made in multiple yearsin the run-up to that. So, for us, the
pointis what do the valuations tell you? How tight or how high are those valuations? That gives youthe indication of the
susceptibility of the marketplace to one of the se sell-offs. But you've gotto be patientin some cases. It's not a question of
justbeing patient for weeks, months or quarters, in some cases, it's a question of being patient for years.

David [00:09:35] That's very interesting. We've seenthatthere can be avariety of triggers for these sell-offs, areset of
valuations fromveryoverextended levels back to more reasonable levels. But typically, we've observed in recent crises that
the sell-offs correctvery, veryquickly. So, you cangetavery rapid sell-off, followed by a relatively rapid recovery. Is this
spike-like price actionsomething that can become more of the norm asinvestors feel that they can't sit out of weakening
markets to a pointwhere valuationsare compelling, but where theyfeel they have to immediately start buying in on any kind
of weakness in markets?

Richard [00:10:18] Ithinkit’s that markets are becoming more conditioned to respond to more active central banks and with
the last crisis, the COVID induced selloff that we saw last year in March, April, May, was followed by quite an aggressive
action by the US Central Bank, by the US Federal Reserve. They didsomething which theyhad neverdone before and thatis
to step outand to buy or promise to buy corporate bonds. Up until then, theyhad done a variety of extraordinary QE
measures but never steppinginto the corporate bond arena. They were smartaboutit. They lookedand enquired about
where the points of tension were in the marketplace and they set about easing those by ste ppingin and being the buyer of
last resort. Butthisis atoolkit that they developed in the financial crisis and other crises in the run-up to this, so they were
prepared, capable and willing to go outand do that. So actually, if you compare and contrast this sell-off to the one that we
saw after the Lehman Brothers collapse and the financial crisis, this was many times faster. It probablytook up a third of the
time for markets to recoverthanitdid in the Lehmancrisis. So that does give you an indicationthat if you wantto beina
position to take advantage of those and thus you haveto be prepared. If you start putting these pieces togetherand if you're
goingin prepared, butyou can't forecast whatand where those inflexion points are going to be, then the onlything you can
dois torely on those valuations and be prepared thenwhenvaluations get high and the spreads getreally tight, itis time to
step aside from the marketplace and begin to take thatrisk off and be really patient. That’s quite difficult—wheneverything
is going fine in a marketplace and valuations continue to rise and it goes against you as economies open up and do well,
things can then go againstyou and the perceptionis thatriskis low, it is a very difficult environment to stand aside in. Butif
you do thatthen these events thatare occurring with an unerring degree of regularity, as they do come about, then youare
singularly in afabulous positionto go and take advantage of them and not everybodyis in that position. That means that
rather than beinga price taker, you become a price setterand you canstep in. Liquidity is plentiful and you can take
advantage of those episodes and by doingthat, you do two things: not only do you putyourself in a position to take
advantage froma performance perspective but, you can also change the return profile that you run because you aren’t
susceptibleto those big sell-offs, and actually you let the market carryyou higheras you come out of themand that's quite a
powerful way of lookingat these markets at the moment.

David [00:13:20] Yes, | agree with you. I think the otherside of thatis thatthere's an awful lot of short-termism from
investors as well, trying to chase returnswithout necessarily having that kind of avalue frameworkbuiltaround them. I look
at markets today and I think that if investors could be persuadedto take alonger-term time horizon, thenbetter returns can



be realized throughthe investment cycle rather than just trying to constantly chase markets up and hope thatyou can exit
markets beforethe inevitable reset occurs. What do you thinkabout short-termismin markets?

Richard [00:13:56] Ithink you're absolutelyright. Alongside short-termism, has gone afocus on features of markets like
momentum and both of these perpetuate spikes of volatility and spikesin market pricing, which can be higherand lower.
That'simportant because you needto give yourself the option and the strengthto go outand buy into afalling marketin
those episodes. If you follow the momentum, it's veryhard to do, you wait for the markets to turn before you canget back
in. Now, markets aren't continuously priced so once they beginto turn, especially in fixed income and credit markets, your
ability to go outto acquire positions and to build positions of the market beginto deteriorate and your pricingadvantage
deteriorates quite quicklyas the market ramps higher. But that short-termism, if I'm worried what the price of this asset s
goingto be tomorrow, and I think I'm in a downdraught and the markets are collapsing thenI might never getthe confidence
to go outand buy. Butif I'mnot thinking about just tomorrow's performance but I’'m thinking about a year ortwo from now
and | know that the assetis undervalued today — it might get cheapertomorrow- but I can look out over the longtermand |
know that this assetshould appreciate in value, then that gives me the confidence to go outand buy into those falling
markets, which is absolutelywhat you need to be doing in this environment. As those prices collapse, muchas you haven't
been able to see what drives them lower, we will never know what will turn that market and drive it higher but we do know
it does happen. We needto rely on the valuationsboth on the downside, so, as we think that this is expensive and it could
crack, and there will be a better opportunity, whenwe cometo that opportunity we shouldn't be blinded by the fact that we
don'tknow what the catalyst for the rally will be. But we have to be confident that overtime those markets will normalize
and that we will see thatrally. So, it goes both ways, both in protecting your downside, butalso in taking advantage of that
upside. We can'tsee the future and that short-termism stopsyou from acting in the right way, it stops you from selling when
you should be and it stops you from buying whenyou should be. I think the other thingis that we create narratives around
these market movesand very few people will see an individual market collapse before it happens, but everybody will then be
able to explainitasit comes out of that collapse. This perpetuates this idea that we can forecastitand that we can see itin
advance. We canexplain it with hindsight for the most part but we don’t always see it coming which perpetuatesthisidea
that we can see wherethe cracks are and perpetuate the idea that we'll be able to see the crashbeforeithappens.
Therefore, thatalso convinces you to hang on with expensive assets whenyou shouldn'tbe and to my mind, we can't. The
one thing we can observe with certainty is the pricing that the marketaffords, it’s that valuation, we should rely on thatto be
able to guide us asto what the right thing to do with our assetsiis.

David [00:17:11] So if I had to ask you just to summarize what you have said in this podcast, how wouldyou think about
markets today, given everything that's gone before? What wouldyour summarybe of how you think investors should be
addressing markets in the current environmentand looking ahead too, because this could perpetuate forsome time to come
with all of the central bank support and the distortions thatit brings to valuations. So, whatare your key tenets of how yo u
think we should address markets today?

Richard [00:17:43] I think valuations are highand I think spreads are tight. We've come backthrough the pandemic and yes
economies are beginningto open up and we're beginning to loosen those restrictions at different paces acrossthe globe but
we're beginning to get to grips with this. But valuations that have gone right backto where they were pre-pandemicand the
reality is that we have seen the introduction of morerisk into this marketplace: we've got lowerratingswe've got more triple
B issuers, we have tighter spreads and longer duration bonds so we're more susceptible to these price moves. We then come
back to thisidea of valuation. We weren’t great fans of the market valuationsin January 2020 and we're back at those same
valuations and if we want to be consistent with ourselves thenwe shouldn't like the valuations today either, everything else
being equal. Butactually, things aren'tequal — we're putting a lot of store of value in this great big recovery and we are
putting alot of store value in the factthat economiesare opening up and we've got very little compensation forrisk. So, |
think that this is one of those episodes where we should be patient, we should be conservative, and we should be de -risking
portfolios. We should be building that war chest, the firepowerto come back out whenmarkets crack. Atthe same time, we
need to be doing this with our eyes open and know that we have to be patient because this period of low spreads couldlast
for along period of time. What s fascinating to me is that we have gotan acronymand thatis TINA, ‘there is no alternative’.
We had that same mindset backin January 2020, or I should say the market had the same mindset back in January2020.
There, they were comfortable taking risksand they were comfortable buying expensive assets because they couldn't see with
any degree of certainty what was coming and theycouldn't see what would derailit. I would say that today we're in the same
spot. We can'tthink of alternatives or the market can't think of alternatives. Therefore, it forcesitself to take extralevels of
risk but we're not getting compensated for it. So, we would prefer to do something different and thatis just to stand aside,
letthe marketrun, be patient whilst knowing that this could take some time, butthen bein a position when the market
cracks, to take advantage of it. This conservatismisn't a permanent position, it's just a tactical position that will unwind as
better valuations emergein the marketplace and we're pretty confident that they will over the coming periods.



David [00:20:26] So pulling that together, it's about taking the right amount of risk at the right time and the right price. |
suppose you could say that patienceis probably the most underrated but most effective investment strategy. Thank you very
much, Richard. It's beenvery interestingchatting with you this afternoon and greatly appreciate yourinsights. Thank you.
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