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2021 was dominated by the COVID-19 pandemic, along with concerns around higher inflation; the global
economy continued to recover – as did corporates’ earnings and balance sheets.
Credit spreads tightened while government bond yields rose, reflecting higher inflation and more hawkish
central bank sentiment.
The fund posted a positive return in 2021 – thanks to tighter credit spreads and a c5% exposure to equities.
Despite rising rates, the fund didn’t lose much from duration because of the portfolio’s low interest-rate risk.
We expect our flexible investment mandate to be in a strong position to explore arising opportunities in 2022.

The value and income from the fund's assets will go down as well as up. This will cause the value of your investment to fall as
well as rise and you may get back less than you originally invested. There is no guarantee that the fund will achieve its
objective and you may get back less than you originally invested. Where any performance is mentioned, please note that past
performance is not a guide to future performance.

Performance review 2021
2021 was dominated once again by the COVID-19 pandemic, along with concerns around higher inflation. Economies,
however, continued to recover and companies posted strong earnings while maintaining elevated profit margins. As a result,
credit spreads tightened while government bond yields rose reflecting higher inflation and more hawkish sentiment from
central banks. In this environment, the fund posted a positive return supported, in particular, by tightening spreads and by its
exposure (c. 5%) to stocks. Within credit, most of the performance came from investment grade corporates, particularly US
dollar long-dated names as spreads tightened significantly in this space. High yield bonds and emerging market bonds were
also positive contributors to returns, while exposure to peripheral government bonds detracted as spreads rose towards the
end of the year. Despite rising rates, the fund didn’t lose much from duration as we maintained a very low interest-rate
sensitivity in the portfolio (See Figure 1).
Investments in bonds are affected by interest rates, inflation and credit ratings. It is possible that bond issuers will not pay
interest or return the capital. All of these events can reduce the value of bonds held by the fund.
Figure 1. Active return coming from spread and equities
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Past performance is not a guide to future performance
Source: M&G, 31 December 2021. Please note, portfolio data is based on internal sources, is unaudited and may differ from information
as shown in the Monthly Fund Review.

UCITS HAVE NO GUARANTEED RETURN, AND PAST PERFORMANCE IS NOT A GUIDE TO FUTURE PERFORMANCE

2

Figure 2. Fund performance over five calendar years (% pa)
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Past performance is not a guide to future performance
*The composite index – 1/3 Bloomberg Barclays Global Agg Corporate Index EUR Hedged; 1/3 Bloomberg Barclays Global High Yield Index
EUR Hedged; 1/3 Bloomberg Barclays Global Treasury Index EUR Hedged – was introduced as the fund’s benchmark on 7 September 2018.
The benchmark is a comparator against which the fund’s performance can be measured. The composite index has been chosen as the fund’s
benchmark as it best reflects the scope of the fund’s investment policy. The benchmark is used solely to measure the fund’s performance
and does not constrain the fund's portfolio construction.
The fund is actively managed. The investment manager has complete freedom in choosing which investments to buy, hold and sell in the
fund. The fund’s holdings may deviate significantly from the benchmark’s constituents.
Source: Morningstar, Inc., as at 31 December 2021, Euro A Acc share class, price to price, income reinvested.
Fund performance prior to 7 September 2018 is that of M&G Optimal Income Fund (a UK-authorised OEIC), which merged into this fund on 8
March 2019. Tax rates and charges may differ.

Compared to the fund’s refence benchmark (a composite index comprising: 1/3 Bloomberg Barclays Global Agg Corporate Index
EUR Hedged; 1/3 Bloomberg Barclays Global High Yield Index EUR Hedged; 1/3 Bloomberg Barclays Global Treasury Index EUR
Hedged), the fund posted a solid return (see Figure 2). It also outperformed (in gross terms) all three major fixed income asset
classes included in the reference index: global investment grade, global high yield, and global government bonds. Most of this
outperformance came from our long-standing underweight duration positioning, which helped as yields rose for the majority of
2021. Our exposure to equities, in mostly cyclical sectors and in companies with low price-to-earnings ratios, has also been a
good source of returns. Finally, spreads contributed to relative returns with most of the outperformance coming from
investment grade credit where we have been overweight throughout the year. On the other hand, our underweight exposure to
high yield – holding fewer riskier credit names than the wider market – detracted (See Figure 3).
High yield bonds usually carry greater risk that the bond issuers may not be able to pay interest or return the capital. The fund
may use derivatives to profit from an expected rise or fall in the value of an asset. Should the asset’s value vary in an unexpected
way, the fund will incur a loss. The fund’s use of derivatives may be extensive and exceed the value of its assets (leverage). This
has the effect of magnifying the size of losses and gains, resulting in greater fluctuations in the value of the fund.
Investing in emerging markets involves a greater risk of loss due to greater political, tax, economic, foreign exchange,
liquidity and regulatory risks, among other factors. There may be difficulties in buying, selling, safekeeping or valuing
investments in such countries. The fund is exposed to different currencies. Derivatives are used to minimise, but may not
always eliminate, the impact of movements in currency exchange rates.
Figure 3. Performance attribution vs. reference index*
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Past performance is not a guide to future performance
Source: M&G, 31 December 2021. Please note, portfolio data is based on internal sources, is unaudited and may differ from information as
shown in the Monthly Fund Review. *Reference index = 1/3 Bloomberg Barclays Global Treasuries, 1/3 Bloomberg Barclays Global Credit
Corp, 1/3 Bloomberg Barclays Global High Yield
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Portfolio positioning in 2021
We were very active throughout 2021 in using the full flexibility of Optimal Income’s wide-ranging investment capabilities.

From USD IG into HY and EUR financials
As we entered 2021, the fund had an overweight exposure (relative to the benchmark) to US dollar investment grade credit,
particularly long-dated issuance. This position was based on a pure credit view as opposed to a duration view. As a result, we
were carefully managing our duration in order to capture the potential spread compression within these bonds. Boosted by
central bank policy and a benign economic outlook, these instruments performed well and moved closer to what we would
consider ‘fair value’, or in some cases even expensive. We therefore gradually shifted our exposure away from these longdated US dollar corporate bonds mainly into both high yield bonds and into European investment grade financial bonds (see
Figure 3). This is in line with our constructive view on the economy (which we feel should benefit financials) and our view
that defaults will likely remain low (which should benefit high yield).

Active in inflation markets, both as a buy and sell
We also have been active in inflation markets, trading inflation-linked bonds (‘linkers’) and also inflation swaps. The linkers
we bought were mainly Eurozone and Japanese, as we were finding breakeven rates (indicating inflation expectations)
attractive. On the other hand, we used long-dated inflation swaps to take a short position on inflation expectations in the UK
after they rose significantly as investors priced-in inflation above 4% over the long term. Notwithstanding the build-up of
prices in recent months, that sort of level is a stretch in our view.
Throughout the year we also looked for opportunities within equities and particularly within value stocks and in cyclical
sectors. Our current exposure to equities is around 5% (versus a portfolio maximum of 20%) and this allocation has been
steady for some time.

We are underweight duration as we see rates rising in 2022
Finally, our overall duration exposure remains unchanged: we remain close to 2.5 years, which is roughly 4 years lower than
our reference benchmark index. However, during the year we have been active in shifting its composition around, both
within currencies and across the yield curve. Within the former, we gradually rotated duration away from euro assets into US
dollar and UK sterling assets where the market started to expect more interest rate hikes. Across yield curves, we added
some duration at the short-dated end, while we reduced duration at the longer-dated end as yield curves flattened, a market
movement that is in contrast with our constructive view on the economy.
Figure 4. Changes in fund exposure to long-dated investment grade corporate bonds, high yield bonds, and financials
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Source: M&G, 31 December 2021. Please note, portfolio data is based on internal sources, is unaudited and may differ from information as
shown in the Monthly Fund Review.
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Outlook
We think central banks need to raise interest rates sooner rather than later (and the Bank of England’s is already doing this
with a December 2021 hike). But to avoid braking too hard on the economic recovery, we believe the pace of rate rises will
be more measured, even if this means allowing some level of inflation to circulate. Given the economy is strong, the
consumer is in a good position ‒ more than the market has realised, in our view ‒ and inflation is back, we also argue that
yield curves should be steepening from their current levels, as the market at the long-end grapples with rising inflation
expectations. This should be good for financials and especially banks and a key theme for the fund’s credit exposure as we
enter 2022.
Going into 2022, we remain constructive on the economy and think credit will remain supported by solid growth and low
defaults, as discussed above. However, as central banks start to remove their stimulus and inflation continues to remain
above target, we would expect some more dispersion in returns, which in turn can be a positive for active investors. And we
want to own credit risk and not duration risk as a consequence.

Aligning the fund to SFDR Article 8
Since 29 October 2021, the M&G (Lux) Optimal Income Fund has become Article 8 classified under the new Sustainable
Finance Disclosure Regulation (SFDR) introduced by the European Commission in March 2021. This is part of M&G’s
commitment to evolve as many strategies as possible towards environmental, social and governance (ESG), sustainable or
impact outcomes. SFDR dictates various disclosure-related requirements for financial markets, aiming to provide more
transparency on sustainability in a standardised way.
M&G
January 2022
The fund allows for the extensive use of derivatives.
Further risks associated with the fund can be found in the fund’s Key Investor Information Document.
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