EXCLUSIVE ONLINE ARTICLE BENEFITS AND PENSIONS

www.bpmmagazine.com

Investment:

The Case For 78)
Global Fixed Income ™o

he global fixed income markets have significantly expanded and developed over the past two decades,
I with many advances occurring in more recent years. There are now more than 100 countries with fully
or partially functioning fixed income and/or currency markets. This broadening opportunity set involves

not only geographic expansion but also new instruments that can provide specialized exposures.

Investors who were once limited to the bond markets of developed countries and a narrow range of currencies
now have options that include a broader range of currencies from both emerging and developing economies, a
variety of duration exposures and a wide gamut of country exposures.

This broader global fixed income opportunity set has gained favor as the recent global financial crisis has
waned, risk appetite has revived and credit market conditions have improved. Among the factors institutional
investors in this marketplace may want to consider are trends pointing toward a stronger recovery in the
developing economies than in Europe, Japan and the United States.

While some developing economies have been severely impacted by weakening global markets, others have
withstood it quite well. Learning from past crises has played an important role in this outcome. Developing
market governments broadly used the economic growth cycle of the past few years to reduce outstanding sov-
ereign debt burdens, improve fiscal positions, move to floating exchange rates and build up foreign exchange
reserves. As a result, in general they entered the current financial crisis in stronger credit positions relative to
past global crises. Consequently, the deterioration of sovereign creditworthiness during the crisis has typically
been much greater in advanced than in developing economies.

Additionally, the relative resilience of developing markets has been enhanced by their limited involvement
in the problems that led to the financial crisis. This was partially reflected in the lower amount of leverage ap-
parent in many developing countries, as well as in domestic demand. Those countries that had a very large
component of domestic demand (or are now seeing increased domestic demand) versus a reliance on exports
have been better cushioned through this crisis.

Today, with U.S. and Canadian interest rates at or near all-time lows, an outlook for a weakening U.S. dollar
and the pace and drivers of recovery in the developing markets, we believe that some of the strongest fixed
income opportunities over the next several years could be found outside the U.S. and Canada.

As investors shift their perceptions of the two main categories of international bonds — developed world
bonds and developing market bonds — it should become more apparent that a truly global perspective can
support portfolio diversification while benefiting from economic conditions and monetary policies that vary
around the world. Here are some specifics regarding the potential risk/return benefits a global fixed income
allocation may be able to add to an overall portfolio:
® Risk Reduction

Adding global fixed income positions to a portfolio may potentially reduce volatility on multiple fronts based

on its asset class and sector characteristics in which varying economic conditions and business cycles in
different countries around the world drive returns.

® Portfolio diversification
It is a well-accepted investment principle that adding international equities to a hypothetical domestic equity
portfolio can lower the portfolio’s overall risk profile. In an analogous way, adding global fixed income exposure
may further improve the diversification and returns of a traditional single-country fixed income allocation.

® Record of low correlation
Fixed income performance generally tends to have a low correlation with equity markets. Diving deeper,
investing in both core and non-core fixed income sectors may provide enhanced diversification regardless
of the prevailing interest rate environment. As illustrated in Chart 1, fixed income sectors have had varying
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degrees of correlation with one another. Diversifying a fixed income portfolio heavily weighted in the tradi-
tional core sectors with low-correlation sectors may help reduce a portfolio’s overall volatility while increasing

total return.

Chart 1: Five-Year Correlations For The Period Ending September 30, 2009
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Hedge against country risk
Within the global bond market, the world’s best-performing bond market has varied from year to year, as

highlighted in Chart 2. This record should encourage investors to reevaluate their home-country bias when
considering fixed income allocations. It also illustrates that actively managing exposure has the potential

to enhance returns.

Chart 2: Average Annual Total Returns Of The Top 10 Global Bond Markets
10-Year Period Ending December 31, 2008
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®* Hedge against inflation pressures
In an inflationary environment, the most common response for central banks with the mandate to target
inflation is to raise interest rates. In anticipation of this, a global fixed income strategy may reduce, elimi-
nate or provide negative duration exposure in countries where higher government bond yields are likely to
materialize.

® Exposure to Multiple Drivers of Return
Beyond the potential for risk reduction, global bonds provide compelling total return opportunities. An indi-
vidual country’s circumstances provide the framework for identifying investment opportunities primed for
interest rate and currency changes. These strategies can combine global fixed income instruments with
derivatives to help isolate an investment opportunity within a country’s yield curve, currency or also sover-
eign credit opportunities.

® |nterest rate opportunities
In a country with faltering economic growth, interest rate cuts may be on the horizon that would increase
the attractiveness of the country’s local market debt. If a manager has the added flexibility to actively
manage exposures, the manager may be able to hedge away the currency risk inherent in this falling rate
environment.

e Currency appreciation
Evaluating a country’s currency can reveal similar opportunities. Identifying economies with positive dy-
namics in their external balances, relative purchasing power, inflation, fiscal sustainability or growth can
help bring to light potential opportunities for currency appreciation. Exposure to such a currency can be
built either by owning an unhedged position in bonds or by using currency forwards overlaid on a hedged
bond position.

Currencies could also move to the disadvantage of a global bond investor, if one’s home currency
strengthened against the foreign bond’s currency. However, if such a development is anticipated, action
can be taken to hedge out the adverse currency exposure by purchasing a contract to exchange currencies
at a set rate at a later date, thereby reducing the currency risk of the investment.

e Sovereign credit
In a rising inflationary environment, an active investment manager with the ability to increase sovereign
credit exposure to countries whose economies in terms of trade and fiscal revenues benefit from raw
materials exports could potentially benefit from higher commodity prices. Moreover, an active manager
could also potentially capitalize on the disparate spreads amongst sovereign credits amid the varying
policy responses and implements of policy unwinds enacted by central banks and governments world-
wide.

® Interest income
Yields are another attractive aspect of global fixed income investing. Developing market bonds tend to of-
fer higher yields than those from developed markets. And even if global yields were similar, adjustments to
relative exchange rates can provide the potential for return opportunities beyond the pure yield generated
by global fixed income investments. Attractive yields may be further enhanced by currency dynamics when
each component of the return is evaluated and exploited separately.

Enhanced
Alpha Potential

An actively managed global bond portfolio that seeks to exploit country-specific differences may be able to
reduce correlations to traditional asset classes even further and potentially enhance alpha potential. For global
fixed income strategies, three independent alpha sources are key: currency, duration and credit exposures.
When assessing investment opportunities, the expected return from each potential alpha source can be iso-
lated to help ensure that the attractive risks are held and positions are properly hedged.

New investment opportunities can play a useful role here, primarily as a risk management tool that is des-
ignated to isolate particularly attractive risk components within securities. For example, a strategy for a given
country may keep the duration element and seek to hedge out the currency by using currency forwards. Alter-
natively, cross-country valuations may reveal a currency opportunity that coexists with a country’s unfavorable
interest rate environment. The manager who can isolate one from the other can potentially enhance portfolio
performance.

Chart 3 provides an example of the variation in historical bond market results depending on the currency
tactic chosen.



Chart 3: Global Bond Markets: The Importance of Active Management (%)
12-Month Returns For The Period Ending September 30, 2009
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Broader Opportunity Set

Global fixed income benchmarks are fairly narrow. Typically, 80 per cent of the benchmarks will focus on
bonds from the U.S., the UK, the European Union, and Japan. Sometimes, though, opportunities may be more
prevalent outside of these markets.

Active managers can help investors who seek to take advantage of the full global fixed income opportunity
set.

For example, as of September 30, 2009, a representative account of the actively managed Franklin Temple-
ton Global Bond Plus Composite (the Composite) was invested in over 25 countries and over 20 currencies.
Given its ability to invest more broadly, the representative account’s average credit quality was ‘A,’ in contrast
to the ‘AA’ of its benchmark, the JP Morgan Global Government Bond Index, for the same period. For a graphi-
cal illustration of how the Composite has performed compared to its benchmark, see Chart 4.

Chart 4: Active Management At Work — Risk Vs. Return
10-Year Period Ending September 2009
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As countries and regions recover from the unprecedented global downturn at different rates, we believe that
geographic diversification makes sense not only from a risk standpoint, but also from a potential return van-
tage, allowing investors to access opportunities emerging in multiple fixed income opportunities may be more
prevalent outside of these markets. With that said, we believe that an actively managed global bond strategy
has the potential to serve institutional investors better than most passive strategies, based on its flexibility to
react to risks and capitalize on opportunities outside of global bond benchmarks.

For more information,
contact Duane Green at Franklin Templeton Investments,
dgreen2@franklintempleton.ca or 416-957-6165.




