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Three questions for 2014

As we return from the Christmas break, markets are more or less where we left them in December.
Investors have a heightened sense of risk appetite, liquidity is free flowing and credit markets are open
for business, certainly from a new issues perspective. As is the norm, investors, commentators and
market observers are considering the year ahead and predicting how events might turn out. It strikes me
that there are three questions we need to consider, and they are in turn interlinked.

Is growth going to become embedded in the developed world? In the US and UK, economic growth
appears to be gaining a fair degree of momentum. In the US, the impact of last year’s fiscal drag is
behind us, growth is building and job creation appears robust. The financial system is working with a
strongly-capitalised banking system lending to the real economy. One could argue that with QE still very
much evident, one should expect no less, with the US stimulus still running at $75bn per month.
Nonetheless, the US economy looks well placed for 2014 and beyond.

In the UK, growth is also becoming well embedded with the UK economy probably experiencing the
strongest growth in Europe in the second half of 2014. Again, private sector job creation is very strong,
the leading indicators are all signalling significant expansion, and on the current trajectory, given the
strength of the housing market in the South East, one could raise the subject of an interest rate rise this
year, something not currently discounted by markets. In Europe, again the leading indicators are all (with
the possible and significant exception of France) turning positive. Even Spain appears to be finally
emerging from years of austerity. Peripheral bond markets have been on fire so far this year with bond
yields falling sharply as tail risks diminish. The key implication of a more robust environment for global
growth is that policy measures will continue to normalise, and long and in turn short rates (as | have
already mentioned in the case of the UK) will rise. This has a number of implications, not least of all
raising the borrowing costs of over-indebted governments and consumers, and providing a challenging
headwind for fixed income investors of all types. It is also a scenario in which it is very easy to consider a
stronger US dollar.

Will tapering, rising bond yields and a stronger US dollar challenge the emerging markets in the
way that it did last summer? It is possible that last year’s car crash in EMD and EME was a pre-cursor
to a full-blown motorway pile up later this year. In particular the deficit countries more dependent on
external financing have remained under pressure from that point onwards. Both the EM equity and debt
markets were the standout underperformers last year, although equities had something of a bounce in
the second half of 2013. The region’s woes have not been helped by the new Chinese government
appearing to want to contain the explosive credit formation facilitated by the shadow banking sector
which has further undermined investor confidence, as has the prospect of a stronger dollar. Nonetheless,
if the region can withstand tighter (or at least less loose) US monetary policy, then real value is beginning
to emerge here. Bond yields are significantly higher, and equity PE ratios are much lower than in the
developed world. At some stage the region will become attractive. For now, we would like to see some
evidence of stability before considering an increase in exposure.

The final question surrounds the prospects for corporate profits. Equity markets have clearly
performed extraordinarily well over the last couple of years; the S&P 500 is up by 50%, the FTSE All-
Share by more than 33% and the MSCI World index by over 40%. Although corporate profits have grown,
this growth has been nowhere near as strong as equity markets have been, and so the return from
equities has been driven by a rerating fuelled by increasing confidence and ongoing central bank stimulus
and liquidity provision. For equity markets to make further progress we really need to see corporate
profits growth take up the running. It is unlikely that stock markets can make much progress without that
happening. But if we return to our first question, and work on the basis that global growth takes hold,
there is every reason to believe that this will provide the perfect backdrop for corporate profits growth,
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although we will need to be mindful of falling unemployment’s impact on margins given their elevated

levels.

So for now we are paying very close attention to these three issues: the growth outlook, what a
normalised yield curve means for emerging markets, and whether global economic growth can be
translated into corporate profits growth. There is one final issue to consider. We are now nearly six
years away from the global financial crisis although it is very much closer in most investors’ memories.
Looking at past cycles, history would suggest that we are closer to the start of the next crisis than the

previous one. Let's hope that proves not to be the case!
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Important information: For use by investment professionals only (not to be passed on to any third party). Past performance is not a guide to future performance. The
value of investments and any income is not guaranteed and can go down as well as up and may be affected by exchange rate fluctuations. This means that an investor may not
get back the amount invested. The research and analysis included in this document has been produced by Threadneedle Investments for its own investment management
activities, may have been acted upon prior to publication and is made available here incidentally. Any opinions expressed are made as at the date of publication but are subject
to change without notice. Information obtained from external sources is believed to be reliable but its accuracy or completeness cannot be guaranteed. The mention of any
specific shares or bonds should not be taken as a recommendation to deal. Issued by Threadneedle Asset Management Limited (“TAML”). Registered in England and Wales,
No. 573204. Registered Office: 60 St Mary Axe, London EC3A 8JQ. Authorised and regulated in the UK by the Financial Conduct Authority. TAML has a cross-border licence
from the Korean Financial Services Commission for Discretionary Investment Management Business. Issued in Australia by Threadneedle International Limited (“TINTL")
(ARBN 133 982 055). To the extent that this document contains financial product advice, that advice is provided by TINTL. TINTL is exempt from the requirement to hold an
Australian financial services licence under the Corporations Act in respect of the financial services it provides. TINTL is regulated by the Financial Conduct Authority under UK

laws, which differ from Australian laws. Issued in Hong Kong by Threadneedle Portfolio Services Hong Kong Limited K R$% & BB & B G BR2 7 (‘TPSHKL"). Registered

Office: Unit 3004, Two Exchange Square, 8 Connaught Place Hong Kong. Registered in Hong Kong under the Companies Ordinance (Chapter 32), No. 1173058. Authorised
and regulated in Hong Kong by the Securities and Futures Commission. Authorisation does not imply official approval or recommendation. The contents of this document have
not been reviewed by any regulatory authority in Hong Kong. You are advised to exercise caution in relation to the offer. If you are in any doubt about any of the contents of this
document you should obtain independent professional advice. This document is distributed by Threadneedle Portfolio Services Hong Kong Limited Dubai branch, which is
regulated by the Dubai Financial Services Authority (‘DFSA”). The information in this document is not intended as financial advice and is only intended for persons with
appropriate investment knowledge and who meet the regulatory criteria to be classified as a Professional Client under the DFSA Rules. Issued in Singapore by Threadneedle
Investments Singapore (Pte.) Limited, 3 Killiney Road, #07-07 Winsland House 1, Singapore 239519. License Number: CMS100182-1. This document is being issued in
Singapore to and is directed only at persons who are either institutional investors or accredited investors (as defined in the Securities and Futures Act, Chapter 289 of
Singapore) in Singapore. This document must not be relied or acted upon by any persons in Singapore other than an institutional or accredited investor. Issued in the US by
Threadneedle International Limited (“TINTL"), a UK.-based investment management firm provides financial services to individual and institutional investors. TINTL is registered
as an investment adviser with the U.S. Securities and Exchange Commission and is authorised and regulated in the conduct of its investment business in the UK by the UK
Financial Conduct Authority. Threadneedle Investments is a brand name and both the Threadneedle Investments name and logo are trademarks or registered trademarks of
the Threadneedle group of companies. www.threadneedle.com
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