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" Target-maturity bond funds: Understanding
L=4 their appeal and challenges

Connie Chou, Head of Global Asset Allocation and Fixed Income, Eastspring Investments, Taiwan

Given their attractive yields and fixed However, similar to bonds, they mature on a
maturities, investors are increasingly looking specified date. This means that at a pre-determined
to target-maturity bond funds to meet maturity date, the target-maturity bond fund seeks
their retirement and other financial goals. to return investors their share of the net asset
Going forward, regulators, distributors and value of the portfolio. Target-maturity bond funds
investors all have a part to play to lay the achieve this by investing in a portfolio of corporate
groundwork for more sustainable growth. or sovereign bonds that mature around the same

time, close to the fund’s maturity date.

Target-maturity bond funds or Fixed Maturity

Products (FMPs) are not new investment products. Fig. 1. Growth of Fixed Maturity Strategies versus bond
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Having a fixed maturity date helps overcome
the objection that some investors have towards
bond funds (which have no maturity dates).

As such, target-maturity bond funds appeal to
investors who are looking for a steady income
and some certainty in the timing of the return of
their principal to help fund an expected need e.g
paying for children’s education, buying a home or
starting retirement. To better meet their ongoing
financial commitments, some investors also invest
in a number of target-maturity bond funds with
different maturity dates. This strategy is known as
“laddering”.

Yet unlike bonds, target-maturity bond funds
offer investors greater diversification by investing
in a portfolio of bonds which can range across
different credit ratings, sectors and geographies,
although the amount would depend on the
specifications of the target-maturity bond fund.
This helps to reduce default risks linked to single
issuers and/or credit risks linked to single bonds.
Again unlike bonds, target-maturity bond funds
taps on the resources and experience of portfolio
managers who would perform credit analysis,
selection, active management and ongoing
monitoring of the bonds in the portfolio. Target-
maturity bond funds also offer economies of scale
which most investors are not able to achieve on
their own.

WHAT INVESTORS NEED TO LOOK OUT FOR

While target-maturity bond funds have many
attractive features, there are caveats too. For

one, investors should note that target-maturity
bond funds are not capital-protected or capital
guaranteed. A negative credit event (e.g. default
by a bond issuer, bond restructuring or distressed
sale), for example, can impair the net asset value
of the portfolio. In this scenario, investors may not
receive their full principal at maturity. That said,
the fund manager can mitigate this risk through
extensive research and ongoing monitoring of the
bonds. Hence the experience and track record of
the fund manager matters.
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The target-maturity bond fund'’s target yield is
also not guaranteed. Some bonds in the portfolio,
for example, may mature a few months before
the target-maturity bond fund’s maturity date,
leaving cash in the portfolio. This could affect
the portfolio yields in the final year. The fund
manager can mitigate this by trying to closely
match the maturities of the underlying bonds to
the target-maturity bond fund’s maturity date. The
fund manager can also monitor the market on an
ongoing basis to look for attractive reinvestment
opportunities.

A target-maturity bond fund may include
riskier and lower rated bonds to achieve a higher
yield. This risk is rising since bond yields have fallen
124 basis points over the last 12 months?. Hence
instead of chasing the highest headline yield,
investors should ensure that they are comfortable
with the credit ratings of the underlying bonds in
the target-maturity bond fund. Fig 3. compares
the features between target-maturity bond funds,
bond funds and bonds.

ASIA’'S EXPERIENCE

The popularity of target-maturity bond funds in
Taiwan can be attributed to investors’ growing
retirement needs, as well as a flight to safety
amidst market headwinds. While the market
turbulence in 2016 had discouraged some investors
from investing, the need for income has remained
strong — hence the shift towards more defensive
and income producing investments.

Taiwan first launched fixed maturity bond
funds in Aug. 2016. From just one product in 2016,
the number of fixed maturity bond funds grew to
15 in 2017, with the combined asset size rising to
NT$32.68 billion (USD 1.10 billion). As of end-2018,
Taiwan has launched 41 target-maturity bond
funds with NT$142.07 billion (USD 4.61 billion) in
combined assets. By end of June 2019, assets have
risen to NT$242.4 billion (USD 7.80 billion)>. Today,
Taiwan accounts for 36% of total global target-
maturity bond fund assets under management or
82% of total Asia target-maturity bond fund assets
under management.
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Fig. 3. Comparison between target-maturity bond funds, open ended bond funds and bonds*

Target-maturity bond funds

Income Seeks to pay regular income, based on a

target yield
Yield Target yield is not guaranteed. Interest
income from the underlying bonds may
be affected by negative credit events.
Proceeds from bonds which mature or are
called back before the fund’s maturity date
may also be reinvested at a
lower yield
Principal Although there may be daily fluctuations
in the net asset value, the investor gets
back his investment principal if the fund is
held to maturity and there is no negative
credit event
Diversification  Diversification helps reduce exposure to
single issuer default risks and single bond
credit risks

Professional Benefit from the fund manager’s credit

expertise selection skills, active management and
ongoing monitoring
Liquidity Investors can typically redeem their

investments on a daily basis based on the
net asset value, although redemption fees
may apply for early redemptions.

Open ended bond funds

Seeks to pay regular income, based on a
target yield

Target yield is not guaranteed. Portfolio
yield may fluctuate according to the
portfolio holdings and market conditions,
including interest rate trends

The investor is subject to fluctuations in
the net asset value and returns are subject
to the fund manager’s expertise as well as

Bonds

Pays regular coupons, if there is no
negative credit event

Bond provides certainty of yield if held to
maturity and there is no negative
credit event

Although there may be daily fluctuations
in the bond’s net asset value, the investor
receives the face value of bond if it is held

market conditions, including interest
rate trends

to maturity and there is no negative
credit event

Diversification helps reduce exposure to
single issuer default risks and single bond
credit risks

Investor is fully exposed to single-issuer
default risks and/or single bond credit
risks.

Investor conducts own research and
monitoring

Benefit from the fund manager’s credit
selection skills, active management and
ongoing monitoring

Investors can typically redeem their
investments on a daily basis based on the
net asset value.

Bonds may be volatile and difficult to sell
if liquidity falls, especially in a period of
market or issuer specific stress

With target-maturity bond funds in Taiwan
currently offering an average yield of 3%° against
domestic fixed deposit rates of <1.1%’, investor
demand is likely to remain strong.

Besides target-maturity bond funds, target-
date bond funds are also gaining traction in
Taiwan. The Securities Investment Trust and
Consulting Association (SITCA) is testing a two-
year pilot programme targeting 10,000 investors
using the government-backed online distribution
platform. The programme has attracted more than
110,000 local investors to sign up as of July 2019,
when the scheme closed to new applications.

The programme aims to understand investors’
pension investment needs, and if the SITCA pilot is
successful, it may create further demand for target-
date funds and/or target-maturity bond funds in
Taiwan.

Other regulators in Asia are also turning to
target-maturity bond funds or target-date funds
to promote retirement savings. In South Korea,

the Financial Services Commission raised the
equities allocation limit of target-date funds to
80% in September 2018, giving asset managers
more flexibility to meet investors’ needs. Over in
Korea, target-date funds reached USD1.3 billion in
2018. Meanwhile, the China Securities Regulatory
allowed asset managers to launch pension target
funds, including target-date and target-risk funds
of funds in March 2018. The number of approved
pension target funds in China grew from one in
August 2018 to 40 by early 2019.

EVERYONE HAS A ROLE TO PLAY

Asia’s population is aging rapidly. By 20308, Asia
is forecasted to account for over 60% of the total
global population that is aged 65+ years. At the
same time, this aging population is expected to
fund their retirement needs against a backdrop
where global interest rates are likely to remain low
or move down, rather than up.




Investment solutions such as target-maturity
bond funds or target-date funds can help meet the
region’s pressing retirement needs. However, for
the growth in these solutions to be sustainable,
regulators, asset management companies,
distributors and investors all have a role to play.

Regulators are increasingly requiring asset
management companies to provide greater
transparency in their prospectuses and sales
materials. This includes stating the target-maturity
bond fund'’s credit quality and liquidity risks as
well as highlighting potential risks of paying out
income from the fund'’s capital, details about fees
and penalties for early redemption etc. Distributors
and investors too must play their part. Besides
investor education, distributors need to help their
clients appraise the suitability of such solutions for
their individual needs. For investors, in assessing
how these solutions fit in their portfolios and meet
their financial goals, they need to understand the
potential risks, and not just the benefits.
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Sources: 'Bloomberg. 13 August 2019. 2Lipper, Eastspring Investments. 30 June 2019. Bond yields — 10 US Treasury Bond Yield, Bloomberg. *Bloomberg. 13
August 2019. “Eastspring Investments. August 2019. *Securities Investment Trust and Consulting Association (SITCA) and cMoney data. June 2019. °The maturities
of target-maturity bond funds in Taiwan are between 4 to 7 years with most funds having maturities of 6 years. Yields of target-maturity bond funds that hold
emerging market debt can have higher yields of 5%~6%. 71-3 year fixed deposit rates ®Deloitte: Voice of Asia demographics
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incorporated in Singapore, is exempt from the requirement to hold an Australian financial services licence and is licensed and regulated
by the Monetary Authority of Singapore under Singapore laws which differ from Australian laws.

Hong Kong by Eastspring Investments (Hong Kong) Limited and has not been reviewed by the Securities and Futures Commission of
Hong Kong.
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is incorporated in Singapore and is registered with the U.S Securities and Exchange Commission as a registered investment adviser.
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Chile (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H), which is incorporated in
Singapore and is licensed and regulated by the Monetary Authority of Singapore under Singapore laws which differ from Chilean laws.

The afore-mentioned entities are hereinafter collectively referred to as Eastspring Investments.

The views and opinions contained herein are those of the author on this page, and may not necessarily represent views expressed or
reflected in other Eastspring Investments’ communications. This document is solely for information purposes and does not have any
regard to the specific investment objective, financial situation and/or particular needs of any specific persons who may receive this
document. This document is not intended as an offer, a solicitation of offer or a recommendation, to deal in shares of securities or any
financial instruments. It may not be published, circulated, reproduced or distributed without the prior written consent of Eastspring
Investments. Reliance upon information in this posting is at the sole discretion of the reader. Please consult your own professional adviser
before investing.

Investment involves risk. Past performance and the predictions, projections, or forecasts on the economy, securities markets or the
economic trends of the markets are not necessarily indicative of the future or likely performance of Eastspring Investments or any of the
funds managed by Eastspring Investments.

Information herein is believed to be reliable at time of publication. Data from third party sources may have been used in the preparation
of this material and Eastspring Investments has not independently verified, validated or audited such data. Where lawfully permitted,
Eastspring Investments does not warrant its completeness or accuracy and is not responsible for error of facts or opinion nor shall be
liable for damages arising out of any person’s reliance upon this information. Any opinion or estimate contained in this document may
subject to change without notice.

Eastspring Investments (excluding JV companies) companies are ultimately wholly-owned/indirect subsidiaries/associate of Prudential
plc of the United Kingdom. Eastspring Investments companies (including JV’s) and Prudential plc are not affiliated in any manner with
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