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INVESTMENT OBJECTIVE
The Income fund invests in a diversified portfolio of high quality fixed
interest investments. The aim of the fund is to achieve a return in
excess of sterling cash rates over any three year period. The fund seeks
to achieve this goal with low volatility and limited downside. To limit
the currency risk the fund may only invest in sterling assets.
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Q UA R T E R LY I N V E S T M E N T R E P O R T
The major Central Banks have staged a complete U-turn since the start
of the year by promising to end their tightening plans, whilst laying the
foundations for a return to rate cuts and potentially more QE. This
caused global bond yields to slump, benefiting the fund’s
supranational and index-linked holdings. It produced a 0.4% gain over
the quarter, which takes its annual total return to 1.4%.
The UK index-linked gilt positions responded well to the fall in
inflation-adjusted (real) yields. This occurs when nominal bond yields
fall, but inflation remains sticky or rises. UK CPI continues to oscillate
around the Bank of England’s 2% target, but the 10-year gilt yield fell
by almost 0.3% last quarter. It briefly traded below 1% for the first time
since 2017. This had a significant impact on the 2068 UK linker
position that we established last year. Such is its (inverse) sensitivity to
real yields that its price rallied by 15% over the quarter. We booked
some profits after a 25% intra-month spike in March, taking it back to a
0.5% weighting, but despite the modest allocation it contributed most
to the fund’s quarterly return.
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* the 3 and 5-yr figures for the fund and benchmark return are annualised averages.

The fund’s conventional bond holdings also made progress as yields fell across the curve, meaning capital
values increased. We continue to allocate a third of the fund’s exposure to a quasi-UK gilt exposure (via 3
supranational issues that provide a modest yield uplift compared to a pure government bond issue), but this
is exclusively via short-dated paper with maturities of less than 2 years.
The Bank of England (BoE) also retreated from its future rate hike plans because of mounting growth
concerns. It has cuts its forecast for 2019 GDP growth from 1.7% to just 1.2%. If this proves to be an accurate
projection, it will be the UK’s weakest growth since the financial crisis a decade ago. Recent economic
indicators reinforce the BoE’s gloomy outlook; quarterly GDP growth came in at just +0.2% in the 3 months to
the end of January. The manufacturing sector remains weak as Brexit and the global trade slump take their
toll, but household spending is proving resilient (for now), buoyed by a record 76.1% employment rate for the
16-64 age group.
UK recession risks are clearly building, but this is a global trend. Indeed, parts of the European economy are
already contracting with Italy entering a technical recession (defined as 2 consecutive quarters of negative
growth) as 2018 drew to a close. Of greater concern is Germany’s pronounced slowdown that has caused the
10-year German Bund yield to turn negative for the first time since 2016. This means that at the quarter-end,
investors were willing to pay 0.07% p.a. to lend funds to the German government for a decade. In fact, it is
worth noting that a total U$10trn worth of global bonds now have negative nominal yields.
A sluggish Eurozone will likely weigh on the UK economy regardless of the Brexit outcome, which argues
against there being a marked acceleration in UK activity. However, it seems reasonable to assume that Brexit
will determine the near-term outlook for UK gilt yields; a “hard” exit will likely spark a renewed safe-haven
bid for government paper, leading to even lower yields. Conversely, any “soft” withdrawal from the EU should
see gilt yields trade above their current levels. Either way, with UK CPI inflation of 1.9% y/y, negative real
yields help to explain our preference for owning only ultra-short dated conventional paper; longer-dated
gilts would suffer a capital loss if nominal (and real) yields were to increase on a benign Brexit outcome.
The fund still owns a 6% exposure to the Vanguard US Government Bond index, which is hedged back into
sterling and produced a total return of almost 2% last quarter. The Federal Reserve has adopted a more
dovish stance, promising no more rate hikes and a premature end to “Quantitative Tightening” (the process of
selling the bonds bought during its quantitative easing program) later this year. The removal of this structural
seller has caused US Treasury (UST) yields to tumble with the 10-year UST now yielding just 2.4%. It peaked
slightly above 3.2% last November.
In general, the economic evidence is consistent with a marked slowing of US growth rather than an outright
recession, suggesting bond yields may have fallen too far. However, US recession risks remain sufficiently
high for us to retain the hedged UST exposure; an economic contraction would almost certainly see bond
prices rally (and yields fall) even further.

PORTFOLIO ACTIVITY
INCREASE CASH EXPOSURE (14.3% to 25%):
Bond maturity EIB 1.5% 01/02/2019 (-10.7%)
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DISCLAIMER
REGULATORY INFORMATION: The LF Bentley GBP Income fund is a sub fund of the LF Bentley Investment Funds, an OEIC registered in the UK and Authorised and
Regulated by the Financial Conduct Authority. Bentley Capital Ltd. (licensed by the SFC in Hong Kong) acts as investment advisor to the fund and, in turn, receives
investment management services from Bentley Reid & Co (UK) Ltd. This document is for information purposes only and should not be considered as an offer to sell, or a
solicitation of an offer to buy. Fund performance is shown net of fees and relates to historic returns, which should not be taken as a guide to future returns. The value of
investments may fall as well as rise and fluctuations in currency exchange rates may affect their value and you may not get back the amount originally invested. The
data source for this document is Bentley Reid & Co (UK) Ltd. unless otherwise stated. *75% Bloomberg Barclays UK Govt All Bonds Total Return Index and 25% HSBC GBP
Deposit Index.

