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Fixed income: how to generate
“conservative alpha”

The Euro credit market offers opportunities for active managers
with a proven process and extensive data analysis capabilities

IMPORTANT This is not an offer or
solicitation to buy or sell any product.
Investing in credit involves risks
including Changing Interest rate - Credit
risk - Derivatives/Counterparty risks -
Sustainability risk. Past Performance is
not a guarantee of future results.

Despite its relative maturity, credit
remains a relatively inefficient asset
class, providing active investors with no
shortage of opportunities to outperform
benchmark indices.

The question is how to seize those
opportunities. Active management
allied to a conservative investment
philosophy has the potential to generate
strong risk-adjusted returns.

How credit value is left on the
table

Let's consider inefficiencies in credit
markets that make them a potentially
happy hunting ground for active
investors.

First, credit remains predominantly
an over-the-counter market, offering
less transparency than for instance
equities. Although innovation in fixed
income trading continues apace, it is
likely still some years away before the
majority of fixed income transactions
are conducted on exchanges .

Second, the credit market's biggest
buyers by volume — insurance
companies — have long investment

MARKET INSIGHT

horizons, often buying bonds to match
their liability cash flows and holding
them to maturity. Selling a bond can
impact this matching process and
realizing gains and losses prior to a
bond's maturity being reached may
have tax implications for insurers. The
inflexibility in the portfolios of insurers
and similar buy-and-hold investors
represents opportunity for active
investors to respond in a more agile
fashion to changes in valuations and
corporate fundamentals.

Equally, some investors have internal
or client-generated guidelines that

force them to sell bonds in response
to changes in their rating profile. For

instance, if a bond is downgraded from,

say, BBB to BB, certain investors are
forced to sell at what later might prove
to be the trough for a company’s credit
quality and a peak in spread levels.

Then there is the direct and indirect
influence of central banks. In the wake
of the financial crisis, central banks
around the world have been actively
buying large amounts of bonds,
frequently without regard to price.
This plays to the strengths of active
investors who are more discerning
when judging the relative value of
underlying bonds. Whilst central
banks have tightened monetary policy,
and have, in some cases halted their
bond buying programs, unfavourable
economic conditions in the future may
see the central banks again ramp up
their involvement in bond markets.
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Key takeaways:

+ Active investors can take

advantage of multiple
inefficiencies in the Euro
credit market to create
portfolios that outperform
over the cycle;

A “conservative alpha”
approach combining a
top-down market view
with bottom-up corporate
fundamental analysis

and underpinned by a
beta-driven risk orientation
can result in superior
risk-adjusted returns;

The Loomis Sayles Euro
Credit team combines

this “conservative alpha”
approach with state-of-the
art data analysis capabilities
to generate consistent
alpha.
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Finally, there is the trend towards
passive fixed income investing.
Passive investors aim to replicate
exposure to underlying benchmarks
at minimum cost. But in doing so,
they can build up relative exposure to
selected companies not on the basis
of underlying fundamental credit
quality, but frequently based on the
amount of bonds these companies
have issued. This also leads to bonds
being mispriced from a fundamental
perspective, thereby offering active
investors additional opportunities to
uncover relative value.

Generating “conservative alpha”
So how can active investors create
portfolios of Euro-denominated
corporate bonds that outperform over
the cycle?

The simple answer is: with diligence.

“We like to say we generate
conservative alpha,” says Jeroen Potma,
investment director for the Euro Credit
team at Loomis Sayles, an affiliate of
Natixis Investment Managers, “which

is to say we are prudent and very
risk-oriented.”

This idiosyncratic risk has convinced
Loomis to emphasise high levels

of diversification in the portfolios it
manages. In practice, this is achieved
by limiting the extent to which these
portfolios deviate — in Beta terms -
from their benchmarks on an overall
portfolio level, a sector level and an
issuer level. The overall beta of its
portfolios can range between 70% and
130% compared to the benchmark,
although typically we tend to be
between 85% and 115%. On a sector
level, portfolios deviate by no more
than 5% relative to the benchmark and
at the issuer level, the deviation from
the benchmark is no more than 3%.

Potma says: “Operating with
structurally higher Betas, as some
of our competitors do, cancreate
substantial volatility in the return
profiles of a portfolio and the extent
to which these portfolios outperform
their respective benchmarks. We are,
in contrast, looking to limit volatility
and deliver a more consistent and
more predictable outperformance.
Importantly we do not try to generate
alpha through duration positioning.
We are instead focused on capturing
movements in credit spreads and,
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therefore, manage the duration of our
portfolios very closely with the duration
of their respective benchmarks.”

Through the use of derivatives, the
team ensures that the portfolios have
the same duration as their respective
benchmarks.

Potma continues: “We have also done
a fair bit of analysis in looking at the
diversifying nature of our approach
when our strategy is combined with
other Euro Credit managers. What we
typically observe is that we are a true
diversifier in a Euro Credit portfolio
context. Adding us to a portfolio

that has an allocation to other Euro
Credit managers, tends to result in

an improving risk-return metric on a
portfolio level”

Outperformance through relative
value

In addition to the top-down view on
credit markets, which sets the level of
risk that the team wants to manage its
portfolios with, the Euro Credit team also
seeks to generate alpha by leveraging its
bottom-up fundamental corporate- and
relative value-analysis.

The structure of the Loomis Sayles

Euro Credit team, Potma believes, is a
big factor behind its ability to generate
alpha. First, it conducts all credit analysis
in-house. Second, contrary to traditional
investment team structures, it combines
the roles of portfolio manager and sector
analyst/specialist.

“By combining these roles, you get a level
of attachment to decisions that is not
always seen in the traditional portfolio
manager-analyst set-up, where analysts
throw ideas at portfolio managers in
the hope that some of them stick,” says
Potma. In the Loomis Sayles Euro
Credit team, all portfolio managers
take responsibility for the creation,
implementation and monitoring of their
trade ideas.

Credit research encompasses amongst
others an analysis of a company’s
business model and strategy, the
quality of its management team, its
liquidity profile, balance sheet strength,
competitive positioning versus
industry peers and the extent to which
the company is positioning itself to
remain relevant and thrive in societies
that are placing greater emphasis on
sustainability. The ESG analysis are
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carried out by the respective sector
specialists within the Euro Credit team.

“We see ESG as a key factor to analyse
when judging a company'’s credit quality,’
says Potma. “Since our sector specialists
talk to companies about their strategy
and financials, they are in the ideal
position to talk meaningfully about ESG
performance too.”

If the Loomis Sayles Euro Credit team

is comfortable with the fundamental
credit quality of an issuer, the subsequent
step in the investment process is to
determine which of that issuer's bonds
or debt instruments offers the best risk-
adjusted returns. Questions being raised
include, for example, whether investors
are getting sufficiently rewarded, in
terms of additional spread, for extending
maturities or from moving from a senior
bond to a more subordinated instrument.

“The Information Ratio is our prime
indicator of whether our “conservative
alpha” investment process is working,’
says Potma. “If we make the right
investment choices, our Information
Ratio can be impressive.” The high
information ratio is the result of alpha
generation combined with a relatively
limited tracking error.

Credit is all about the data

At Loomis Sayles, there is a strong
belief that data management and
analysis forms an essential building
block in the organization’'s goal

of delivering strong risk adjusted
performance for is clients. This
ultimately led to the development of a
proprietary, real-time data and analytics
platform called In2!. The In2! platform
provides investment teams with
customized tools that are required to
effectively and actively manage client
portfolios.

The In2! platform is of significant
value to the Euro Credit team as it has
allowed for the creation of several
proprietary applications that support
the team'’s investment process

and ability to generate alphain a
segment of the capital markets that
encompasses a huge amount of data.

These applications allow the team,

for example, to view their portfolios
from numerous angles, whilst also
supporting the generation of trade
ideas and providing new tools for risk
management purposes. Furthermore,
the In2! platform facilitates the storage



of information and research produced
by the team.

“We are focused on risk-adjusted
performance and we have invested
substantial amounts of money in our IT
systems/data infrastructure to give our
portfolio managers the best possible
chance of generating alpha,” says
Potma.

Importantly, the technology platform
also supports the team’s ESG analyses
and enables the team to provide its
clients with customised ESG reporting.

Return expectations and
market outlook

The Loomis Sayles Euro Credit team
sets an outperformance target over the
cycle of between 75bps and 125bps

a year, depending on the underlying
benchmark (e.g. investment grade or
high-yield) and ESG related restrictions.
Potma adds: “As the team now has

celebrated its first 3 year track records
for the Loomis Sayles Euro Credit
strategy and the Loomis Sayles Euro
High Yield strategy, we can clearly
observe that over this period, the team
has been able to outperform those
targets.”

The conservative alpha approach
should be considered as a core part of
any credit allocation, Potma believes.
“If you're keen to avoid excessive risk
in the credit asset class, then the
conservative alpha approach makes
sense. No-one is going to blame you
because you outperform a little less
than a high-risk manager in a bullish
market environment, whilst in a bear
market, your downside is much better
protected.” For those, however, bullish
on the asset class, it may make
sense to add a higher-beta manager
in tandem with an allocation to
‘conservative alpha”.

Indeed, the ranks of bulls may continue
to be rising. As a result of a renewed

interest for fixed income investing

that we have seen over the past 1-2
years, we have witnessed substantial
amounts of capital being invested in
the Euro Credit space. Nonetheless,

the fact remains that there are still
investors considering when to start to
increase the duration of their portfolios.
Euro corporate bonds now have
considerably higher yields than we have
seen over the past few years.

“Credit is still an attractive asset

class given favorable technicals and
reasonable valuations and should
be considered a core building block
of fixed income portfolios. Investors
that are still underweight duration
might want to close that position by
increasing their allocation to Credit
in a couple of steps, as the ‘perfect’
timing of an entry point may prove
very difficult given rates and spread
volatility,” adds Potma.
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This communication is for information only and is intended for investment service providers or other Professional Clients. The analyses and opinions referenced herein represent
the subjective views of the author as referenced unless stated otherwise and are subject to change. There can be no assurance that developments will transpire as may be

forecasted in this material.
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Additional notes

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when required

by local regulation, only at their written request. This material must not be used with Retail Investors.

To obtain a summary of investor rights in the official language of your jurisdiction, please consult the legal documentation section of the website (im.natixis.com/intl/
int-fund-documents)

In the E.U.: Provided by Natixis Investment Managers International or one of its branch offices listed below. Natixis Investment Managers International is a portfolio management
company authorized by the Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme)
registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendeés France, 75013 Paris. Germany: Natixis Investment
Managers International, Zweigniederlassung Deutschland (Registration number: HRB 129507): Senckenberganlage 21, 60325 Frankfurt am Main. ltaly: Natixis Investment
Managers International Succursale Italiana, Registered office: Via San Clemente 1, 20122 Milan, Italy. Netherlands: Natixis Investment Managers International, Nederlands
(Registration number 000050438298). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Spain: Natixis Investment Managers International S.A., Sucursal
en Espafia, Serrano n°90, 6th Floor, 28006 Madrid, Spain. Sweden: Natixis Investment Managers International, Nordics Filial (Registration number 516412-8372- Swedish
Companies Registration Office). Registered office: Covendrum Stockholm City AB, Kungsgatan 9, 111 43 Stockholm, Box 2376, 103 18 Stockholm, Sweden. Or,

Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a Luxembourg management company that is
authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis
Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Belgium: Natixis Investment Managers S.A., Belgian Branch, Gare Maritime,
Rue Picard 7, Bte 100, 1000 Bruxelles, Belgium. In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux College
10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zirich. In the British Isles: Provided by Natixis Investment Managers UK Limited
which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane,
London, EC4V 5ER. When permitted, the distribution of this material is intended to be made to persons as described as follows: in the United Kingdom: this material is intended
to be communicated to and/or directed at investment professionals and professional investors only; in Ireland: this material is intended to be communicated to and/or directed
at professional investors only; in Guernsey: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the
Guernsey Financial Services Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of Man: this
material is intended to be communicated to and/or directed at only financial services providers which hold a license from the Isle of Man Financial Services Authority or insurers
authorised under section 8 of the Insurance Act 2008. In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch)
which is regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience and understanding to participate
in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties as defined by the DFSA. No other Person should act upon this material.
Registered office: Unit L10-02, Level 10,ICD Brookfield Place, DIFC, PO Box 506752, Dubai, United Arab Emirates In Japan: Provided by Natixis Investment Managers Japan Co.,
Ltd. Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No.425. Content of Business: The Company conducts investment management business,
investment advisory and agency business and Type Il Financial Instruments Business as a Financial Instruments Business Operator. In Taiwan: Provided by Natixis Investment
Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise regulated by the Financial Supervisory Commission of the R.0.C.
Registered address: 34F, No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.0.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788.
In Singapore: Provided by Natixis Investment Managers Singapore Limited (NIM Singapore) having office at 5 Shenton Way, #22-05/06, UIC Building, Singapore 068808 (Company
Registration No. 199801044D) to distributors and qualified investors for information purpose only. NIM Singapore is regulated by the Monetary Authority of Singapore under a
Capital Markets Services Licence to conduct fund management activities and is an exempt financial adviser. Mirova Division (Business Name Registration No.: 53431077W)
and Ostrum Division (Business Name Registration No.: 53463468X) are part of NIM Singapore and are not separate legal entities. This advertisement or publication has not
been reviewed by the Monetary Authority of Singapore. In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to professional investors for information
purpose only. In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information
of financial advisers and wholesale clients only . In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does
not constitute financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors
who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment Managers Australia Pty Limited is not a registered financial service
provider in New Zealand. In Colombia: Provided by Natixis Investment Managers International Oficina de Representacién (Colombia) to professional clients for informational
purposes only as permitted under Decree 2555 of 2070. Any products, services or investments referred to herein are rendered exclusively outside of Colombia. This material
does not constitute a public offering in Colombia and is addressed to less than 100 specifically identified investors. In Latin America: Provided by Natixis Investment Managers
International. In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of Uruguay.
Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.

In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V, which is not a regulated financial entity, securities intermediary, or an investment manager in terms of the Mexican
Securities Market Law (Ley del Mercado de Valores) and is not registered with the Comision Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products,
services or investments referred to herein that require authorization or license are rendered exclusively outside of Mexico. While shares of certain ETFs may be listed in the
Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public offering of securities in Mexico, and therefore the accuracy of this information has not
been confirmed by the CNBV. Natixis Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the CNBV or any other
Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any of its investment management subsidiaries,
which are also not authorized by or registered with the CNBV or any other Mexican authority. In Brazil: Provided to a specific identified investment professional for information
purposes only by Natixis Investment Managers International. This communication cannot be distributed other than to the identified addressee. Further, this communication
should not be construed as a public offer of any securities or any related financial instruments. Natixis Investment Managers International is a portfolio management company
authorized by the Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered
in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendés France, 75013 Paris. The above referenced entities are business
development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised investment management and distribution entities worldwide. The
investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorized.
Their services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure that the
offering or sale of fund shares or third party investment services to its clients complies with the relevant national law. The provision of this material and/or reference to specific
securities, sectors, or markets within this material does not constitute investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated
financial activity. Investors should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions, and certain of
the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings and
characteristics shown, are subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. The analyses and opinions
expressed by external third parties are independent and does not necessarily reflect those of Natixis Investment Managers. Past performance information presented is not
indicative of future performance. Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources,
it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed, published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated. Natixis Investment Managers may decide to terminate its marketing arrangements for this product in
accordance with the relevant legislation
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